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Blight Cures Drain City Coffers 
By JUSTIN SCHECK and BOBBY WHITE 
Redevelopment districts in California, designed to harness private enterprise to revive blighted neighborhoods, are increasingly putting a financial strain on local governments, a Wall Street Journal analysis shows.
More than two dozen redevelopment districts in California had annual debt payments that exceeded or nearly exceeded their annual tax revenue in the fiscal year ended June 2009, the last year for which statewide data are available. 
The culprit: plunging property-tax collections from redevelopment projects.
Cities and towns in the state created redevelopment agencies to attract tax-paying businesses to blighted areas. When new developments raise property values, the additional property-tax revenue goes to the agencies to pay off bondholders. But such plans go awry when property values tumble.
Hercules, Calif., a city of 25,000 people northeast of San Francisco, sold some $260 million in redevelopment bonds, mainly to acquire private land it sought to improve to attract new businesses. But the recession wrecked those plans as plunging property values dried up hoped-for revenue gains.
The old industrial city, once famous for dynamite manufacturing, faces some $15 million in annual interest payments on redevelopment bonds and related costs, exceeding the $10.5 million in higher yearly property tax collections generated by the redevelopment district.
Hercules has been forced to cut police salaries and trim its parks budget, and has tapped already stretched reserve funds, to make bond payments. Such transfers were a legally hazy practice, said Hercules City Manager Fred Deltorichio, who was recently appointed to address the city's financial woes and has hired an outside auditor.
"We dug ourselves into a ditch—a very deep ditch," he said.
Most cities manage to make redevelopment payments even if it means cutting services. Defaulting on bond debt could damage a municipality's credit rating and make it costlier or even impossible to borrow for future projects.
But some cities do default. According to credit-rating company Standard & Poor's, 110 U.S. municipal-bond issues totaling $2.65 billion defaulted in 2010. The largest number came from the type of debt issued by redevelopment agencies, representing 36% of defaults. Still, the defaults were a small portion of the $1.27 trillion in municipal bonds tracked by S&P. 
In California, redevelopment debt has played a large role due to a peculiarity in the state's tax system, which shifts more than 35% of most property-tax revenue to schools, according to the nonprofit California Budget Project, which studies policy impacts on the poor. 
That gives cities a big incentive to create redevelopment districts, since most of the tax revenue generated by them can be used for a variety of noneducational purposes.
When times were flush, rising tax revenue from redevelopment districts in many cities not only paid down redevelopment debt but helped fund other city services.
Currently 425 local California governments have redevelopment agencies, according to the state controller's office. The agencies had about $29 billion in debt outstanding in June 2009, the office said. That compares with overall California municipal debt of $182 billion then, excluding school debt and certain special districts.
Gov. Brown this year proposed eliminating such agencies to send additional property tax revenue from redevelopment projects to schools.
In March, the controller issued a review of 18 redevelopment agencies that found several had improper accounting practices, including failure to file annual financial reports, or making loans to cities without proper documentation. 
A spokesman for the controller said he may take further action on redevelopment agencies. 
The Journal's analysis of California redevelopment agencies found the number of those that were troubled was increasing due to property-value declines. In many areas, those declines have continued since the data were published, according to local officials around the state.
Debt-rating companies are taking notice. 
In March, Moody's Investors Service downgraded redevelopment debt of Oakland, Calif., and Riverside County, citing poor tax revenue. Standard & Poor's in February downgraded redevelopment debt of Lancaster, Calif., to junk status and Fitch gave similar ratings to the redevelopment debt of Banning and Pittsburg, Calif.
S&P analyst Gabriel Petek said his company has issued 12 negative ratings for redevelopment debt across the nation so far in the fiscal year that ends June 30, compared with just two in the prior year. He said cities increasingly are tapping emergency funds to make redevelopment-debt payments.
In Pittsburg, Calif., property values fell by more than 15% over the past year. The community of 65,000 some 40 miles northeast of San Francisco already relies on emergency funds to cover operating expenses—including $30 million in annual payments on its $855 million in redevelopment debt—even after cutting more than 20 city jobs and reducing worker salaries.
Much of Pittsburg's redevelopment debt was used to build office buildings, cafes and apartment complexes as well to loan money to the city and various businesses. 
But the city—worried that its emergency fund, totaling about $45 million, could run out of money—decided to stop making state-required payments of about $20 million to local schools, said Marc Grisham, Pittsburg's city manager. That violation of state rules means the redevelopment agency won't be able to initiate any redevelopment projects until the school payments are made.
Write to Justin Scheck at justin.scheck@wsj.com and Bobby White at bobby.white@wsj.com 
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