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POLICY BRIEF: INDUSTRIAL REVENUE BOND PROGRAM

Executive Summary

This policy brief by the Urban Manufacturing Alliance takes an in-depth look at the Industrial Revenue Bond (IRB) Program,
a federal financing tool providing qualified manufacturing projects with access to tax-exempt debt. Because of restrictive
and somewhat outdated program requirements, there are few manufacturers that are eligible to finance their projects
as this tool was originally intended. And in particular, the program seems ill suited to the financing needs of the growing
sub-segment of U.S. manufacturers —small urban manufacturers (SUMs). This Policy Brief will describe the IRB program’s
intended goals, explain how it works, review its historic usage, examine its relevance in light of ongoing growth in urban
manufacturing, and propose changes that would make IRBs more accessible and attractive to SUMs, and thereby advance
city, state and federal efforts to create well-paying manufacturing jobs.

Summary of Key Findings

e Qualified private activity bonds are not easy to access; the combination of high transaction costs with low ceilings on
debt means that the benefit they provide is sometimes marginal.

eTotal issuance of qualified private activity bonds has been declining since 2007.
IRBs’ share of total private activity bond issuance, has also been declining, and at a greater rate, since 2007.

*The IRB Program has not kept pace with the restructuring of the manufacturing sector that has occurred since the IRB
Program was last updated in 1984 and does not now meet the needs of today’s manufacturing. Some restrictions on eli-
gible uses for IRBs make it difficult or impossible to use them to develop the types of modern spaces that are most needed
by small urban manufacturers:

eNot-for-profit and for-profit developers of multi-
tenant industrial space cannot use the program with-
out being subject to the $20 million capital expendi-
ture rule aggregated for all tenants which makes it
very difficult to use the bonds for rental properties.

eManufacturers that wish to purchase condo-
minium or cooperative units in a larger man-
ufacturing facility cannot use the program.

*|RBs may not be used for flexible manufacturing
space (where the percent of space allocated to direct
manufacturing activities may fall below 75%), whereas
today’s manufacturers, many of whom are smaller,
may shift activities frequently and require more flex-
ible space that combines multiple business functions,
including warehousing as well as direct production.

eUrban areas allocate qualified private activity bond
volume cap for housing, which is an allowed IRS usage,
in greater percentages than for manufacturing usage. If
evertheprogramweretogainmorepopularityandacces-
sibility among manufacturers, competition with already
well-utilized housing programs could be problematic.

*The tightening of the financial markets and the limit-
ed ability and desire of entities to borrow over the past
several years has also had an impact on the IRB pro-
gram usage. Still, the economic environment notwith-
standing, the program parameters themselves seem to
be a very large impediment, even without larger eco-
nomic factors, limiting the usage of the program and
its ability to assist manufacturing entities as intended.
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I. Introduction

Reversing a 30-year trend, employment has begun to in-
crease in the U.S. manufacturing sector, and there is grow-
ing popular and political recognition of the importance of
manufacturing to our country’s basic economic wellbeing.
Historically, this sector had been losing jobs; from a high of
approximately 19.4 million jobs in 1979, the sector lost ap-
proximately 8 million jobs and reached a low point of 11.5
million jobs by February 2010. Part of this decline had been
due to overseas production and automation, as well as other
macroeconomic factors affecting the U.S. workforce. How-
ever, by the middle of 2012, manufacturing employment
had risen by approximately 500,000. A March 2012 Brook-
ings Institution report found that metropolitan areas sur-
passed their pre-recession rates of export sales growth, with
manufacturing leading this growth, particularly in Midwest-
ern and Northeastern urban areas. Research by Brookings
and other analysts confirm that manufacturing is undergo-
ing not only a quantitative reversal of long-term decline,
but also a qualitative transformation that calls for a rethink-
ing of industrial policy at the city, state, and federal levels.

Today’s manufacturing sector is structured differently in
many ways from US manufacturing of 20 or 30 years ago.
Small firms forming production networks located close to end
consumers, particularly in urban areas, are one important
trend. The shift from large, vertically-integrated factories to
clusters of small, innovative firms able to quickly respond to
technological and market changes is driving the resurgence
of urban manufacturing; American cities offer many ad-
vantages to these new, nimble firms. But supporting their
continued growth will demand innovative approaches to
industrial development planning and financing. In 2012, in-
dustrial advocates, economic development professionals and
academics from 13 cities came together to form the Urban
Manufacturing Alliance (UMA), to share lessons learned and
advance policies at the federal and local levels that can sup-
port the growth of manufacturing in cities across the country.

