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ABSTRACT

This thesis examines the role of joint development projects by local government
and private investors. These projects have gained incressed importance in recant
decades. An'important question this thesis addresses is why municipal zovernments
have begun t0 play ah entrepreneurial role in development projects. The reszarch
will also evaluate whether sharing the profits of municipally inspired development
is alegally valid objective of publicly subsidized downtown projects.

The entrepreneurial role of cities has, for several decades, been sanctioned by the
courts. The revitalization of commercial diswicts and other central city
comrunitiss hes been legisiatively defined as s public purpose since the advent of
urban renewal. Although the sharing of project profite is alegitimate expectation
of a city's participation in public-private partnerships, municipalities rarely
secure a direct share of the proceeds from joint development ventures.

This thesis will offer a legal rationale for the ¢ity's entrepreneurial role and will
illustrate, by example, how several ¢ities have failed to achieve a share of project
profits. Downtown development in Yonkers, New York, Detroit, Michigan, and
Hartford, Connecticut are exsmined to understand the strengths and failures of
municipal efforts to share the proceeds of development. This paper will prescribea
remedy for sltering and strengthening the c¢ity's hand in negotiating joint
developtoent sgreements and for securing a greater and more direct remirn on a
¢ity's publicly subsidized projects. This thesis concludes that the failure of
municipalities w0 secure a share of project profits can be reversed by the
implementation of a national urban development policy that reqmrF's city oz‘fxcm.)
1o recapture the valus of public development subsidies.

Thesis Supervisor: Dr. Phillip L. Clay
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Chapter Ohe

DNTRODUCTION

The entreprensurial role of cities has been sanctioned tv the courts for
several decades. The reviwlizaton of commerciad districts and other central city
communites has been legislatively defined a3 a public purpose since the advent of
urban renewsl. Yet, although the sharing of project profits mav be a legitimare
Brpectation of & ¢ity's participation in public-private partnerships, municipatities
have rarely secured a direct share of the proceeds from joint development
Ventures.

The revitalization of downtown and the use of finsncial incentives for
development has become a valid public, municipsl purpose. The influsnce of
historical regirictions against municipal involvement in entweprensurial activities
has eroded over time as courts and legistatures have redefined the mesning of
public use and blurred the distinction between the widely accepted public role of
the c¢ity and the more highly scrutinized proprietary functions of a municipality.
Thar numerous courts have had difficulty delineating petween the government's
rightiul regulatory and proprietary capacities has allowed municipalities 1o expaﬁd
their entrepreneurial role.

As cities become involved in proprietary activities. they lose their
sovereign immunity and become subject tw liability for preferentisd and
anticompetitive wreatment of development which the c¢ity actively or indirectly

fosters. However, ¢ities will not be found liable unless they engage in egregiously
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atid patenly collueive behavior. 4 municigality's entrepretsurial tehavior will te
judiciaily sanctioned:

1) 50 long a3 the oty has & velid interest in partcipating in downwwn

developroent;
(2} and such municipal entrepreneurial activity {2 & clearly articulated
and affirmatively sxpreossd state legislative policy.

Conesguatitiy, sinds the ravitadization of downiown {8 & olearly ardoniared atats
golicy., a municipality may pursue revitalization bty displacing competition,
participating itn profits snd by securing for iteelf an entrepreneurisl role in
development.

Yet, despite judiéial decisions which have unambiguously sanctioned an
entreprensurial role for municipsadities, cities have only timidi"g' ssssumed this
function. The fsilure of cities to secure for_’ihems&h s a share of project profits is
illustrated by several development projects in which the municipality participated
in highly touted "public-private partherships.” I will return to these examolas
throughout the thesis.

| In the City of Yonkers in the early 1970's, the municipality sought to

encoursge the expansion of an industrial ‘I‘acilitv by the Otis Elevator Compsny.
Yonkers condemned land and, at the request of Otis, sold the parcel for one-tenth its
<ost to the ¢ity. Yonkers conveyed the land to Otis in exchange for a letter of intent
10 retain facilities and jobs in the city. When 0Otis took title to the land, Yonkers
released Otis of remasining obligations as asign of zood faith. Seven vears later, Otis
left Yonkers amidst contentions by the ¢ity that the company was unjustly enriched
by the magsive public expendﬁtures ueed to entice the company to remain.

In the City of Detroit in the early part of this decade, the municipality

sought to facilitate the construction of & new industrial plant by General Motors.
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The city deliversd the sie requested by GM. for development a1 one-twentieth the

08t 10 Detrodr. Dmron contrivuied a major shaee of the equity and assumed much of
the risk for the pmjwt described ag "one of the most ambitious cooperative putlic
private urtan Jevelopment ventures ever undertaken.'{1] However, five VEArs
arter the <ity agreed 0 participate in the development of a new facitity for .30,
Detroit heg ver w0 benefit from additonad tax revenus or from the coreation of
permanent jobs that were anticipated when Detroit entered into the agrecment atid
partnership.

In the City of Hartford during the last several years, the municpality has
entered into public-private parmership agreeements for the construction snd
development of several downtown DfﬁCE buildings. In one instanice, the city
exchanged a 20-vear tax abatement for the prospective share of fifty percent of the
profits from office rentals, in ae:corda.ﬁce with a ground lease sgresment. EBarly
projections estimated Hartford's annusl project income to be as high as §1 mittion,
but those projections remain unfulfilled in the first few yesrs of the project despirte
& low vecancy rate during those early years of operation. Nevertheiess, the profit
sharing arrangements embodied in the ground lease secured by the city has been
used as a model for other parwership sgreements in spite of the failure of such
agreements 10 achieve ashare of ﬁrofits for the City of Hartford.

The faiture of ¢ity officials of Yonkers, Detroit and Hartford to secure s
more direct return on their public investment Jollars need not discredit the city's
participation in those public-private partnerships. Municipal participation in
joint development vefitures can be justified when the prospects for return include
secondary goals such as enhanced job opportunities, new taX revenuss or a

revitalized commercial district. On the other hand, the failure of Yonkers, Detroit

L2
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and Hartford 10 secure a mors immediate financial return may e explained by the
city's perception thst it bargsing frow a positon of weakness. Although the
entreprensurial pole of coides i@ judiclally sanctionsd, municipatities may te
reluctant w demand & return on it2 investment becsuse the city may fear it risks
Wiaeceptalbdy high ecdnomic logsss 1047 emplovment and revenus bags i i1 fail;
- be ac 11;1:-\,5-:1? in {tg negotiations, or the ¢ty may have incorrectly conciuded thar
itis legally conatrained.

Only a nationsal urban development policy such as that embodied by the
Tederal Urtant Development Action Grant program can remedy the umidity or city
officials and empower them 10 secure a greater and more direct share of project
income from municipally fostered de?glopmem. The UDAG progtam encourages
¢ities to recapture the value of public development subsidies and helps change
cities’ perceptions abowt their role in the development process. During the early
vears of the UDAG program, the proporﬁon of UDAG projects containing provisions
for the recapture of putlic funds incressed from 30% in 1975 t0 62% in 1950, The
City of Syracuse offers one notable {lluswrarion of how UDAG funds can be used 0
secure a direct share of project income. The hotel and conference center developed
by Syracuse University not only offers the prospect of new jobs and additionsd tax
revenues for Syracuse, bt a direct share of the profits a5 a consequence of the
city's »:x*s:'nership of the first 29 units of the condominiun hotel.

“This thesis will offer a legal rationale for the ¢ity's enwreprensyrial role
and will illustrate, by example, how several cities have failed w achieve a share of
project profits. This thesis slso will prescribe a remedy for altering and
strengthening the ¢ity's hand in negotiating joint development agreements and for

securing a greater and more direct return on a ¢ity's publicly subsidized projects.
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This thesis conciudes thar the failure of munisipatities 10 secure a share of project
profits cann te reversed vy the implementstion of & nationsl urtan development
policy that requires <ity officiads 10 recaprure the valus of public development

ol

subsidies.

(@) ]
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Chapter Two
LEGAL JUSTIFICATION

EOR MUNICIFAL ENTREFRENEURSHIF:
A4 RATIONALE EOR PROFIT SHARING

Latid use policy has traditonslly been used 10 accelerate residential and
2COnOIic dev.eiupmem. Throughout our nation's history, the federsl government
has emploved sutsidies and incentves w0 foster seulement, expansion,
industriatization and development.  Massive grants of land by Europesn powers
fostered colonial ssttlement Juring the pre-revolutionary period. Homesteading
encoursged farming in underpopulated, rural regions during the latter partof the
1800°s. Railroad grants fostered cross-continental growth in the 19th century.
Below-market rate leasing of land spurred oil and mineral exploration. And slun
clearance has teen used as a mechanism for redeveloping snd reindustrializing
declining metropolitan regions in the lest'thirtv yvears.

