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Lenders financing manufacturing and certain other facilities must understand the economic incentives that a Company proposes to enjoy in order to approve and close upon any  financing.  This outline is intended to raise and briefly discuss the most common forms of economic development incentives and the practical considerations or concerns of Lenders. Companies and Lenders seeking advice concerning the matters addressed in this document should not construe this document as legal advice, but should seek the advice of counsel specific to the transaction under consideration.

Qualified Small Issue Industrial Revenue Bonds
 Under South Carolina Law, the South Carolina Jobs-Economic Development Authority and each of the Cities and Counties of the State are authorized to issue “qualified small issue bonds,” more commonly known as “industrial development bonds” or “IDBs,” the proceeds of which must be used to finance the construction or acquisition of manufacturing facilities.  Assuming compliance with the particular state statutes and with certain provisions of the federal tax code and regulations promulgated thereunder, the interest on these bonds earned by the holders will be exempt from federal and state income tax.  Most large investments, however, will not qualify for  this type of financing because, under federal tax law, total project costs, including costs paid from bond proceeds and all other sources, may not exceed $10,000,000.  For purposes of computing this $10,000,000 amount, the capital expenditures of the Company in the same incorporated municipality or in the same County, for the 3 years prior and the 3 years subsequent to the issuance of the bonds are taken into consideration. 
 

A Company’s Lender may participate in this type of tax-exempt financing by either (1) purchasing bonds for its own portfolio; or (2) providing credit enhancement for the bonds to enable the bonds to be sold to the capital markets through public placement or placement with third party investors such as mutual funds.  Due to certain adverse tax consequences, Lenders who purchase tax-exempt bonds for their own portfolio tend to charge a slightly higher interest rate than the net borrowing rate which can be obtained from the capital markets.  As an option for their customers, however, most sizeable Lenders offer credit enhancement for bonds in the form of a letter of credit or standby purchase agreement for public and third party placements.  Although Companies tend to get better rates from the capital markets, the transactions are more complex and time-consuming, and the up-front costs are substantially higher- $100,000 and up. Accordingly, only the larger transactions - $2,000,000 to $10,000,000- will achieve sufficient interest savings to justify the additional time and cost. 

In the capital markets transactions, the underwriters, placement agents and credit enhancers have developed program documents which allows Companies to select, from time to time, various methods of computing the interest rates through the term of the bonds.  Alternative interest modes range from weekly floating rates, to monthly rates, to annual rates, to long term fixed rates.  Such bonds are known as “variable rate demand bonds” or “VRDBs” or, sometimes, “low floaters”.  Companies most often  initially select the VRDB due to the extremely attractive short-term rates offered in these programs.  Net borrowing costs for VRDBs, including bond interest, letter of credit fees, trustee and remarketing agent fees and amortized closing expenses, have averaged less than 5% in recent years. Moreover, even when the prime rate soared past 20% in the early 1980's, the interest rate on the VRDB’s did not reach 10%.  Thus, the “weekly floater” has been the financing vehicle of choice for qualifying manufacturers.

For those Companies who wish to hedge the interest rate risk associated with variable rate financing, Lenders offer a SWAP, pursuant to which the Lender will purchase the variable rate from the Company, and the Company will pay an agreed upon fixed rate to the Lender.  SWAPs allow flexibility in that the SWAP does not have to be for the entire term of the bond, can start at a date certain in the future and does not have to be for the full principal amount of the bonds.  Depending on the interest rate environment, a Company may be required to pay a substantial breakage fee if the SWAP is terminated early.  Companies can minimize the complexity of layering a SWAP on top of a VRDB by simply issuing fixed rate bonds.  As with any other type of fixed-rate financing, however, the Company will pay a premium to lock in the rate and will pay additional premiums to prepay the debt. Further, fixed rate bonds typically will carry a prohibition on early redemption for the first 8 to 10 years.  Under these circumstances, most Companies opt for the VRDB.

 The Lender’s credit requirements for IDB’s are almost identical to those in  conventional loans.  Companies can expect most of the same financial covenants and collateral requirements, although Lenders tend to permit 100% financing more often in order to enable their customers to take full advantage of the tax-exempt financing.  Lenders should be aware, however, of requiring pledges of cash or securities and minimum deposit requirements coupled with right to set-off as these requirements can raise red flags under the anti-arbitrage provisions of the federal tax code.  Due to the state and federal requirements for public hearings and governmental approvals, parties should allow 60 to 90 days from the date the commitment letter is signed to close.  In addition, the parties should factor into their schedule the need for volume cap approval.  Each state has a ceiling on the amount of IDB’s and other private activity bonds which can be issued each year.  South Carolina’s State Budget and Control Board allocates volume cap, and the financing transaction must be closed within 90 days after such allocation.  Accordingly, the Companies and Lenders should be prepared to proceed immediately with document preparation upon receipt of volume cap allocation.