This policy brief is part of a UMA series exploring various
strategies to support urban manufacturing, and it builds off
the findings of two recent reports issued by the Pratt Cen-
ter for Community Development based in Brooklyn, NY. In
2011, the Pratt Center and The Brookings Institution re-
leased “The Federal Role in Supporting Urban Manufactur-
ing,” which highlighted the opportunities and challenges for
small, urban manufacturers and recommended ways to alter
outdated national manufacturing polices. The Pratt Center
followed with the 2013 release of the “The Brooklyn Navy
Yard: an Analysis of its Economic Impact and Opportunities
for Replication” which examined the opportunities to rep-
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licate key elements of the Brooklyn Navy Yard, a successful
300-acre, publicly-owned, modern industrial park, by re-
habilitating older industrial facilities in U.S. cities for multi-
tenanted operations by non-profit or local development
corporations. Both reports recommend changes to enable
federal policies to better support urban manufacturing, and
address barriers to the utilization of existing programs that
now exclude or inhibit participation by small and mid-sized
manufacturers seeking to locate or expand in urban settings.

This brief takes an in-depth look at one federal program —the
Industrial Revenue Bond (IRB) Program that is a subset of
Qualified Private Activity Bonds. The goal is to explain the IRB
Program, review its historic use, and examine its relevance
in light of ongoing growth in urban manufacturing. The pa-
per explores how existing program parameters are hindering
its usage in urban settings and for multi-tenanted manufac-
turing buildings, and provides recommendations on chang-
es that could spur greater usage by urban manufacturers.

Il. Program Background

Industrial Revenue Bonds (IRBs, aka Small Issue Manufactur-
ing Bonds) are a type of “qualified private activity bonds”
which comprise a sub-sector of the tax-exempt bond mar-
ket. Tax-exempt bond financing is a form of raising capital
that is most commonly used by governmental entities. For
instance, when a municipality wants to put in a new sewer
line or pay for the construction of a new public school, it
may turn to bond financing as a means to raise the required
capital for that cost. Just like governmental municipal bonds,
qualified private activity bonds are issued by state or local
governmental entities, but unlike other municipal bonds,
qualified private activity bonds benefit private users that
perform an important public service or achieve a public
goal, such as non-profit institutions, solid waste recyclers,
developers of multi-family affordable housing, or manufac-
turing entities. The Internal Revenue Code (IRC), which gov-
erns the tax-exempt status of bonds, has set requirements
that allow certain private entities to have access to this fi-
nancing mechanism and only under specific circumstances.
Manufacturers are among the qualified group of private
entities that may access the program. So, if for instance, a
manufacturer wanted to purchase or renovate a facility, if it
met other program requirements, it could use tax-exempt
bonds as a part of its overall development-financing plan.
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What is the benefit of tax-exempt bonds? While interest
paid on bonds issued by most private companies is typically
taxable, the IRC allows the interest on IRBs and other Quali-
fied Small Issue Bonds to be exempt from federal, state and
local income taxes. This tax-exemption provides a significant
benefit to the bond investor (who pays no taxes on interest
income), part of which is passed onto the borrower in the
form of a lower interest rate.

Besides having tax-exempt interest, bond financing can be
an attractive alternative to a borrower in that bond investors
typically offer longer financing terms and alternative cov-
enants from what a bank may offer. That being said, banks
are active investors in the tax-exempt bond markets, directly
purchasing manufacturing bonds from local issuers, and
allowing more traditional debt structures (e.g. shorter terms
with lower loan to value ratios) to carry tax-exempt interest
rates. On the downside, bond financing is a more costly and
complex financing mechanism that often involves more par-
ties, higher transaction costs, and longer closing timeframes
than traditional debt.

Origin and Evolution of IRBs in Legislation

The issuance of tax-exempt bonds for industrial develop-
ment purposes stretches back to the early development of
the capital markets. The Internal Revenue Service (IRS) ruled
on industrial development bonds as far back as 1936. The
purpose of these early issues was to attract small industry
to low income and underemployed communities. Over the
next several decades, the IRS and Congress became increas-
ingly concerned about the impact of IRBs on municipal fi-
nance in general and in particular on their effect in increas-
ing interest rates for governmental borrowers. In 1968,
Congress passed legislation regulating the taxability of in-
dustrial revenue bonds, and generally set forth the construct
that is still used today — that except for certain activities and
small issues (those under $1 million) or for borrowers meet-
ing a S5 million capital expenditure limit (later raised to $10
million in 1978, which is the limit still used today), industrial
revenue bonds are taxable. These rules reflect Congress and
the IRS’s intent to limit the program to small industrial busi-
nesses that were creating new economic activities. When
the IRC was amended further through the Deficit Reduction
Act of 1984, additional categories and structures of tax-ex-
empt bonds were disallowed, including structures that per-
mitted unrelated borrowers to fund a single project facility
through dividing that project facility into condominium units.