Patterns of private land} development in our nation's ¢ities continue 1
influence government land policies, even as federally subsidized urben renews!
programs dry up. The loss of federal aid to the cities has spurred municipalities 10
seek more 'cre:a.tive solutions and sssume grester responsibility for inidating
economic development. Public subsidies and tax incentives comprise vital elements
of many development projects, bt limited public Jollars have accentuated aneed to
leverage scarce government subsidies against maximum private investment. Effors

by municipalities w0 maximize the financial rewrn on their investment is
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characreristic of the ¢ty new entreprensuriad role,

The roles of both cities and developers hm'e gvolved in the post-urbsn

newal period 10 encompass a wider range of shared <oste and responsibilities.

Municipadities, for many vears, have borne a shere of the development ¢osts in
order wostinulane private investment found lacking in the naton's oitiss, During
urten renewal, cities assumed the (2ad in development by asrembling tand parosts,
relocating current residents and clearing sites for eventuad dispositon 1o
developers. Site improvements, such as the construction of access roads, pedestrian
malls or public spaces, were commonly provided vy the locality. In recent years,
punicipalities have emploved more direct financial assistancs such as loan
commitments, financial subsidies or the below-market disposition of land to
stimulate and control downtown deveiopment.

Az municipslities have assumed an increasin.gl'g entrepreneurial role in
the development process, several ¢changes have resulted. Cities have assumed a
greater share of the costs and risks associated with urban Jdevelopment than in the
past and have greatl,v ei:pended their role in the decision-making and project
planning process. Most important, ¢ities have developed the potential 10 share the
earnings of publiciv-subsidizﬁ de\felopmem’. This new relationship between ity
and developer, known as a "public-private parmership," characterizes the
mechanizin for current downwwn development efforts. [I] Municipatities have
assumed the role of partﬁer in development by asssuming a greater share of the
costs and risks associated with urban development: they have provided more direct
financial assistance and have expanded their role in the decision-msking and

project planning process.
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The remainder of this chapter explaing why the courts, especially in the
last thirty wvears, have expansively chsracterized municipal participation in
downtow development & a valid putdic purpase despite constitutionsl reatradns

which prohibit government subsidization of private enterprise.  Courts hawve

more innovative proprigtary acuvily. A4 2 conssquence, the gotential for
municipalitiez 10 ghare the esarnings of putlicly subsidized development has
evolved &z an owgrowth of the publics favorable wiew toward:s the city's
entreprensurial rote, a8 evidenced by the ultimate sanctioning of such behavior by
the courts and state legislatures.

Hisiorical restrictions against municipal inwolvement remain in 2ffect,
but their influence has eroded ovér time as courts and legislatures have redefined
the meanings of public use and purpose. [2] Most state constitutions contain one or
more limitations of public assistance t0 private enterprise. [3] Among the
consrtutional reswraints are debt limitations, electorate approval of borrowing, and
prohibitions agsinst swate aid to private enterprise. Many constitutions have
fortidden the use of the credit of a state inn any manner 10 aid any individual,
association or corporation. These restrictions were direct responses 10 ¢OMfuon
methods of providing financial assistance 10 rsiiroads in the nineteenth ceniurv.
(4]

In the twenteth century, the past three decades in particular have
witnessed the courts’ expansion of the municipalities’ role in' its economic
revitalizetion. Public subsidies and investments have been justified by the courts

because of their acceptance of downtown development as a public good. [5] The

: ™~
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putlic purpose éﬁ-:trina has teen redefined and sxpanded 10 encompass not only
the condemnstion of blighted aress of the city, but w justly the use of public
industrial finaticing, a5 well (6]  Although the public purpose dostrine is
recognized az a limitation on public entreprensusrial activity the courts have

broadly interpreted that doorrineg 20 &2 0 make it “responsive 10 the foroes of

bt

-IaD
§

e
sy

o

1]

[x1]

G e it A dynamic socdety.” (7]

The parammeters of acceptable "public uese”™ hawe never beenn subject 10
strict judicial serutiny. This was 1rue during the pre-industrial ers when the
emergence of major Awerican corporatons wielding massive amounts of capital
raised fears that "a legislative conception of public advantagze might lead it 1o
authorize wholesale expropriation of farms and homes.” [§] In 1860, for instance,
the Massachusetts Supreme Judicial Court held that the tsking of land under the
mere assertion of public benefit has & presumption of validity. The court ruled that
it was eniough if the taking

tends o enlarge 26 resouress. fncresse  ihe
IndUSIrial energies a3 promole 1Re proJuctive power
of any considerable number of the fnhabftants of &
section of the State. or 18a8ds 10 the growth of owWns.
and the cregiton o new SGUrces far the smployrment
oF priveare capfial and labor. InJrectiy coniribures o
the general wellfare and to the proseriiy of the wiole
communiry. [9]
Consequendy, even during the industrial age, courts gave the legistature much
deference and discretion in formulating a notion of public use.
Public use and public benefit are even more dbroadly interpreted woday,
and scant evidence of judicial scrutiny exists to determine whether a particular

taking meets the public use requirmement. The recent use of eminent domain 10
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support industrisd development in the Poletown comounity of Detroit offers one
such example. [10] Here the taking was deemed valid even though the condemned
land w82 subsequently conveyed 1o 8 private corporation. [11) The Michigan
Supreme Court, in & highly controversial ruling, held that stumulating economic
devvelopinent and gensrating job opoortunitiss in the oity were valid ohisctiveg thar

3 = 1= -7 =1 4§ T4 - 4=l
fell within the legistarive definition of public purgase. (12

Althouzh numerols commoentanors have characterized the Polstown
decision & an exceptional expansion of the public use doctrine, [13]the decision
may be characterized as s logical expansion of that Jocirine espoused bt the United
States Supremé Court in 1954. At that time, the use of eminent Jomsin had tecome a
vital element of current urban renewal programs because of the Housing A<t of
1949, In ruling on the legitimacy of condemnation in slum ¢learance efforts, the
Supreme Court hield that land may be taken by eminent Jomsin and sutsequenitly
dizposed of by sale or lease 1o private enterprise for redevelopment in accordancs
with a renewal plan. {14] The court's decisionn in Berman v, Parker acknowledzed
that public use may te broadly defined by the legisiamure, and thar the judicisry had
alimited rofe in determining whether the eminent domain power was exercised for
& public purpose. Prior 10 Berman, some states already characterized the clearance
of slums as a public purpose. [15] Even condemnation of & vacanit undeveloped 1ot
has besn justified as a valid public purpose because such land could conceivably
pecome a sium. [16]

On only rare occasions has the public use doctring been restricted, and
then only as a consequence of legistatively imposed limitations.The existenice of

statutory restrictions for determining what is & public use for purposes of assisting
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development iz often determinarive in a court’s aseessment of the walidity of the
putdic act. {17] The one major requirement of the public use doctrine iz that
ataTutory authorization prescribe legislative objectives from which public uss o

bensfit may be derived. This requirement helps the court determine whether the

taking iz for & walid public uge. When the exprese purposs of land condsmnanian i@
o ostmulate econcmic developmeant, court hewve invalidated such takings in the
ateenice of stanmory language defining such purposes a2 o public wse. [13] The

derermingtion of public use is a legislative question. The absence of stawuory
authorizarion 10 condemn isnd for the purpose of reviwdlizing Jdownwwn was
apparently the determinative factor for the court in ruling the condemnatiot not
1o be a public use.

The dichotomy between public and private or between proprietary and
regulatory activities of local government has become increasingly tlurred,
particularly as the public purpose doctrine has teen expatided. Mcuillan, the ncted
authority ot municipal law, has commented on how Jdistinctions betwesn the putlic
and private role of local government have become blurted.