In recent years, South Carolina has experienced severe shortages of volume cap.  Innovative bankers and lawyers have reacted by structuring “Cinderella Bonds” - VRDBs which are initially issued on a taxable basis but which convert to tax-exempt bonds upon receipt of the volume cap allocation.  Interest rates for taxable floaters usually exceed tax-exempt floaters by about 200 basis points, but the taxable floaters are competitive with conventional loan rates.  Companies should carefully consider whether they can live indefinitely with the taxable rates should volume cap not be forthcoming, or they should satisfy themselves that they have a serious commitment from the appropriate state officials that volume cap will be awarded in the next cycle.

Fee in Lieu of Taxes

South Carolina Counties have regularly employed a popular economic development incentive known as the Fee in Lieu of Taxes (“FILOT”) arrangement.  A FILOT arrangement entails an agreement by a County to allow a Company to pay a fee instead of paying ad valorem property taxes on real and personal property, which fee is less than the amount of the taxes that would be assessed.   The laws of the State allow a FILOT to be consummated under one of the following statutory frameworks: (i) the original fee in lieu of taxes act codified at §4-29-67 (the “Original FILOT Act”); (ii) the streamlined fee in lieu of tax act codified at §4-12-10 et seq. (the “Streamlined FILOT Act”); or (iii) the fee in lieu of tax simplification act codified at §12-44-10 et. seq. (the “Simplified FILOT Act”).  A detailed discussion of the benefits and differences between these acts is beyond the scope of this outline
, but a major distinction between these acts that is extremely important to Lenders relates to the ownership of the assets that are being financed and that are subject to the FILOT (the “FILOT Assets”).  Under each of the Original FILOT Act and the Streamlined FILOT Act, the FILOT Assets must be owned by the County.   Under this arrangement, the FILOT Assets are conveyed to, or already owned by, the County and are “leased back” to the Company, with the Company having an option to purchase the FILOT Assets.  Under the Simplified FILOT Act, the Company retains ownership of the FILOT Assets.  

If the FILOT is being consummated pursuant to either the Original FILOT Act or the Streamlined FILOT Act, it is imperative that your Lender be involved as early as possible in the process so that the transaction may be structured in accordance with standard lender guidelines.  As a general rule, Lenders are less comfortable taking a leasehold mortgage than a fee mortgage.  The following are suggested structures for a FILOT and a secured financing:  

(i)
Fee Mortgage from Company.  If, prior to the consummation of the FILOT, the Company owns the FILOT Assets, the Lender’s preferred arrangement is for the Company to consummate its financing prior to the consummation of the FILOT.  Specifically, under this structure, the Company grants to the Lender a fee mortgage or security interest in the FILOT Assets and then conveys the FILOT Assets to the County subject to the liens in favor of the Lender, with the County providing the appropriate acknowledgment of the Lender’s liens.  

(ii)
Fee Mortgage from County.  If, prior to the consummation of the FILOT, the County owns the FILOT Assets, the Company, in the inducement stage, should require the County to agree to grant a fee mortgage and security interest in the FILOT Assets to any Lender of the Company.  At the closing of the FILOT, the County executes and delivers the appropriate security documents to the Lender prior to leasing the FILOT Assets to the County. 
  

(iii)
Leasehold Mortgage from Company.  If neither of the two above scenarios are possible, or in addition to the Lender obtaining the fee mortgage, a Lender may require the Company to grant to the Lender a leasehold mortgage and security interest in the FILOT Assets.

Under any of the foregoing arrangements, Lenders typically require the County to agree to various undertakings with the Lender, including an agreement not to amend, modify or terminate the lease without the Lender’s consent and not to declare an event of default under the Lease without giving the Lender notice and opportunity to cure.  The Lender further will be concerned with specific terms and provisions of the lease and will want to be actively engaged in the negotiations of the lease. Most lease documents contain a provision whereby the County subordinates its rights, except its right to the FILOT payments and payments of expenses and indemnification, to the rights of the Lender.  Again, bring the Lender in as early as possible.  