MECHANICS OF INDUSTRIAL REVENUE BONDS

application process.

The Internal Revenue Code allows states, municipalities or their instrumentalities to issue Industrial Rev-
enue Bonds and to lend the proceeds of an issuance to an eligible borrower —

a manufacturer - for use in a qualified industrial facility project. The user repays the issuer, who in turn
repays the buyers of the bonds. Below are the steps in the IRB issuance process:

1. Issuer (state or local government or instrumentality) requests information on project through intake or

2. Issuer and its bond counsel (special counsel that delivers an opinion on the legality of each issuance)
determine the private user’s eligibility for tax-exempt bond status.

3. Once eligibility has been determined, the issuer and the manufacturer work with an investment bank
and/or broker dealer to sell the bonds to investors. There are many ways to sell bonds; public offering and
private placement being two strategies, and these decisions are made between the issuer, the manufac-
turer and the banker. IRBs are often sold as private placements.

4. The Securities and Exchange Commission regulates the sale of the bonds and the actions of market par-
ticipants, including investors, investment banks/broker-dealers and financial advisors.

5. Once the investment banker or broker-dealer has secured an investor for the bonds, the municipal issuer
will enter into either a loan or lease agreement with the manufacturer as a means of transferring the funds
from the issuer to the manufacturer. The manufacturer, through that agreement, makes promises to repay
the debt according to amortization schedules outlined in the documents.

Urban Manufacturing Alliance
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Key Program Rules

The IRB program regulations can be complex and for the
most part are intended to limit access to the program
and to ensure that users are smaller companies devot-
ing a high percentage of their individual facilities to tra-
ditional manufacturing and production activities. Some
of the rules have been in place for decades, including the
$10 million issuance limit established in 1978 and the
S40 million total outstanding bond limit established in
1984. Critical program regulations are outlined below.

Manufacturing Facilities:

The IRC stipulates that in order for a private industrial entity
to benefit from the program, bond proceeds must be applied
to “manufacturing facilities,” which it defines as a facility
used in the production of tangible personal property. Facili-
tiesthatare not directly used for production, but for ancillary
uses, like storage and administration, may also be financed
with bonds provided that those facilities are located on the
same site. Not more than 25 percent of net bond proceeds
may be used to finance such ancillary facilities. As a part
of the American Recovery and Reinvestment Act (ARRA),
in 2009 the IRC expanded the definition of manufacturing
facilities to include laboratories and other new technology
manufacturing processes. There was at least one transac-
tion in lllinois that was financed under the expanded defini-
tion. The allowances to finance new activities under the
expanded definition of manufacturing have since expired.

Limits on Value of Bonds Issued and on Total Capital Ex-
penditures Per Project and Per Borrower:

Program regulations set a limit of $10 million on the value
of bonds per issuance, a $20 million limit on total capital
expenditures from all sources during a six-year window (in-
cluding three years before the date of issuance and ending
three years after the date of issuance), and a $40 million
aggregate limit on the total outstanding bond debt per bor-
rower. Total project costs may exceed $10 million, but must
be less than $20 million from all sources, see below.

Limitations on Acquisition of Land or Other Property:

The IRC requires that IRB issuances must not apply greater
than 25% of net bond proceeds (the amount the borrower
receives after transaction expenses such as banking, legal, fi-
nancialadvisory, ratingagency,and otherfeesincurredin con-
junction with the bond issuance) to acquisition of real estate.

State Volume Cap Limit:

IRBs as well as some, but not all other forms of, Quali-
fied Private Activity Bonds are subject to state volume
cap limits on the total amount of bonds issued. The cap
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was imposed to limit the extent to which the issuance of
tax-exempt bonds reduced the total revenue that could
be collected by the federal government from investor
income. The volume cap limits are set by a federal for-
mula; 2013 limits are the greater of $291,875,000 or $95
per capita for each state. Every year, states make policy
decisions regarding the priority of manufacturing ver-
sus housing, as well as other projects with volume cap
requirements, in the allocation of this limited resource.

Aggregation Rules in Multi-Tenant Facilities:

In calculating the $20 million capital expenditure limit, the
IRS requires the capital expenditures of principle users of
the facility - any person who leases more than 10 percent
of a project based on square footage or rental value - to
count towards the limit. This has a significant impact on
developers’ abilities to aggregate tenants into a qualified
project as first, it is diffficult to require tenants to keep
within these requirements, and second, in high cost envi-
ronments/ sectors, the $20 million cap is easily exceeded,
especially in large urban legacy buildings, which often
require subdivision to accomodate small firms, and signifi-
cant investment to upgrade building shells and systems.