A& municipal corporation Iy & public insriution
Cre|ied 1w promote public. &5 Jisiingulshed Iros
private. obiects. . . . Fhe pmoders irend of
the Jdecistons &5 o extend the class of public
BEES Or PpUrposes i considsring the municipsl
qorvies soughyr o be included iherefsn. The frer
*&az’ other purposes Wil alsc be served Jdoes not
invelifare the grerciss ol & poWer Coulsrred on
& municiplity sven [ sueh o&”zer Lurposes alons
would nror  have  fusulied ks srsrcise  of
power. [19]
Similarly, a recent United States Supreme Court decision commented on the

difficulty in distinguishing between public and proprietary activities. In an action
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challenging Congressional regulatory aathority over the states and their
subtdivisions when engaged in non-wadidonad governmentsl fanctions, the
Supremes Court noted:

fie gseence o our Ieders! syerem i5 .:’A‘f&! wrhin

1 -
the reslm of awmboritv lefY spesn o s&m WadEr

rhe Congfrueion. 4e 3isrs mugr be f’r,*’ glF Fres
6 BASESE I ANYT  SCNWINF thal ihsfr of3 *.r: Ky
cloors  for 18s ComLSrn TESL o SmErEr -.W
waorihodor or wmff-,ﬁ:.rs:“' &8 r‘

glre -- fnofuding e fw “n'mf'r- -- desos .:.“f=.r~
involvement v be.  An) r- rule or -*e'&ze :‘mmum‘s‘,r
thar lfocks 1o e "wedliionsl " inwgrsl " or

"RECESSRIYT"  astvre of governmenial “funciions
IBET :.?.&Mr- nvwiies &8 zm.e!»'-' cred redersl judfoisry
0 make Jdecistons abowt wWhich state policies £t
Fawvors snd wWhick ocnss [t Jslikss.  The solesce
o governmen! . . . Is the sclence of sxperiseent”
fofiation omitted) and the Staies cannoi sErve &s
laboraiories for socfal and economic experimen!
fofration omied/ (F ther must pay an added price
Wiken they mest ke c&&:zgmg' peeds of their CLlUsEnrT
by teking up runciiens rhar sp sariier Jey and &
FII erent society tef? (s private Ssands [20]
Changes in the historical functions of states hawve resulted in a number of
once-private functions being assumed by states and localities. The provision of a
water supply, the operation of mass transit, the administration of education, and
even the maintensnce of parks for recreation: sre all appropriate examaples of this
trend. The Supreme Court said that the attempt to draw boundaries for state
regulatory immunity in terms of “traditional governmental functions” is not only
unworkable, but is inconsistent with established principles of federalism.
That numerous courts have had difficulty delinesting between the
zovernment's rightful regulatory snd proprietary cspacities, hss allowed
municipadities to expand their entrepreneurial roles. The entrepreneurial role of

municipslities is becoming a more widely accepted function of government. Since

Legal Justification 12 : Chapter Two



the Supreme Courts approval of urban renewsl efforts in 1954, [21] the
partcipation by muticipadites in development paemerships atd the use of

inancisl incentives fior Jevy wm;mem have received judicial sancion becsuse such

l"b

activir

g,[l

A
]
2]

= 7alid public purpose in  revitalization of downtwown. Moreover,

oeemd e

lpdal governments who attemet 1o lure industry and economic activity ast in 4

compatition with neighboring localities who also offer financiad incenvives and

|‘|n

cther inducements 1o develogers. (23]

The assistance Df‘i"et_'ed by municipalities 10 privame de*.«*eldpers has beesn
sanctioned by the courts. [23] In the last three decades, the judiciary hss
continually broadened the resim of municipal tehavior thar is permitted in the
pursuit of a city's revitalization. Cities have been participating in more innovative
forms of public-private partnerships 2 a consequence of the lezislative and
judicial characterization of downtown revitalization a8 a public purpose. However,
when municipalities engage in mlmiciﬁal entreprensurial activiries, they become
subject to liability for engaging in regulatory behavior which hses the effect of
restradning competition among developers. Nevertheless, a5 the ensuing discussion
demonstrates, the obstacles to pursuit of a municipal antitrust ¢laim make the
prospect of municipal liability unlikely.

The municipality’s role as regulawor may be compromised by its
participation in land development One commentator has suggested thar when
government serves &8 land developer, it acte no differently than privare
profit-making firms.

GOVELrnmenis 80t . . | &8 referser I resslvitg Fieputss

DEITEEL !&ma‘ JevELiopers anrd aroused
netghboriosd Jdefenders. Ir goveramenl’s WErs
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gies land  Sevelopsrs  fn thelr  ows righr

SOTEVELS., el Tould e 18Gp018F 19 Comprofiirs
zf*eu* rols &8 EEVIronmenisl regulsrors.
ESoECislly fa ‘.c,g SVInE  PESIFSIEN o RSy own

:5‘:5-1 relopment sotivites. [24]

Consequenty, when & ity become:s involved with private enterprise in
sntrepreneurisd actvitdes, the municipslity tecomes subisct 1w different statdards
of pehavior. Chisl Juestice Marshadl, in an sarly Supreme Court decizion atared ther
when a government entity becomes involved in a commerais! venture:
R dfveste  fiselr . . . of fie soversigs
characiesr. anmd 1&8ker rhar of & privere ofisesn.
i Jdese ena.; 'a & level! Witk those With Whom it
asociarer [l &nd rakes ks charscisr WhicH
belonngs ‘a 118 assoctaiss. and o ithe businsss
m'.?zw}z i o be trang ﬁ-:‘!&ﬁ" [25]
Az municipalities become more involved in proprietary activities, they lose their
soveriegn immunity and become subject to liability they msy fiot normally be
exposed to. Preferential treatment of development projects may subject a
municipality to claims of anticompetitive behavior and make it vulnerable o
antitrust liability.

The municipality's use of regulatory powers’to denvy approval of certsin
development projects has been the bsasis of several suits challenging a c¢ity's
development restrictions as an snticompetitive restraint of trade. [26] However,
with the notable exception of one ¢ase in Richmond, Virginia [27]no developer hes
ever successfully challenged a municipality on the grounds that it restricted
development and illegally restrained competition. Unless s municipality engages in

egregiously and patently anticompetitive or collusive behavior, it will not likely be

subject to antitrust liability.
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In Richmond, Virginis the city was sued for antcomperitive behavio
by & developer who wished to tuild a Hitton Hotel in the <ivy. The devaloper cladmed

attitrust Jamages of 3250 million. (23] The plaintiffs in the action claimed that the

u

City anempted w0 denv their proposal for development in order to prevent a
competitive threat 1o the oity's own downtown developraent plas, and br 20 acting
nad conzpired 10 restrain the hotel trade in Richoond snd attzmpted 1o monopolize
it. Richoond city officials aewapted 10 theaet construction of the Hilton because {1
was “a threat to the viability of [the ¢ity's] own program for the rejuvenation of
dowtitown: Richmond."[29]

The City of Richmond had established & redevelopment plan which
sought to: (1) brosden the city's convention serving potential through development
of a new hotel/convention center; and (2) strengthen the tax tase of the city
through new develoment in the project area. [30] The City, which had already
committed $17 million for construction of & municipal convention center and other
public improvements, argued:

(1) that only a hotel located within the downtown development district

¢ould adequately serve the proposed convention <enter;

{2) that without the success of the downtown development project,

continued erosion of the downtown core could be expected; and

(3) that without the downtown redevelopment project, there would be no

gconomic impetus 0 development in other parts of the City of
Richmond. [31]
Richmond's proposed hotel was 10 be developed by private interests with the
encouragement of the city, but without any direct financial investment by the city.
The city contended that commencement of the Hilton Hotel would threaten the

viability ot its own downtown r::devplcxpmum project which had not yet located &

private developer for the hotel.

Legal Justification 15 Chapter Two



To protect agains development of the Hilwon Hotel, the City enacted an
ordinance smending the zoning regulations. The 2oning amendment impozsd upon
developers the additions! requirement that any proposed project be congistent with
the objectives of the downtown redevelopment plan, & well a8 Richmond's master
plan. On the basiz of this new zoning ordinance, ¢ity officials denisd the Hibon's
petition for developtuent approval because of eoticerty about the economic viabitity
of Richmond's downtown plan. The proposed Hilwon wes disspproved only two
weeks sfter the zoning amendment was passed. The City of Richmond ultimarely
settled out of court for $2 million plus attorniey's fees,[32] despite the existence of
several legsl precedents that suggest that Richmond may have had a strong
defense.

In the Richmond csse, zonizig was used to protect the viability of the
_ City's downtown redevelopment plan. The salvaging of Richmond's downtown
economy required a hotel, and such a hotel <ould nﬁt succeed unless the ity |
prevented the construction of any ¢ompeting hotel outside the development area.
[33] Severad recent federal ¢ases support the propositon that regulatory action of
the type taken in Richmond may validly benefit one ¢ompetitor at the expense of
another. [34] A municipality dogs not engsge in an unlawiul restraint of trade by
rejecting a project that is contrary 10 the public’s interest in downtown
redevelopraent. -

A punicipality's use of its regulatory powers 10 limit development may
also be justified vy the state action doctrine. [35] It order for anticompetitive

conduct to gain proteciion under the state action doctrine, one of three conditions

must be met:
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(1) the state st have s valid interest in displacing competition

. throuzh regitation; [36] or N

ta) the state's policy to displace competition must be clearly articulated
and affirmarively expressed; [37] or

(3} the protected activity must be actively supervised by the state [32]

The displacement of competition iz awthorized by the State legislatures and is

supported by the federal courts. [39] In esch instanice, the court held thar
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and immunized the city from antitrust liability. The prohibition of commercisl
development that conflicted with the ¢ity's redevelopment plan was proper because
state urtan development laws were clearly articulsted state poli¢iés which
~authorized the displacement of competition. Zoning is therefore a proper
mechanism for revitalizing depressed areas of the city.