An ancillary benefit to the Lender by obtaining a leasehold mortgage is that if the Lender has to foreclose, the FILOT, with the County’s consent, may be transferred to a third party.  The third party presumably will pay a higher price than such buyer would be willing to pay if the property were subject to higher ad valorem taxes.  If the Lender forecloses on the fee interest in the FILOT Assets, the FILOT Assets will no longer qualify for a FILOT.

Whichever FILOT arrangement is being considered, the Lender should be reminded that the FILOT arrangement is in the best interest of not only the Company but the Lender because it reduces the tax obligations of the Company thereby making available to the Company more cash to service its other obligations, including debt service on the Lender’s financing.  Moreover, even if the Company owned the FILOT Assets outright, the County would have a prior lien for ad valorem tax purposes.

Each of the FILOT statutes provides that the FILOT has all characteristics of ad valorem taxes and that the County has the rights to enforce payment of the FILOT in the same manner as it can enforce the payment of ad valorem taxes.  In addition to the general rights, the Streamlined FILOT Act provides that if the Company “fails to make the fee lease payments as provided by the agreements between the entity and the County, upon ninety days’ notice, the County may terminate the fee and lease agreement and sell the property to which the County has title free from any claims of the entity.” [emphasis added]  This provision of the Streamlined FILOT Act appears to circumvent other statutory law  governing tax sale procedures and redemption rights of owners and lenders in the event of the failure to pay ad valorem taxes.  The meaning and constitutionality of this provision is questionable; nevertheless, this provision does and should concern Companies and their Lenders.

Special Source Revenue Bonds

South Carolina law further allows Counties, municipalities or special purpose districts to issue special source revenue bonds (“SSRBs”).  SSRB’s are secured by and payable from FILOT revenues received by the  issuer of the SSRB’s and may additionally be secured by a mortgage or other assets financed with SSRB proceeds.  The proceeds of SSRB’s may be used solely for “the purpose of paying the cost of designing, acquiring, constructing, improving or expanding the infrastructure serving the issuer and for improved and unimproved real estate used in the operation of a manufacturing or commercial enterprise in order to enhance the economic development of the issuer...”

SSRB’s proceeds are often used to defray certain cost which otherwise would be borne by the Company, including the costs of extending roads and utilities services to the project site and of other project specific infrastructure needs.  The SSRB provides a “double” benefit to the Company.  The Company has reduced its ad valorem taxes obligations to a reduced FILOT and a portion of the FILOT revenues pays the cost for certain infrastructure improvements that the Company would otherwise be required to pay.

Lender’s, however, have a difficult time underwriting the purchase of a SSRB, which are typically payable and secured by the FILOT revenues from a single, specific project.   As the SSRB is secured by FILOT revenues only and since FILOT revenues are wholly dependent on the value of the FILOT Assets, if the FILOT revenues are insufficient (i.e. the project is not completed as scheduled or FILOT Assets are removed from the FILOT arrangement) the Lender has no recourse to collect the SSRB. The Lender, therefor, will seek to look beyond the pledge of revenues by the County and require a mortgage, security agreement, guarantee and/or covenants not to relocate from the Company benefitting from the SSRB.  Accordingly, Counties should be careful to consult the local banks before promising SSRB-financed assets to a “hot prospect”.  Often, a Lender will make a conventional loan to the Company to enable the Company to purchase the SSRB.  The Lender, in addition to other security and covenants mentioned above, requires the Company to pledge the SSRB to the Lender to secure the conventional loan.

Those Counties with a high volume of projects should consider an SSRB based upon an entire industrial park or even the entire County as a means of financing additional industrial parks or infrastructure.  With a sufficient number of known projects, Lenders can get comfortable with the blended credit. In those Counties with less activity, planning for the issuance of an SSRB should be a long-term goal, since it may take several years to achieve a critical mass of projects sufficient to go to market. To avoid conflicts stemming from school districts and other taxing entities coming to rely on the FILOT revenues, however, planning for a multi-project SSRB should begin prior to the time when such FILOT revenues begin to accrue.

All parties should understand that there is no judicial precedent approving SSRB financing.  Accordingly, Lenders who purchase these bonds should expect only a reasoned opinion from bond counsel and should carefully evaluate the risk that a court would rule that the debt is unconstitutional.

�See NPJP Memorandum on Industrial Development Bond Financing in South Carolina for additional detail.


� See NPJP Memorandum on Fee In Lieu Of Taxes and Special Source Revenue Bonds in South Carolina.


� Although the Original FILOT Act permits Counties to mortgage assets subject to a lease executed thereunder, uncertainty exists under the laws of the State of South Carolina as to whether Counties have the power and authority to mortgage their properties in FILOT arrangements under the Streamlined FILOT Act.