Other Requirements:

There are other regulations to which IRBs, as well as other
forms of qualified private activity bonds, are subject. These
include the requirement for a public hearing for each borrow-
er/project, restrictions on use of proceeds to acquire existing
property without substantial renovations/rehabilitation (ren-
ovations must equal at least 15% of the cost of the building
not including land cost), restriction on average life of bonds,
prohibition on advance refundings, restrictions on accelerat-
ed depreciation, prohibition of federal payment guarantees
(making the SBA 7a and 504 programs incompatible with tax-
exempt IRB programming), and limits on the amount of bond
proceeds that may be applied to pay for cost ofissuance. Inad-
dition, the IRC prohibits users of the financed facilities from re-
ceiving tax-exempt interestincome as a holder of these bonds.

Given the evolution of urban manufacturing towards
greater customization, the rising costs of real estate in cit-
ies, and the large proportion of urban manufacturers who
rent their space, the IRB regulations over time have ef-
fectively limited the program’s usability in urban areas.
However, there are still instances of the program assist-
ing companies in areas that enjoy relatively lower real es-
tate costs, such as for the acoustic guitar manufacturer lo-
cated in Bend, Oregon, whose IRB issuance story follows.
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SAMPLE TRANSACTION FROM OREGON

In 2007, Business Oregon, the State of Oregon’s
industrial revenue bond issuer, provided $2.6 mil-
lion in bond financing to Breedlove Guitar Com-
pany, a manufacturer of acoustic guitars. With the
financing, Breedlove Guitars was able to move into
a new production facility. Its total capital expendi-
tures over the six year period including the bond
issuance, was less than $20 million, and the com-
pany had no other facilities or bond issues against
which to measure the $40 cap. That year in Or-
egon, approximately $31 million was issued for
manufacturing entities. The total volume cap in
Oregon for 2007 was approximately $315 million.

Historic Program Usage—Overall Declines Since 2007

There is a lack of available issuance data for the IRB pro-
gram, making usage analysis difficult. While there are
mandatory reporting requirements for authorities issuing
tax-exempt bonds, the data from these forms is not read-
ily available to the public or aggregated in any reporting
through the IRS or other federal entities. In addition,
many of the bonds issued for manufacturers are un-rated,
privately placed transactions, not subject to secondary re-
porting requirements. Finally, the manufacturing catego-
ry of bonds often gets lumped in with other categories of
tax-exempt bond financings, such as not-for-profit trans-
actions and/or solid waste recycling projects. These fac-
tors result in there being a lack of reliable, available data
on the number of and dollar volumes issued for closed
and/or active manufacturing bond issues through the IRB
program. A private organization, the Council of Develop-
ment Finance Agencies (CDFA), has gone to issuer level
sources to aggregate usage information to the best of its
ability, and its program activity reports represent one of
the most comprehensive sources of data on the program,
its mechanics, and its usage. The table below, using CDFA
data, shows the total volume in millions of dollars issued
under the program by state between 2006 and 2011. In
general, program usage has been declined from a high
of over $3 billion in 2007 to under $400 million in 2011.
The last column shows the percent decrease in 2011 vol-
umes from the average volume issuance between 2005
and 2011. It is likely that the decline reflects both the
general tightening of credit and reluctance of businesses
to take on debt in the wake of the financial crisis and the
recession. It is also likely that low interest rates on capital
from other sources have made IRBs relatively less attrac-
tive, particularly given the restrictions on the program
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described above, and also given the inherently high trans-
action costs of bond financing compared to other vehicles.

Volume Cap Allocation Variability

As mentioned above, in the Deficit Reduction Act of 1984
and again in the Tax Reform Act of 1986, volume cap regu-
lations were put in place to limit the amount of IRBs and
other qualified private activity bonds in the market. These
bonds had been growing by 50% per year through 1982,
and Congress felt they were negatively influencing yields
in the municipal bond markets. Volume cap is provided
on a state-by-state basis, and is calculated as the greater
of a federally determined floor or a per capita amount
of bonds that may be issued in any given year. If a state
does not use its entire volume cap within the year it is
earned, that state may “carryforward” the unused cap,
with certain restrictions. IRBs are one of the bond cat-
egories that are not allowed to use carryforward cap un-
like some other forms of qualified private activity bonds.