Local laws and zoning ordinances, in particular, inevitably displace
competition. Antitrust laws which are intended to promote competition inevitably
collide with those state and local laws that hawe a tendency to to displace
competition. [40]

Governmen? har raditionalliv stepped i Where the
- priveare seclor Was usn rr.r!!uz or upabls w6 supplry
1286363 services or Where services which became
esseritald Were &sbused and misused by privew
SRIBrprise Ior 1s oW profit (o the deiriment of the
public gensrallv. [41]
Consequently, local government policy may even be antithetical to antitrust theory.

Other potentisl antitrust protlems have not vetr been resolved by the
courts. The granting of tax abatements or the use of industrial revenue tonds has
not beent considered in any anuurust case, but municipal Hability for such action is
decmed unlikely.

1R Would seem thar & CiF Would fn generat He as
rree from aniiirust problems (o choosing whom (0
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Finasce &0 15 a bank. Liabilivry would seem Liksly snly
83 SEPreSions SITVNISTISNS OF shVIoRs [mproorisry. for
EXRMOLE. B8 [HBIELNUSHE! BITort (6 Ccooperaiics Wih
SEE COMPEIGr o8 (e Firecy purposs oF JEsiroying
spother. 457

Another ares of conicern may be the matter of fee arrengements between

muniicipality snd developesrs.
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Unresclved then is the question as to whether the municipality's ¢ollection of a
percenitage of a development project’s rents is A proprietary activity that subjects
the ¢ity to antitrust liability,
Yet, ewven if 'a municipality’s participation in  public-private
partnerchips does subject the city to antitrust lability, such behavior would fiot
conclusively be desmed unreasonable. [44] Courts would likely apply & “"rule of
reason” analysis to consider the validity of the municipality's behavior and would
consider the nature of the restraint and its effect, actual or probable, the history of
the restraint and the purpose or end sought to be attained. [45] Since &
municipality's entrepreneurisl activity is not motivated 'bv rt;ere profit alone, the
public purpose of the municipal activity would justif'y any aniticompetitive effects.
It is, thus, highly likely that municipalities charged with arxtico:gpetitive behavior
would survive serutiny by the Court. .
To protect itself against antitrust liability, the municipality can
documnent its land use decisions to prevent cledms of ¢ollusion. Perhaps the wisest

course for municipalities to protect itself sgainst possible liability is to be certsin
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that ail land uee decisions which are the basis of joint developmen?t venitures ars
made openly, in 2irict compliatice with fadr procedural standards, in recognition of
sonflicts of interest, and with & dewsiled disclosure of any economic of public

imerest considerations upon which they are tased. [46] Municipatitiss' fesr of

Hability may explain why some sitiss have not adequately protected their lagsd and
financial interssts when negotiating development sgresmenrs.  Ons naticnally

known municipal defense counsel suggests that municipadities are approving many
morP projects than they normadly would 10 avoid any appearsnce 01 impropristies.
[47]

Nonetheless, the difficulties inn pursumu afr antiwrust action against
a municipality are numerous and cherous. 4 cit*sg's use of i1s regulatory powers to
restrict development will receive judicial protecti‘on & a state sanctioned activity.
Courts are likely 0 immunize many muﬁi::ipal éex-*elopment activities from antitrust
liability, even when the effect of a city's regulstion is 10 block projects that
compete with their own. Furthermore, proof of conspiracy between: a municipatity
and a developer is almost 1mpx:-smble 0 prove because an inference of collusive
behavior cannot be drawn by evidence of a developer's support for subsequently
ensacted zoning changes. [48‘]

Courts have tmambigmsuslv sancrioned an entreprensurial role for
municipalities. The revitalization of Jowntown and the use of financial incentives
for development is a valid public pl,;f-pose and iz within the realm of acceptable
municipal behavior. Unless cities engage in paendy cotlusive behavior,
municipslities would not become subject 1o liability for the preferential or

anticompetitive treatment of development which the ¢ity fosters. The participation
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by amunicipadity in propristary activities is judicisdly 7 sanictioned: (1) so long a5 the
city has a valid interest in partcipating in downown development: snd, (2) such

municipal sctivity {3 a clearty artioulated stae

g

legizlarive policy. Because the
revitalization of downtown is a valid public purpase and a clearly articulated stae
colicy, a municipality ey puraue revitalization tv displacing competition and,
uitimarely, by sharing in the profin of downtown development a3 well.

Despite the clearly sanctioned erarepreneurizd role of muntdcipadities,
cities have only tmidlv assumad this enirepreneurial function. Perhaps municipad
officials are refuctant 10 assume the more aggressive role of profit esrner because
of their misperception that the cagacity 10 earn profin is an invalid or questionable
governmental activity. One c¢an speculate that municipal officials, unlike the
courts, more cynically question the validity of innovative, proprietary activities.
The perception of municipal officials that they are legsily constrained from
sharinny the profits of publicly subsidized development may be the biégest
stumbling tlock to the effective recapture of development subsidies . This may be éL
rationale for the timid negotating statice of some municipal officials.

The failure of cities 10 secure for themselves a share of project profits
may be illustrated by several highly touted public-private partnerships. The
following chaptﬁr will describe the de*.-’elopment experiences in the cities of

Yonkers, Dmmﬁ at1d Hartmrd
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Chapter Thres
DEVELOFMENT PAERTHERSHIES:

ILLUSTRATIONS OF FAILED ATTEMFTS
AT PROEIT SHARING

In addition 10 the legal ratdonale, municipal involvement in downiown
development is justified on several economic grounds. Eiret of all, local government
is financially ¢capable of combatting the shortcomings of the capital market which
iends w be averse 10 risk and geared towards short erm return. Governiment ¢an
more effectively pool the risks of pr::ujects that it partiéipates in since the
likelihood of failure is far greater for an individual private investor. Government
has stability because of it size; thereﬁ:nre, itz investment decisions ¢an be more
rationsl and foresighted. Municipad sid to private investors lowers the rizk
inherent in land development snd makes downtown development a more sttractive
investment opporunity.

To encoursge downtown development, cities have used several
mechanisms 10 lower the risks of developers. In the last several decades,
municipalities have used its resources to elicit and leverage private downtown
investment. The use of X increment financing, the abatement or exemption of
taxes, the provision of direct loans and even the use of ground leases all lower the
developer's up-front risk and encourage their participation in downtown
development.

Cites have employed financis! inducements 10 sumulate or maintain
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industrial development. However, the sconomic benefits secured for those cities snd

-
=)

their regidents may prove Enuous, &b test. Yonkers -tnd Detroit offer usena
iihastrations of cities which have contributed siznificsnt aid for developosnt

projects they we BrE anxious w0 attain withowt securing binding commitments for a

"

returt on their sublic expenditures,

-

Cities aleo have hisoricadly fostered develocpment by reduc

stabdlizing taxes, or with more traditional incentives such a8 grants, site sssembiv

(3]
L0}

{with write-down of ¢osts), utility and street improvements, or public financing of
garsges. More recenty, cities have become involved in the lessing of both land
and buildings, making loan commitments, and sharing operating and capital costs
Subsidies provided by municipalities have served 1o spread the risks of development
amotiy both putlic and private ﬁarticipants by lowering the squity required of
developers. Thus, the partnerships of today are often chearacterized as -joint
Jdevelopment ut*n vitieg in which both partners share more fully in the costs snd
| risks associated with economic development. |

The projects in YonKers, Detroit and Hartford are descrited in this
chapter because of the high visibility of joint development ventures in those three
cities. In Yonkers, Hew York; ¢ity officials have been greauy disappointed over
their participation in the expansion of an industrial facility for the Ots Elevatwor
Company. Recently, Yonkers brought their claims sgainst Ots to federal court. In
Detroit, Michigan, the city contribwed a major share of the equity in an industrial
project which is one of the most ambitious public-private urban development
ventures ever undertekeni. Thete, 100, the ¢ity may have fadled 10 secure a minimal
return on it8 massive public expenditures. Finally, in Hartford, Connecticur, the

municipality has teen participanng it severs! highly regarded partnerships with
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private developers. Yet, despite the <ity's unusual cpportanity 10 share in project
profits, Hartford has yet 10 procure any income from ifs developraent effors.
Among the most herslded putdic-private parmerships are those in the City of
Harord where the muﬁi‘:ipaﬁw hizs lessed land and provided an abatement of 1axes
far the constructon of offics tuildings b regionsl developers. Vet early
enthusiastis projections of projest profitz remsin unfuifitisd,  Hastfoed offers

ancthier ilustration of & city that fziled w sucosssiully pursus i Enirepreneuris

function.

