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Manage risk of TIF bonds for mixed-use
and retail projects

By G. Lamont Blackstone

If we accept the premise that
cities are mechanical systems and,
as such, are vulnerable to having
their parts wear out or become
obsolete, then capital is needed to
retool these mechanisms. Sewer
systems and other infrastructure
assets built generations ago do not
have eternal design lives and are
subject to the ravages of deprecia-
tion and functional obsolescence.

For several years, the American
Society of Civil Engineers has been
sounding alarms over the deficient
state of this republic’s infrastruc-
ture. These warnings come at the
same time that smart growth imper-
atives encourage central cities to
leverage past investments in infra-
structure by densifying urban land
assets through upzoning and the
rush to mixed-use development.

As ‘mechanical systems,’
blighted downtowns and neighbor-
hood business districts are analo-
gous to classic automobiles that still
have years of productive utility —
but whose batteries have run down.

Instead of towing those 1960s-
era Jaguars off to the junkyard,
many traditional downtowns and
neighborhood business corridors
simply need a jump-start of public
investment to unleash the flow of
private sector capital. In other
instances, more substantial recondi-
tioning is needed to break the cycle
of disinvestment that keeps such
areas sidelined while other districts
lure developer interest.

Accordingly, tax increment
financing (TIF) has been used to
provide the vehicle for making
transformative investments that
drive redevelopment strategies.
With the exception of Arizona, this
popular form of revenue bond
financing is now authorized in
every state of the Union. Tax incre-
ment financing allows municipali-
ties to be entrepreneurial in how
they reinvent their downtowns.

Like any entrepreneurial
endeavor, however, the use of this
tool can be fraught with risk.

Developers should be cog-
nizant of this when petitioning
municipalities to invest tax dollars

as partners in concert with their
development projects. Developers
should also be mindful that public
sector actors are often more moti-
vated by the avoidance of risk than
the achievement of gain — perhaps
a fundamental difference in culture
between the development commu-
nity and government. This is even
more crucial in current times when
we are faced with convoluting mar-
kets for municipal debt in the wake
of the ripple effects of the sub-
prime mortgage eruption of 2007.

Risk spreads have widened
across a diverse cross section of
asset classes including municipal
debt. The effect is to increase the
cost of borrowing and decrease
potential funding amounts for a
given stream of projected tax incre-
ment. Since the risk pricing of a
developer-driven TIF deal will be
influenced by the perceived risk of
the underlying development pro-
gram, prudence dictates that public
sector agents proceed with a risk
management strategy for imple-
menting the use of TIF.

Such a strategy is comprised of
the following seven layers:

1. No users; no increment. No
buildings; no users. Ensure that the
various project components are
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leaseable or saleable. Evaluate the
marketability and feasibility of the
project to ensure that the project is
built. Incorporate conditions prece-
dent clauses for key development
milestones into the development
and disposition agreements and
other project documents involving
a public-private nexus.

2. Don’t over-borrow. Don’t
borrow beyond your means. Make
sure that the bonds are appropriate-
ly “sized” commensurate with the
stability of the tax increment
stream. Seek input from bond
underwriters and feasibility consul-
tants who are knowledgeable about
underwriting parameters such as
debt service coverage ratios.

3. Fund when the project is
done, i.e., to the extent practical.
Defer as much of the public invest-
ment as possible to the back end of
the construction period. However,
although this mitigates government
risk, this often is not achievable
given the timing of required uses
for public sector investment, e.g.,
underground infrastructure im-
provements and site assemblage
programs. While opportunities
should be sought to synchronize
public investment so that it is not
“walking the point,” it defeats the
project purpose to impose condi-

tions that cripple the developer’s
ability to finance the project. And
institutional lenders often insist that
public dollars must be funded first.

4. See all the pieces of the
puzzle. Now regarding those insti-
tutional lenders (and equity in-
vestors as well), make sure that the
developer has all his/her funding in
place to complete the entire project.
Review drafts of commitment let-
ters and other funding documents
as early as possible. In an era of
tightening underwriting standards,
stay alert for lender funding condi-
tions that may conflict with the exe-
cution of the TIF bond issue.

5. Time is the common enemy
of both public and private sector
partners. Minimize the risk that
the development or components of
a mixed-use project will “miss the
market.” Strive to compress the
time frames for deal approvals and
execution. Although public invest-
ment may be essential to close a
project-funding gap, an efficient
approval process is as important as
those dollars. If projects take too
long to come together, anchor ten-
ants critical to project execution can
go elsewhere or developers may be
forced to sell or lease when the
market has turned downward.

6. Reinforce your foundation

to support the debt load. Incor-
porate credit enhancements that
protect against “increment growth
failures,” e.g., letters of credit,
bond insurance, etc. But be sure to
understand the credit strength of
the credit enhancer. And be careful
of how this might affect the tax-
exempt status of the bonds.

7. Don’t let appeals peel
away the increment. Incorporate
waivers of property tax appeal
rights clauses into the development
and disposition agreements and, by
extension, into the underlying com-
mercial leases, commercial condo-
minium documents and residential
sales contracts, wherever possible.

This is your tax increment
bond issuer’s recipe for a financial
seven-layer cake. It is possible to
have satisfactory levels of protec-
tion if one or two of these layers
are missing key ingredients or
include less palatable elements.
But if largely followed and negoti-
ated with your developer partner,
you should be able to have your
cake and eat it too (in the back seat
of a restored sedan) — with little
fear of indigestion!

G. Lamont Blackstone is a real estate
consultant and developer for retail and
mixed-use projects. He can be reached
at urbancorerealty@aol.com. ®
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