Flgure 2 on the following page shows that for the top 12
most urban states (according to the 2010 Census), on av-
erage, bond proceeds are more likely to be used for af-
fordable housing than for manufacturing facilities. Local
program structuring, marketing, and prioritization of man-
ufacturing versus housing or other private activity bonds
subject to volume cap are key determinants in the usage
story. This results in significant variability in the allocation
of volume cap among user categories. However the re-
cent trend has been for states to carryforward millions of
unused volume cap, as the demand for the IRB program, as
well as for other categories of volume cap bonds, has been
weaker than the federal allowance under the program.
Should the demand for these bonds increase at some fu-
ture point, whether due to market conditions or whether
the result of relaxed program requirements, industrial poli-
cies may want to consider a carve of out some percentage
or sub-allocation of volume cap for the manufacturers.
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Figure 1

Pennsylvania 75.7
Indiana 46.8
Virginia 10
Illinois 216
Georgia 49.8
Wisconsin 216
Michigan 36.6
Massachusetts 26.7
California 25.3
Louisiana 47.4
West Virginia 4
New Jersey 43.1
Florida 53.6
Missouri 38.9
Ohio 25.4
Kentucky 11.6
Maryland 8.1
New York 21.5
North Carolina 43.3
Tennessee 9.9
Nevada 0
Nebraska 2
Kansas 17.5
Wyoming 0
Alabama 4.1
Washington 14.4
Arizona 0
South Carolina 7.4
Texas 7.2
Utah 2.5
Maine 34.1
Minnesota 17.1
Colorado 12
lowa 8.5
Connecticut 0
Arkansas 0
Oregon 3
Vermont 3.3
Rhode Island 4.3
South Dakota 2.5
Idaho 14.9
Mississippi 19.3
Oklahoma 2.7
New Hampshire 0
New Mexico 7.8
Alaska 0
Delaware 0
Montana 0
North Dakota 0
District of Columbia 0
Hawaii 0
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Figure 2

CUMULATIVE VOLUME CAP (VC) AND PROGRAM USAGE: 2005 TO 2011 ($ MILLIONS)

Total VC For Housing % Housing For IRBs % IRB
California $22,142 $6,938 31.3% $354.6 1.6%
New Jersey $5,274 $384 7.3% $257.9 4.9%
Nevada $1,829 $119 6.5% $151.0 8.3%
Massachusetts $3,921 $1,437 36.6% $355.6 9.1%
Hawaii $1,829 $167 9.1% S0.1 0.0%
Florida $11,008 $1,089 9.9% $247.6 2.2%
Rhode Island $1,829 $191 10.4% $36.9 2.0%
Utah $1,829 $89 4.9% $98.1 5.4%
Arizona $3,787 $219 5.8% $125.6 3.3%
Illinois $6,940 $1,097 15.8% $433.1 6.2%
Connecticut $2,128 $163 7.6% $58.9 2.8%
New York 511,714 $5,102 43.6% $194.1 1.7%

$74,228 $16,993 22.9%

Other Federal Economic Development Tools Available to Manufacturers

The IRB program is one of several federal programs available to assist manufacturers and other business-
es in obtaining financing for their private facilities or activities. These alternative programs are adminis-
tered by a variety of federal agencies and use different mechanisms (e.g. tax credits and second mortgage fi-
nancing) in order to deliver assistance. Figure 3 below provides basic information for these various programs:

Figure 3

Small Business Second position loans made for up to 40% of project costs through
SBA 504 Loan . . partner Certified Development Companies; banks participate at up to
Administration . . .
50% allowing up to 90% financing
Loan Small Business Up to $3.75 million guarantee on an up to $5 million loan; 10% equity
SBA7A guarantee Administration required
Tax credits allocated to projects through Community Development
New Markets Tax Credits Tax credit Treasury Entities can be sold to investors to raise equity for projects in
qualifying census tracts
Community Development Loan or Housing and Urban |Discretionary program providing federal dollars to localities for
Block Grant Grant Development reviatlization - can be structured as loans or grants
Immigrant Investor Program - Private regional Foreign investors fund projects that create jobs. For every job created,
EB5 Loan centers $1 million (or $500,000 in targetted areas) must be raised.

Figure 3 does not include local financing and economic development programs, which may also include grants,
loans, guarantees, and other forms of assistance targeted specifically towards the manufacturing sector.

Figures 4 and 5 compare activity of the federal programs in the above chart in order to estimate where indus-
trial companies may be turning for financing assistance and which programs may be better structured for the
needs of this sector. The first table compares total program usage over a 5-year period. In general the level of pro-
gram usage across the board dropped between 2007 and 2009, but is picking up again for 2010 and 2011.