(a) The City of Yonkers

Itn Yonkers, New York, during the early 1970's, Otis Elevator Company.
the ¢ity's largest employer, urged the ¢ity 10 assist the company in securing land
nieeded for the expansion of the industrial racility. The company threatensd to
leave Yonkers if it could not expand its facility to land adjacent to the Otis plant,
Faced with the prospect of a loss of several hundred jobs integral 1o the cly's
economy, Yonkers condemned the property under the state sanctioned powers of
urban renewsal. The ¢condemnation withstood court challenges despite the fact that:
(1) the city openly signed an sgreement with Ots before taking the property; and
(2} s openly expressed a desire to acquire the land to assure its own economic
visbility in Yonkers. [1] In 1972, the City of Yonkers sold nine acres of tsnd to Otis to
facilitate construction of a new plant. The parcel was sold for & mere one tenth its
cost to the city. Otis accepted the land for expansion of its existing plant in
exchange for a written promise 10 the c¢ity 10 boost locsl employment. At public

hearings, local company officials pfojected the creation of up 10 600 new jobs. Ots
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figned alener of intent o retadn facilities and jobs in Yonkers. However. when Oris
Wwok e w the land teo vesrs later, Yonkers relessed the commpaty of anvy
remaining oblizations of this lener a2 a sign of good faith (2]

It the years following iz’ construction of the new manufzomrin:

4 Ll

o

..... 2D, AN

facility, orders for gearies: machines plunged by 75% in leos than four vears, snd

oD
E‘

mployment stesdily declined, By 1533, only 350 workers (down from a high of 1400
in 1977) remained at the plant, Ots subsequenty consolidated itz operations ar the
redquest of ite parent Company, United Technologies of Hartford, Connecticur, and
tiz finadly left the City of Yonkers. The city is now suing Otis contending that the
compan‘s.? was unjustly enriched by the msssive public expenditures used to entice
the company 10 remsin (3]

Yonkers claims that Otis failed to give the city a "ressonable” time 10
recover the investment and expenses made on tehalf of the glevs 10r COMPEnY. Itis
seeking $16 million from Otis for the cost of scquiring and preparing the land &
decade earlier. While Ous claims no promises were made, the c¢ity asserts the
existence of an implied contract. No formead binding commitment between the

parties exists and the Jdispute is now before a federal district judge in New York. [4]

(b} The City of Detroit -

A similar course of events transpired in Detroit, Michigan. There, too,
one of the city's largesi industrial emplovers, Genersl Motors, threatened 1o leave
the city, along with 3,600 jobs (amounting 1o one third of Detroit’s manufacturing
jobs) if a suitable location for G.M. was not Iound GM. -offered 10 build a new

industrial plant 1o replace two outmoded facilities, and preserve several thousand
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factory jobs in the process. The company told Detroit officisls that in light of 11.7
special requirements, only one feasitle location existed in the city for it plant;
morecver, it threstened w leave Detroit if it could not have this site. If the ity
fuccesded in delivering the site, 5.0 offered the prospect of retaining and creating
22 many & 5000 permanent jobs, generating = projected $42 million in new
buringss actvity and increasing Detroits property tag bass by 45%. The ity
coficluded that failure 1o produce the site would result in "unscoep blv high”
gconomic 1osges 0 the industrial emplovment and revenus base of Detroit, [5]
Extensive residentis! and commercial condemnations were necsssary 10
prepare the $65-acre site for development by G.M. The City of Detrnit spent $200
million to ¢condemn and acquire 1200 parcels of land, relocate 3500 residents, and
¢lear the site for disposition to 5.0, This land was subsequently conveyved o 5.M. at
one twentieth of the cost to the city. Detroit assumed an enormous finaticial burden
in a project that was described &5 “one of the most dramatic and amtutoub
cooperative §Ublic-private urban development ventures ever undertaken.” [6] The
development of the G.M. facility in Detroit mekes use of a federal subsidy of $30
million, which at the time of the award had been the largest Urban Development
Action Grant ever awarded a single development project. Furthermore, the City of
Detroit provided G.M. with a tivelve—vear 50% tax abatement. As aconsequence, the
prospect of projected 18X gain iz even further delaved. The city, by itg disposition
of the site, provided a major share of the equity and assumed much of the risk for
the préject. However, more than three years after the projected starting date of the
plant's operation, the G.M. faciﬁt*; has not yet begun production.[7]
Five years have passed since the City of Detroit offered 1o particpate in,

and expedite the development of, a new facility for G.M. Although nesrly 0% of
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the capitad needed for development of the 5.3, facility was provided by Detroit, the
city has not yet benefined from the additdonal tax 1 EVENUS, ot from the creation of

permanent fobe it anticpated when it entered inta this agreement and artnarship.

(5] In addition, the City of Detroit does not have legal recourse againat GM.

althiough the dizposition of tand 1o G M. could te characterized 22 an investment of
HPAUTY in the project, the Ciry of Detroft made o provizion 1o eveniuadly share in

the procesds of the plant. Nor has the city required the pay-tack of loans or th

g

reimbureement of land acquizsition costs. As in Yonkers, the ¢ity failed to secure any
Tormally binding commitments from the compan 7.

G.M.. in its defense, may assert that the failure to complete construction
85 scheduled illustrates the risks and uncertainties which accompany any major
development project. [9] And, a5 was claimed by the Otis Elevator Company, the
failure 0 begin production at the plant may de atrituted 10 "market conditions”
which ~T.hra company s powerless o control. [10]However, these claims 4o not justify
the fadlure of a publicly-subsidized company to maintain its commitments since
contractual agreements may always be conditioned on market fluctuations, such s
level of sales or rate of inflation.

The experiences of Yonkers and Detroit illustrate the importance to the
city of obtaining a minimum financial return. In Yonkers and Detroit, the city
could have meintained & reversionary interest in the property conveyed,
respectively, w (tic and G.M. Ownership of the property could revert to the
municipadity if the subsidized company were 10 abandon the ¢ity. Alternatively, the
¢ity ¢could specify in its sgreement with the deweloper that it share the procesds
from the sale of land or the industrisl plant. Several ressons justfy a

municipality’s efforts 10 share in the tenefits of development it helps facilitate.
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Sharing the proceeds of development can recapture the public subsidy easing the
government's ultimsie financial turden. The recapture of public investment can

elzo incresge Duture community bensfits which directly result from such

i

h

I"[l

(o Aty of Hartford

The City of Hartford provides & context within which 10 examine the
efficacy of profit-sharing mechanisms which were explicitly incorporsted into
public-private par’rner ship «gre&rﬁents for the development of downtown office
buildings. It Hartford, during the last few vears, city officials entered into formal
sgreements which allow for the sharing of profits with the developer. What
follows is a brief description of Hartford: experience 1o spur downtown
developiment, snd an assessment of the lessons to be learned from those efforts.

