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Legislative Proposal

“Bank Qualified” Manufacturing Bonds


Background:

In 1986, Congress enacted legislation to limit industrial development bonds.  These bonds provide an incentive for manufacturing companies to expand and provide jobs in the US. Several changes were made, including limiting the program to manufacturers only, limiting the amount of bonds to a $10 million cap, and limiting the amount of capital expenditures a manufacturer could have over a six-year window—three years back and three years forward from the date of a bond sale.  The capital expenditure limitation was recently increased from $10 million to $20 million, which effectively still limits the program to small to mid-size companies.  Also, the1986 Act provides an overall cap on “private activity bonds” to be issued in each state.  

In addition to these major changes, a little noticed change was made: small issue manufacturing bonds were made “non-bank-qualified.”  This change was made to lower the cost of the program.   By making the manufacturing bonds “non-bank-qualified,” banks were no longer allowed to deduct the interest on monies the bank borrowed to purchase a tax-exempt bond (or loan) to a manufacturer that qualified for industrial development bonds.  This penalty was so onerous that banks virtually exited from the direct purchase of industrial development bonds.  

The unintended consequence of these changes was a major disconnect in the financial world, especially for small manufacturers.   Mid-sized manufacturers were able to change their financial strategy and place their industrial development bonds into the public marketplace, often with credit enhancement.  This public placement strategy requires a sophisticated borrower and an expensive team of financiers to place the bonds.  A public placement is cost-effective for borrowers with larger investment requirements, generally $3-$10 million.      But smaller manufacturers, who make up the majority of manufacturers in the U.S., with smaller transactions (less than $3 million) were left without an option to place their bonds.  The result is that small manufactures cannot benefit from the industrial development bond program because their local bank could no longer justify placing their tax-exempt bonds in their portfolio.  CDFA does not believe that Congress intended this to happen. 

CDFA Proposal:

The Council of Development Finance Agencies (CDFA), a national association of economic development finance organizations, is proposing that small manufacturers once again have access to industrial development bonds.  CDFA’s proposal is to make small issue industrial development bonds of under $3 million eligible to be “bank qualified.”  This modest change will open the financial markets for the small manufacturer to place an industrial development bond with the company’s local bank.  This change will significantly reduce issuance costs and interest rates smaller transactions are able to access.  Companies will be able to negotiate with their local bank on the placement and pricing of the industrial development bonds.  

The financial placement market will vastly expand and improve, by allowing small manufacturers to once again gain access the industrial development bond market by working with their local bank.  Prior to 1986, over 90% of IDBs were transacted this way. 

CDFA recommends that an individual borrower be limited to a maximum of $3 million in “bank qualified” bonds in any 12-month period.  This will eliminate any potential abuse by companies taking advantage of more than one bond issue to circumvent the new provision.

As mentioned in the first paragraph, manufacturing bonds are under a state-by-state volume cap.  Each state is granted a Private Activity Bond limit that is allocated by state legislatures or state agencies to the types of projects that qualify under the cap, including housing, student loans, solid waste, and manufacturing.  Because this limit is used entirely by virtually every state, the “tax loss” is also fully accounted for within the PAB allocation.  Therefore, the net loss to the federal treasury of making this change for “bank qualified” bonds will be very small.  But the benefit to states that want to encourage small manufacturing development will be significant.  

Why This Makes Sense:

First, banks that purchase small issue IDBs for manufacturers in relatively small amounts ($3 million or less) should have the ability to deduct the interest expense they incur on funds borrowed to buy bonds.  Banks routinely deduct interest expense just as homeowners do on their mortgages.  But as presented, banks cannot do this now if they buy a small issue-manufacturing bond with borrowed funds.  It is not sound public policy or equitable when banks can deduct the interest on borrowed funds to make huge loans to Fortune 500 companies, for example, but are prohibited from taking interest expense deductions on funds borrowed to buy small issue manufacturing bonds.  In addition, most banks that participate in the program CDFA is proposing will be smaller community banks. 

Secondly, the country needs to grow the competitiveness of small manufacturers by providing affordable capital investment financing. The manufacturing sector of the U.S. economy has experienced substantial job losses over the past several years. In January 2004, the number of such jobs stood at 14.3 million, down by 3.0 million jobs, or 17.5 percent, since July 2000 and about 5.2 million since the historical peak in 1979.  Employment in manufacturing was at its lowest since July 1950.

Small manufacturers generate a very large share of all manufacturing jobs in the U.S.  Manufacturing jobs traditionally have provided high wages and good benefits that allow workers to care for their families.  The loss of good manufacturing jobs in both urban and rural areas has ripped apart communities and permanently lowered living standards for families throughout the United States.  A loss of manufacturing jobs reverberates throughout the community—and ultimately the nation.  In addition, when manufacturing factories aren’t being built, maintained or expanded, jobs disappear in areas such as construction.

As manufacturing faces increasing pressures from foreign operations in lower cost locales, the ability of U.S. firms to compete hinges on their ability to be innovative.  Innovation rests on brainpower and the ability to make productivity improving capital investments.  CDFA’s proposal is central to making this happen. 

Summary:

CDFA recommends that small issue manufacturing bonds issued under Section 103 of the Internal Revenue Code of $3 million or less be allowed to be “bank-qualified.” This modest change will open the market for small manufacturers across the country to once again work with their local bank to place an industrial development bond. This change will “level the playing field” and allow small companies access to an economic development tool that most have not been able to access cost effectively since 1986. This can be done at minimum cost to the federal treasury, while providing a significant benefit to small manufacturers and communities across the country. Maintaining and growing manufacturing jobs through capital investments ultimately increases tax revenues at all levels of government. 
PAGE  
2
Council of Development Finance Agencies

2007