Urban Manufacturing Alliance April 2013
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Figure 4

Annual Capital Financing for All Uses by Program

($ Billions)
$70.00
Tax-Exempt Bonds 504 NMTC CDBG 7(A)
| | | |

$60.00

$50.00

$40.00

$30.00

$20.00

$10.00
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Figure 5 shows only dollar volumes for the manufacturing sector by program. In 2011, the tax-exempt bond program
provided manufacturers with the lowest dollar volume activity of any of the federal programs in the comparison. It is
also noteworthy that while dollar volumes in general are picking up for the programs compared, the amount of issu-
ance for manufacturers within the bond program has continued to decline steadily since 2007.

Figure 5

Manufacturing Portion of Program Activity

Tax-Exempt Bonds 504 NMTC CDBG 7(A)
| | | |

18.0%

16.0%
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8.0% +—| —| —

6.0% +— —— —— —| —

4.0% +—| —— —— —— — —

2.0% +— —— —— —— — —

0.0%
2007 2008 2009 2010 2011

This compares to the SBA504 program, where in a 2008 survey, 17% of all program users were found to be industrial in
nature. Even with the New Markets Tax Credit Program, which more recently has emphasized direct use by operating
entities, had a 13 and 15% usage by industrial companies in 2010 and 2011 respectively.

The tightening of the financial markets and the limited ability and desire of entities to borrow over the past several
years has also had an impact on the IRB program usage. However, despite the effects of the economic environment, the
program parameters themselves seem to be a very large impediment, even without larger economic factors, limiting the
usage of the program and its ability to assist manufacturing entities as intended.

Urban Manufacturing Alliance April 2013
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lll. Urban Manufacturing Models and the
IRB Program

The 2011 Pratt/Brookings report found that the growth in
small urban manufacturers (SUMs) could be characterized by
certain elements. The report states “...today’s manufactur-
ing landscape is largely ocupied by decentralized networks of
small, specialized firms, many of which are hidden in plain
sight in America’s urban areas.” These SUMs include food
production, craft manufacturing, custom furniture and fix-
tures, display making and design oriented production, as well
as specialized and just-in-time garment manufacturing. They
are attracted to urban areas due to the size and proximity
of the consumer markets, the access to high quality labor,
as well as supportive local policies and transportation infra-
structure. These SUMs have fared better than their larger
counterparts with respect to job retention, and show promis-
ing signs of growing the production job base in the U.S. The
report finds that these SUMs are less likely to release work-
ers: “between 1972 and 1992, for example, as American
manufacturers with over 500 employees laid-off 3 million
workers, plants with fewer than 500 employees added 2 mil-
lion jobs In part due to the strength of urban manufacturing
centers, current federal statistics show that manufacturing
sector employment is growing for the first time in decades.

Local support systems have emerged that are fostering the
growth of these small manufacturers across the country. In
San Francisco, SFMade is working to support local produc-
tion with marketing and outreach tools, retail assistance,
and customer data information. In Cleveland, Ohio, WIRE-
NET provides technical assistance and job training for to grow
manufacturing firms. These local initiatives are providing op-
portunities, and often, innovative solutions to some of the
challenges that the new small urban manufacturers are facing.

However, despite these successes and supportive local initia-
tives, SUMs face challenges specific to urban environments,
including the high cost of real estate, that make financing and
operating growth capital difficult. In New York City and San
Francisco, industrial space can average from $100 to $200 /
square foot for the purchase of high-end facilities, which is
several times greater than real estate costs in suburban and
rural markets. For example, in strong market cities an indus-
trial developer could purchase only 50,000 square feet of
space before hitting the project cap under the IRB program
without accounting for other project related costs, such as
renovations and machinery and equipment purchases that
may require bond financing as well. Rental rates are also
high, averaging from $12 to $15 per square foot annually in
dense urban settings. These cost pressures have given rise
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to real estate models that include shared spaces and not-for-
profit or governmental sponsors/landlords developing reha-
bilitated facilities sometimes on public or subsidized land.

Urban Industrial Real Estate Development Models:
Impediments to Utilization of IRBs

Multi-Tenant Facilities: There has been a fundamental
change in the structure of manufacturing, and IRB program
design has failed to keep pace. Large manufacturers exclu-
sively occupying their own buildings have been replaced to
a great degree by multi-tenanted buildings home to several
smaller manufacturers, who while independent business-
es, often work together on specific projects or otherwise
develop competitive synergies. Recognizing this trend, de-
velopers — whether not-for-profit, affiliated with municipal
government, or private for-profit entities — are creating
multi-tenant facilities for rent to industrial/manufacturing
tenants. But program regulations make it difficult for these
developers and their tenants to utilize tax-exempt IRBs.