In the 1970°s, David Chase of Chsse Enterprizes, a major Hartford
developer, made a proposal 10 city officials for the development of sn office
building in downtown Hertford, an ares that had not seen any major office
cofistruction in nearly a decade. In exchange for land lessed from the city, and in
consideration of a tax abatement that would run for Z0 vears, Chase offered to
cotistruct & 385,000 aquare foot office tower and gawe the city the potential 1o shere
in the building's profite. Chase's repuation a= a develaper in Hirrx‘ord was
established in the mid-1970's when he invigorated the Hartford office market with
the construction of Finaticial Plaza and earned for Chase & reput.-:tmn as 8 risk
taker. "The marketplace determines how well any of us do,” said Chase. Developers

can afford things like [sharing in profits] under the right circumstances and to a

)
-1
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The 1 abatement for the new office tuilding appeadad 10 Chase because
it signified that the city would share his risk in utdertaking 2330 willion projec
The prospect of profit participstion appealed to the city because it mesnt that
Hartford was 10 recadwe 509 of the net caeh flow for the oraject. [13]

The technique ued in Hartford 1o inoresse public sector rewards iz
called & percentage-rent ground lesse agresment. [14] City-cwned land is leased in
exchange for a percenitage of the project’s income and the payment of rents in-lien
of taxes. A long term ground lease permits the municipality to share in the income
of & pmjéct while expanding the leversge of developers. 4 properly structured
ground lease can decrease the ‘develn:nper's equity investment by eliminating the
purchaze price of land or the developer's exposure to risk. The ground lease is
usually subordineted, ie., the city executes s mortgage of ite land a2 security for the
development loan made 10 the lessee. For the developer, such long tertn leases can
greatly improve the net return on investment through improved financing terms,
reductions in equity outlays and tax advantages. As a result, the developer's
leverage is increased at little cost to the <ity. [15] The lease sgreement would
require a minimum base payment plus a percentaze of income generated by the
project. If the project does well, the ¢ity shares in the income and will recover some
or all of its costs. Lease agreements may require in-liew of tax payments to the city
based on per square footage of building space. These pavments provide tax
certainty to developers and assures them that tex incresses will come only after
designated time periods and in predetermihed aLouts.,

Chase, the developer of the building known as Corporate Center, or the

"Stilts” Building, projected that the city's share of office rentals during the first
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vear of the tulding's operation would te 31 willion, substantislly mors than the
taxX till for the property prior 1o development (which was then 15854.500
annually)17] The Hartord Courant attributed one source close to the oroject
mzgesting that the figure could run a2 high as $1 millionn. Chase, who was the
only developer in Hartford to agree to share profits in exchangs for tar owms,
confirmed in 19681 that the ity would recedve profits of $3 per aquare foor shors
the $1.70 per square foot rate normally aseessed under the standard ta formula, (18]
In 1981, during the first vear of the project. rents for the Stifts Building were
projected at $20-322 per square foot, twice the level that had been atiticipated when
the lesse was signed several years earlier. At the time, Chase said he would stand by
the agreement and not ask the ¢ity 10 renegotiate the profit sharing formula. [19]
However, motre recently, the general counsel for Chase revealed that the developer
eS8 30 concerned over the extent of rentel income that might be owed the city that
Chase was SI:YIGUSIY considering tuving out of the sgreswent” in order 1o pay the
lower, standard amourt of taxes. [20]

Negotistions for the tax abatement and lesse for the Stilts buitding had
teen characterized by overly optimistic projections of earnings. Chsse had
suggested 10 rﬁunicipal officials that the City of Hartford would receive a minimum
of $340,000 during each of the first five years of the building's operation. Hone of
these projections hawve materislized. During the third yesr of the building's
operation, the financis! statement submitted by the developer revesled an
operating deficiency of nearly $600,000 despite vacancies of perhaps no more than
5%. [21] Four years into the project's operation, the city has ¥et to shatre any
Cprofits” from the property. Had the property not been subject 1o & 1ax abatement,

the City of Hartford would have received $1 million in taxes for the current year.
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[22] The discrepancy betwesn projected and actual earnings i explained by the
developer ¢ g congequence of competitive development forcing rental rates dowi,
Thus, the projectione made in 1951 wers overly optimistic. In only "2 matter of

tigme,” the city will be s h.«rn'r"‘ in the profitz, ¢laims the developer. (23] However,

unlesz the tuilding iz refinanced or sold in the nesr fture, the verdict on the
ooz of the agresment will ot be Known for vears,

The lesse for the Sl Buillding contained the following provisions for
pavment of minimum rental and in-lieu of tax payments. During the first four
vears of the building's operation, the minimum in-liew of tax paywment ranged Irom

a low of $10,000 to = high of $160,000 after 15 vears. The lesse required a minimum
base rental of 375000 per vear, plus $5000 in back rent accrued during
construction, pius 10% of the net cash flow. Az additions! pavments in liey of taxes,
the ¢ity was owed 40% of the net cash flow: ast $10,000 during the first four
wears, and 2 minimum of $160,000 during the last five vears of the 20-vear tex
sgreement. In addition, 50% of the profits from any resale or refinancing would
accrue w the city, offering the greatest potenitisd yield to the city.

Chese explained that the dJiscrepancy between projected and actual
esrnings was based on changed market conditions. "At different times, we thought
[the city] would be sharing much eartier, but the market changed.” [24] For the last
three vears, the finsncial figures for the project were similar and the developer
insisted that there was no dispute with the ¢ity. "The suditing firm for the c¢ity hes
never disagreed with us abowt how we apptoach the c¢ssh flow formula. "The
auditing firm for the city signed off on evervthing and said wwrmhun WEe Wers
doing wes fine,” said Chase. [25]

Indeed, Chase has operated well within its legal rights and has complied
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with 2il echnical reporting requirements. Nevertheless, many oty officials are
disappointed and frustrated over the ciiv's financisl returns because the lessine
arrangement should hawve been "an sbsolute bonanza” for Haetford. [26]  The

lessing srrangement for the Stilts Building 4id not meet the expectations of the City,

gcoording o Woodrow Wilson Saitor, the ¢ity mansger for Haetford during
negotiations for the ceoject. Gaitor felt the award of contract: for the proiect was

‘somewhat political.” The land, he explained, was held by onie of the members of the
city council, and Chase was the only one 1w bid on the property. [27] City
Councilman Alan Tavlor suggested that the project had been refinsnced under a
loophole in the contract. [23] Another suggestion offered to explain the

discrepancy in projected profit figures is that office space is rented 1o
Chase-affiliated organizations at "below-market” rates.[29] This project, said
Councilman Taylor, "should not be a mode! for public-private partnership.” [30]

The enormous complexity of drafting of commersial i=s € SEresments
may have teen & further source of confusion o the City of Hartford. Anticipating
problems and preventing potentiad conflicts tetween the parties to the agreement
require very fine drafting. Terms and concepts within the contract must be
precisely defined. For example, the lease agresment must determine whether the
rent schedule will be based on abercent@e of income. The fotal project costs must
te accurawely defined to determine whether they include construction costs or
developer's overhead. If developer’s overhead is included, the lease should specify
whether overhead will be calculated on a per unit or per project basis. Operatinig
and maintensnce eXpensss must be defined and the extent 10 which these figures
are deducted from net cash flow must be determined. Unless the lesse agreement is

carefully drafiad and thoughtfully structured, a developer may be sble 1o avoid the
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requirement of sharing profitz by weing various crear.i?,-*: write-ofTs.

The ¢ity's task of mr:unitr::ring VELY COmpleX lessing agresfents presents
officials with “an administrative nightmare” [31] Moreover, Chase's method of
operatiog hes not been particularty helpiul 1w the ity The developer characterized

the <itv's monioring of the lease sgresment a2 problem-fres becsuze Cha

i)

“nundatss” the oity with quarter!y financial statements, audits and other recorda o

D
[
L
¥

gducate” them abowt the development process, [3Z] Howevwer, acoording w s
Hartford attorney who hes negotisted severad lesses with Chease, even a "Big-eight”
accounuting firm would have difficulty in sscertaining whether the developer is
fully complying with the terms of the agreement, I,;’j‘]

Althm_;gh the City of Hartford has not yet had the opportunity to share
in the profits of the Stilts Building, <ity officials characterize the lease sgreement
as mutaadly behez‘icial. Former ¢ity mahager Woodrow Gaitor readily concedes that
wien the lesse for the Stilts Building wes negotisted, it was "s good deal” for the
¢ity. The building'vas the first major downtown projectin an area that, until then,
had seen very little development, and even fewer prospects for revitalization in the
future.[34] Public and private sector participants doth receive benefits from their
participation. The developer receives a tax abatement and need not risk as much
up-front cash. The ¢ity gets & new office vuilding and benefits from revitalization
of downtown. Hartford's Director of Development, Willism Cochiran, <oncluded thar
by the‘ end of the Z20-year abatement period, the ¢ity would be collecting far more
than the amount of full tsxes owed for the parcel.[35] Consequently, the lesse for
the Stilts Building hss been a model for several other development projects in and
outside of Hartford. |

Across the street from the Stilts Building, a new office 0wer known as
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Commersisl Plaza was Jdeveloped by Chase with another similar lesse soresment
from the city, The agresment assesses minimum rental favments in excharug
20-year tax abatement. One interesting diletmms not . sontemplated a0 the tme the
lease was written concerns the sale 10 a tenant of the top three floors of the office

bailding

U’n
3
oy
g

:iransaction was characterized by Chase 52 a 99%-vear prsnsdd lesss

a1d 101 &8 a gale for which the devsioper would te obliged 1w share with the oitr

—

30% of the procesds.  Because of the sgresment's ambiguous languags, the City of
Hartford was left with no legal recourse. [36] Thiz highlighis the difficulty that
cities experience in drafting sgresmetits that fully protect their interests,

Chase has recently taken his entrepreneurisl spirit and the lessons
learned in Hartford to the City of New Haven. In conjunction with the developer
Olympia & York, Chase developed a proposal for & Government Center complex for
the City of Nem;' Haven. The 35875 million development proposal cadls for the
sonstruction of 420,000 square fest of office space, erection of a new city hall
atinex, and conswruction of parking. The City of New Haven will be leasing land for
development for 125 yesrs and will also provide a Z0-year tax abatement. The
developer has agréed t0 make minimum rentad payments, in addition to a
percentsge of the net cash flow Juring the 20-year abatement period.

The lease for New Haven Government Center is structured much like the
lezse agresments between Chase and the City of Hartford, with one major exception.

In New Haven, the lease reserves for the developer the right to “tuy-out” the tax
abatement, a right which Chase apparently sought during the early vears of the tax
sgreement for the Stilts Building in Hartford. This "buy-out” provision permits
cancellation of the tax abatement at the option of the developer, and for the

subsequent appraisal of full taxes for the property in the event the project is
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utiusually  successiil. If the developer deci-ﬂes 10 catwcel the atalemetit, a
“tragisition impositions” rent is applicable. For the first five vears, this refitad would
te 3 miltion. [57]
Chase characterized this "buy-om” provision as “the best of both worlds
for the city and oursslves” The city, Chage ressons, 2 primarily interestad in taxes
znd jobs and {2 not looking &t profit sharing per g2, "Sometifnes vou can't messurs
the ¢ity'z objectives in dollars,” explained the developer. [33] Indesd, ancrneys who
are negotiating the tease on behall of the City of New Haven agres that the focal
point of the sgreement and the primary interest to the City of New Haven is the
construction of a new City Hai‘rl annex by the developer, Chase [59]

The construction of the Government Center project rests on several
forms of public support. First, the project is subsidized by a UDAG loan for
construction of the City Hall annex. The loan does not charge interest for the first
five vears, and theresfer, the rate is 45%. The loan s aiso subordinate 10 the
developer's project loans. The second form of public support is the 125-year lease of
land and the Z0-yvear tax abatement. Lasuy, the city has offered w0 construdt ant
underground road leading to the parking facility for the Government Center
complex.[4D]

The lesse for New Haven's Government Center is characterized by a 1ax
financing formula, a provision for buy-out of the tsx abatement and a complex
formwla for net ¢ash flow partcipation. The lesse calls for minimum rental
pavments for the first ten years, and a fixed in—l'ieu of 13 payment during the first
five wears. The percemnitage pilot rent of 50% of "net available cash” is to be

determined by deducting from the gross revenue all expenses including dept -

repayment deposits, minumum rents, UDAG payments, and operating deficit
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advances. A supplementary rent is alzo required by the lesse provi :}mc‘ the ity a
share of profite upon sale of the property. In adopting thiz provision of the leazs,
the City of Hew Haven took a cus from the Hartford experience with the Ches
project &t Commercial FPlaza. The lease agreement for the Government Center
project chiaracterizes the sale o tensnts of units or floors of the offics comeley 22 5

23l

r[.
K l.'

mi1d ot 22 A preeedd rental paovment for the duraron of the [ssse Tifty per
cent of the net cash proceeds of such sales would accrue 1o the City of Hew
Hawen [41]

The experience of Hertford hizhlights the difficulties of securing for a
city a share of the profits of a project that it assisted with suteidies and other aid.
Nonetheless, Hartfords experience dJoes not negate the effect nf a city’s
participation in profit sharing arrangements, nor does it diminish the ixc;portance
of & ¢ity's participation in downtown dev::lopmem A city's decision ro ericourags
and participate in a development project neesd not depend on 3 "“bottom line”
assessment of losses and ﬁrox‘its. Gther ¢riteria ¢can be used 10 ewvaluate the
effectiveness of & municipality's entrepreneurial activity. 'e\?h'eh the prospects for
return include enhanced job opportunities, new tax reveneuss or a revitalizagd
commercial district, these criteria can»slsa justly municipad participation in joint
development partnerships.

An snalwsis of the warious projects discussed in this chaprer
demonstrates that when municipalities participate in joint development ventures,
securing a share of project income is often not of primary or overriding
importance to the <ity. In Hartford, we saw how the cit’g.? leased a site for office
construction in exchange for & share of the profits. During the first few Yéars of

the project’s operation, the income to the city did not vield the financial bonanza it
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anticipated. Even when the sale of several floors of a Hartford office buiiding

offered  the city, for the first time, an opportunity to share substanitially in

in the lesge. Nev‘:.;*theiess, even those who suggest the l2ase has not met the <ity's
e that the financial incentives embodied in the zround
lgaze rought bensfie wo the ofty that are difffcult o quantify. The ity
iitingtiess 1w share development risks has, in e opinion of oty officials, effected
3 boom in office construction in aress that had not previously experienced
significant construction activity.

In New Haven, a3 well, the poential 1o share in the profits of publicty
subsidized Jevelopment is a prime element of a lesse now being negotiated to
develop a Government Center/office complex. The existence in the lesse of a
provision permitting the developer 0 "buy-owt” the profit sharing requirement if
the ¢ity's share of earnings exceed the ordinary level of taxes appears 0 negare any
possibilty for the city 1o actally share in the profits. The implication is that the
city’s annual return: from the project will never exceed the ordinary level of taxes
for the property. However, the ¢ity will derive other public benefits. In addition to
& boost in the city's economy resulting from new office construction, the city will
benefit from the construction of a new City Hall aniniex which is highly desired by
the City of New Haveti.

New Haven mey not earn an attractive return on their investment b
their future interests are protecied by 4756 lesse agreement which secures for
them 2 minimum recapiure of the public subsidy. Furthermore, the contractual
protection offered by the lease is an important mechanism for controlling the form

and nature of development in the city. Moreover, the ground lease secures for the

h
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ity A highly needed public smenity in the form of 2 new Civy Hall annex. Finadls

the lesse provides the <ity with a minimum financial return which iz far more than

the cities of Yonkers and Dewoit obtained wh

industry.

Chapter Three
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Chapter Four

CONCLIOSIONS: REMEDIES
AND FUTURE FROEFECTE

Lites need not be compelled 1o balancs their investment in private
development against the potentisl finsncisl vield that a project may return. In
Yonkers end in Detroit, ¢ity officials may have been negligent in failing to secure
for the city a formally binding sgreement in exchange for the city's good faith
investment in local industry. Nevertheless, after sssessing the city's options,
officials of both Detroit snd Yonkers concluded that they had o provide such
subsidies or risk unscceptably high economic losses.
The offer of subsidies by Detroit snd Vonkers withowt anyv formal
binding commitment suggests that the private investor has grester bargaining
power than the city since the company can simply “pack its bags” and lesve town.
The experience of Yonkers and Detroit also suggests that the offer of lucrative
development incentives by one city can encoursge competing municipslities to
follow suit.
Jrce & lovsliry doss grant land on give-awar" 1eras.
OIBEr fo08HIIES BB T8 ohiigstsd 10 Follow (15 lead in
Grdgr 10 preserve NeLr (ndusirial job bares. Not oalv
JC LEIPERFELs SUITer. bhuy & the rirms thar Bad locsred
i Ui furisdiciion sariier risk having o compsis
TR REeTWOomErs Whose repls rhey Xave, fn sivecy
Subsidised through their owe tavss. (1]

Ifi the final analysis, a company that is subsidized, ss G.M. was in Detroit, will

benefit from the subsidy, as would the ¢ity who maintains the industry. However,
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the benefit to Detroit may be gaiﬁed atthe ¢ost of economis efficiency.

The wee of subsidiss 10 inspire development could be characterized ag a
tranater of daveh::pﬁzem costs from the developer 1o the taxoaver. In s Wall Street
Journal editorial eriticizing the UDAG prograf, the Journal maintained that

T3 ﬁ{?‘?{ ’:...::.15«':..50.

-,

Economic inefficiency may be resolved by grester collusion snd COOPEration smotiy
the cities. However. unless federal urbsn policy effectively discourages the
extension of subsidies except when absolutely necessary, individual muni&ipalities
msy remsin at a competitive dizadvantage. To overcome that dissdvantage,
municipalities may need t0 secure a minimum return on their development
subsidies through recapture provisions.