The Greenpoint Manufacturing and Design Center (GMDC),
a 501(c)(3) developer of industrial shared space, has cre-
ated six multi-tenanted manufacturing spaces, currently
owning four of these buildings and net leasing and then
renting out the remaining two buildings from other owners
in Brooklyn, New York. In GMDC’s most recent project, it
has purchased and will renovate a former auto repair facil-
ity constructed in the 1920s for use as a food production
facility for multiple tenants. GMDC is seeking to meet the
demand for mid-sized growing food producers in Brook-
lyn, who are finding their customer bases expanding in a
market that lacks long-term industrial leases at affordable
rents. GMDC has not been able to use the IRB program in
the past to finance its facilities. Prior projects, as well as
GMDC’s current food facility, would not qualify for the IRB
program for several reasons. First, total project financing
needs typically exceed $10 million; second, GMDC’s capi-
tal expenditures combined with those of principal facility
users (tenants using 10% or more of the facility) would
likely exceed the $20 million limit; in addition, the require-
ment in and of itself to investigate the capital expenditures
of each of its tenants over the 6 year compliance period
would have imposed an administrative burden out of pro-
portion to the program’s benefits. Without this investiga-
tion, the tax counsel required to determine the legality of
the issuance would not be able to issue a clean opinion.
And lastly, the IRB program requires that 75% of the facility
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be in a production use. GMDC allows its production tenants
to dictate their own space requirements — between straight
production and storage and other ancillary uses, which from
time to time may fall below the 75% threshold. The cost and
time associated with monitoring capital expenditure and
space usage information dissuaded GMDC from using IRBs,
even if their projects met the other program parameters.
GMDC has instead turned to a mix of economic develop-
ment capital including City grant funding, New Markets Tax
Credit equity, as well as leveraging existing properties to bor-
row in the more traditional commercial banking channels for
the remaining funds required to purchase and rehabilitate
facilities. While GMDC was ultimately successful in this is
instance, the challenge of pulling such deals together slows
the process, reduces their impact and deters other non-prof-
its from pursuing such important development strategies.

Another successful illustration is the Brooklyn Navy Yard
(BNY), a multi-tenant industrial park that is managed by the
Brooklyn Navy Yard Development Corporation (BNYDC). BNY-
DC, a non-profit organization, operates the BNY, a 300-acre,
city-owned industrial park, and provides affordable rents to
manufacturing, design and other industrial tenants seeking
long-term stability in the New York City market. BNYDC cov-
ers operating costs from the rents it changes on facilities it
oversees and reinvests any surplus into the property for infra-
structure needs and expansion. To cover costs of major capi-
tal infrastructure projects, BNY obtains direct funding from
municipal appropriations, as well as economic development
programming at various levels of government (including EB5
and NMTC). BNYDC has explored issuing tax-exempt bonds
in both the governmental and private activity modes. BNY-
DC has also explored having its manufacturing tenants use
the program for leasehold improvements. However, based
on BNYDC’s capital expenditures in excess of $20 million as
well as structural issues related to direct tenant financings
(e.g. reluctance of investors to have leasehold mortgages act
as collateral) financing capital improvements at the Brooklyn
Navy Yard with the IRB program has proved to be infeasible.

In Detroit, the Russell Industrial Complex, providing over
2.2 milliwwon square feet of industrial and artistic space,
is another example of a developer (this one for-profit)
creating affordable space in smaller units for burgeon-
ing industrial, craft and arts companies. Due to regula-
tions requiring investigation of capital expenditures on
principal users, financing improvements to the facil-
ity with the IRB program would not have been feasible.

Urban Manufacturing Alliance

Financing Mechanisms Taking Place of IRB Program

Lower transaction costs and more readily accessible local
financing solutions are driving usage and relevance of the
IRB program down. Several cities we spoke to during the
course of researching this paper indicated they did not have
an active IRB program due to the availability of more easily
accessible and in some cases less costly financing program-
ming that provides greater benefit to end users. For in-
stance, Chicago offers a tax-increment financing tools which
can provide manufacturing entities with grants for the cre-
ation of new facilities. Due to the popularity of this program,
Chicago indicated that IRB had not been used for 10 years.
Other states and local jurisdictions indicated declining pro-
gram usage or lack of demand for IRBs in general. This is
not surprising given the high issuance costs associated with
a transaction. These costs include issuer fees, expense of
bond counsel and company counsel, and any credit enhance-
ment or other investor credit requirements. Even though
some jurisdictions and borrowers have resorted to alter-
natives, these alternatives have their own limitations,such
as shorter terms and personal guarantee requirements, so
that a gap remains in the financing for industrial projects
that the IRB program needs to be modified to fill.

Can the IRB Program Become Relevant to Urban
Manufacturing?

With the current set of regulations, it is unlikely that the IRB
program would be able to assist with the financing needs
of SUMs, whether directly or through real estate develop-
ers. However, given the interest of both public and private
sectors in supporting new manufacturing trends in urban ar-
eas, and the policy work of entities like Council of Develop-
ment Finance Agencies, which recently completed a seminar
series on how to support the reshoring trends, there seems
to be an opportunity to make recommendations that could
be heard at the federal level. Below is a list of recommenda-
tions that could be adopted by the Congress to create more
opportunity for the tax-exempt bond financing structure to
play a role in developing real estate for urban manufacturing
business, particularly those housed in multi-tenanted build-
ings owned by non-profit development entities. The list is
not exhaustive, but suggests that there are areas that need to
be examined in the program, and that some regulations that
have been on the books for decades, and are ripe for revision.
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IV. Recommendations

A few of the suggestions below had at one point in time been
allowed by the IRB program, but then program restrictions
were put in place to reduce the program’s influence on interest
rates of municipal/governmental issuances in the bond mar-
kets and thus the program’s impact on the federal budget and
municipal debt service. Times have, however, changed: there
is growing policy consensus on the need to strengthen the do-
mestic manufacturing sector. That sector has restructured but
not all economic programs have caught up with the new poli-
cy or economic reality. The IRB Program should be revised to:

¢ Increase the per-project project bond limits to $20 mil-
lion to allow larger transaction sizes, in particular those that
occur in high priced real estate environments such as ur-
ban areas, to occur within the confines of the program.

* Increase the per-project capital expenditure limit to $40 mil-
lion and further increase the limit against local real estate indi-
ces that are above national averages, which would serve to even
the playing field for manufacturers in high real estate markets;

¢ Allow tax-exempt bond proceeds to be coupled with the SBA 504
program so that projects requiring multiple sources of economic de-
velopment funding, including tax-exempt bonds may be financed.

¢ Allow tax-exempt bond proceeds to be used to purchase shares in
real estate cooperatives and for condos so that buyers of real estate
structures more commonin urban areas, such as commercial coops.

V. Conclusion

The concept of tax-exempt bonds for private entities histori-
cally has been a powerful economic development tool. Due to
their ability to stimulate private investment, tax-exempt bonds
have been used in targeted geographies suffering economy un-
certainty (e.g. in New York City after the 9/11 Attacks and in
post-Katrina New Orleans) as well as more systematically in ge-
ographies experiencing chronic underemployment and under-
investment (as in Federal Empowerment and Enterprise Zones).
Thus, not surprisingly, over the years tax-exempt debt for man-
ufacturing facilities has been a financing option supporting bil-
lions of dollars of private investment in the industrial sector.

However as manufacturing businesses in recent years have
adapted to altered economic conditions and market demand,
their physical and capital needs have changed in ways that have
made them unlikely or unable to participate in the IRB program.
New smaller urban manufacturing entities are more willing to
share space and locate in the center of relatively higher-cost ur-
banreal estate markets, adjacenttoretailand consumer markets.

Urban Manufacturing Alliance

These factors have resulted in IRB issuance and capital expendi-
ture requirements disqualifying many a potential borrower. In
addition, developers, both for and non-profit that are creating
shared manufacturing spaces would also be disqualified from
using IRBs in the financing of their facilities due to onerous ag-
gregation requirements and strict definitions of what percent-
age a qualified facility must maintain in manufacturing uses.

Due to the potential of small urban manufacturers to play a
role not only in the economic recovery but in a new sustainable
reshored manufacturing model, it is the right time to evaluate
the IRB program and its ability to play a role in supporting this
growing sub-sector of industrial businesses. The IRB program
will never be, nor should it be, a program that all manufactur-
ers would be expected to access. Tax-exempt bonds by their
nature will likely always be a more costly and complex financ-
ing alternative, best suited to larger scale projects with more
established borrowers, compared to conventional debt and
other federal programming such as SBA loans and guarantees.

Still, IRBs could be an important tool, particularly in the cre-
ation and rehabilitation of existing facilities for multi-tenant
uses, and even the incubation of start-up manufacturing ac-
tivities using shared manufacturing equipment or laborato-
ry-like research space. Most of the fixes that are needed are
cost-free, assuming that overall program volume caps are
unchanged — there would just be fewer but larger transac-
tions and simply require building more flexibility into the ex-
isting framework. Several of the recommendations, those
related to increasing issuance and capital expenditure cap,
are echoed in the legislative agenda of the Council of Develop-
ment Finance Agencies. However the Urban Manufacturing
Alliance goes further in suggesting that the IRB program can
and should be amended to make IRBs work for 21st-century
manufacturing — in particular projects that can support smaller
urban enterprises. This policy goal is important if the resur-
gence of this sector, particularly in cities, is to be sustained.
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