Municipal efforts to obtsin a share in the income of s project may be
characterized ss the recapture of the value of a public subsidy. "Valus capture” isa
policy term used to connote public efforts to defray the outlay of public funds by
capturing the value of public investment which traditionedly\accrues to private
interests. [3] This theory is compsrable to the late Donsld Hegman's propossis
known a8 "windfalle for wipeouts.” Hagmm suggested schemes for compensating
people whose land is injured by governmental activity, and 1o recoup for the public
some portion of the increased land valuss resulting from public actions. [4] The
roots of value capture policy lie in the policy area of urban mass transit
development. Publicly funded development, such as urban rapid transit systems,

has resulted in the accrual of value, and, in some c¢sses, a windfall o private

1
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lanndowners. The vadue of public investmerts has besn rec Eptured through the uee
of excess condemnation, specisd benefit assessment districts, specisl 1A aszessments
lopment. Moreover, it has enabled the public authority charged
with mass transit development "o resp the fruit of their own efforts.” Fec apturing

the excees vedue created by the vast expenditure of putlic funds has perainegd the

FOVErnment sgency o recvole the public financing, and allows municipaiitizs o te

e
I

perpetually capatie of enhancing downtown development. 5]

Lessons for recapturing the value of public sub idies can be taken from
other contexts, as well. For instance, in terms of health care the federal
goVernment requires private hospitals 10 provide a minimutm level of fres services
if their construction was subsidized by federal grants. The federsd Hill-Burton Act
requires thar recipients of federal zrants for the consuuction of hospit.él at1d
health care facilities provide "a reasonable volume of services 1o personis unsble to
pay therefor.” [6] Hospitals who receive Hill-Burton funding must make fres
services available at a level not less than 3% of operating costs; or equal 10 10% of ail
federal assistance provided. [?7] The requirement that free services be made
available remains in effect for not more than 20 vears afler completion of
construction of the hospital facility or bevond the period that the loan remsing
unpaid. 8]

A similar statwory requirement could be imposed on developers of
putlicly-subeidized projects. Under appropriate circumstances, developers ¢ould be
sssessed a percentage of their sarnings, as an exaction o support some public good
or service. This iz slresdy happening in the cities of Bostonn and San Francisco
where "linksge” programs imnpose upon developers of do‘:fmomx office buildings an

exaction of funding 1o support construction of low and moderate income housing
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within the city. [9] Such evidence supports the contention that value capturs

policies may be implemented in joint ventures berye 1 putlic and private parties

[x ()
L1

su that both municipality and developer can bensfit from sovernment inspired

profeal sarnings among both public and private sector participants may encnuras:
- g - et of - - A £ XS +%e, = - "~ = o I -t S{mm i ]
sdditionad development projecis, even whes efforts 1o share profite are of limited

finaniciad success. Thar explaing why the Hartford ex perience with profit sharing,

although beset with disappointments snd misunderstandings, heg atill teen the
model for other joint 6&?&10pment projects in Hartford, and in New Haven as well.
Furthermore, New Haven's ability to direct development in the interests of the city
is another examgple of the benefits of & municipality's entreprensurial actvity.
Ultimately, the capacity for both government participant and private developer o
Jerive mutaad benefit m'n contritute 10 the more widespread use of risk sharing
and profit sharing as tools for inspiring economic development.

The UDAG program offers an  iflustration of value caprure
techniques.[10] The recapture of UDAG funds is important because it can facilitate a
movement towerds local self-sufficiency. In view of declining federsl sid,
resistance 10 higher taxes, and the high cost of bond issues, the recyeling of public
development funds may ve the only way for cities 10 assure themselves of fumre
revenus for housing, community and economic development activitiss, [11] The
UDAG program uses several mechanisms to recspture public fmﬁs used 1o subsidize
development: (1) land disposition, which sllows for the sale of publicty-owned land;
(2) lease sgreements, which provide that & share of the net proceesds or ashare of

the income, cssh flow or rents of s private development project go to the
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municipality: and (3) net cash flow and equity p"ﬂ‘?i-vip-ﬁiun which permit 5 ¢ty to
share net cash flow after the developer receives specified return. [12] In 1930

62% of UDAG projects included such provisions for recagpture. [13] Tuge\har, these
mechanisms help 10 ensure that municipalities shere in the wedue genersed by

public inwvestments,

T.l

PR -d.\. g ¢I-. - e

In addition 1w providing low interest losns, UDAG grants aiag REMIS S
city-constructed putlic imprx:n.-*:mez;zs, wansportation-relaed {mpeovemeants and
funds for acquisition, preparation and clesrance of 2ites. Awards of UDAG ranie by
the federsl Department of Hougsing and Urban Development are tased on

competitive, discretionary criteris that consider:

the leversging ratio of private dollars to public dollars (&

minimum of $25 privae dollars for each public  dollar

invested);

- job generation (s minimum of 1 new job to every $10,000
granted is expected);

- anticipated increases i &y revenue;

- the city's past performance in houwsing and commuinity
develoment;

- the impact of the project on the ¢ity’s physical and economic
condition;

- timely completion of project;

- eXtentof commercisi and residential relocation required; and

- the ¢ity's ranking on HUD's list of distressed cities. [14]

v

Participation in the UDAG program requires lec zally binding commitment letters
from the developer and the spproval of contracts between the city and
participating private psrties. Each grant is negotiated individually. Developers sre
usually expected to guarantee project completion and offer a personal gusrantes to
repay the loan, =z well. Interim financing commitments must be secured and
letters of commitment from conventional lenders must be obtsined. Interest

payments during the early years of & project sre normally forgiven, but onice the
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project is operational, the developer is expescted 10 share = 2 perosntage of the inoom

w

with the municipatity. TDAG funds have been wied for direst incentives such as

below market rate loans for rehabilitation, ifterest subsidies lsnd waln

o

Trite-dowts and on-site iMiprovements,

dizerete financial benefit and can arguably be characterized az a form of f*t“:*lﬁ

{13] Indesd, the UDAG program was not designed for the purpose of providing
"one-time Jevelopment expenditures”; UDAG funding is meant to be an "investment”
enabling municipalities to recapture and recvele funds for future development
projects. [16]

. Tax abatements are generally discouraged by UDAG officials "unless the
ity abeciutely conviness uz that in & given case it's the only way to meake a deal
work.” [17]This comment, from David Cordish, the Director of the UDAG Office at the.
time of the program's inception during the Carter administration, belies the
widespresd use tax abatements for development, even among UDAG funded projects.
One out of every four UDAG projects is suppotted by tax abatements [18] despite
efforts by HUD officials 1o discourage their use. Thus, the projected incresses in
local public finatice may not be accurate indicators of the returnn 1o the
municipality. Each UDAG dollar is expected w0 secure an additional 16 cents in tax
revenuss on ar; annual besis. {19] When lucranive tax a.bateﬁents are given thess
projects, municipalities may not even experience anv net 1ocal tax gains. [20) This
is particulariy true in the case of Detroit's assistance in the Jevelopment of the new

GM. facility in Poletown. That project makes use of a $30 million subsidy, the
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argest federal grant ever awarded a single development project until then. The

City of Detroit alzo provided GM. with & 50% tax abatement. Cons sequeEntly. many
municipalities who participate in UDAG-funded projects may not be sxperiens g
AT NeT 13X 23ns {or many Years 10 oome.

REUD officials have tesn urging locsdities o inoluds "kicker” crovisions
Wwoincreses the oity's rate of raturn on dnvestment. The “kicksr” orovision, wher
incorporated in the development agreement, provides the oty with a share of e
project income baged on & percentage of sarnings when the development becomes
operational. Susan Clarke reports that many ¢ities are reluctant 1o include “kicker”
provisions in UDAG sgresments for fear of "eopardizing  private sector
participation.” (21] Although statistics are not avadlsble on the extent 10 which
“Kicker” provisions are a part of UDAG agresments, Clarke reports that HUD':

brokerage role has helped encourage the sharing of profits and net ¢ash procesds.

fﬁ

[* 3

| As a consequence of prodding by federsd UDAG program adminiseaiors,
municipalities’ behavior atid perceptions sbout their role in the devel»::pmeﬁt
process may have btegun 0 change. In some messure dus 1o the UDAG program,
cities are Iesrning. 10 becorﬁe more sophisticated in their negotiation of
development agreements, and more entreprenevsrial in their pursuit of ashare of
project income.

Many of the more innovative profit sharing agreements berwes
localities and developers were made possible because of the UDAG progrsm which
extenids public subsidies to developers when capital financing is otherwise
unavailable. Required by law to be the lowest amount necessary to make the project
fessitle, UDAG subsidies are granted w projects that demonstrate a Capacily 10

leverage private investment, and a potential for incressing tax revenues and
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generating new job opportunities. The UDAG program {2 structured onn the premize
that a developer should get afair return on its investmen?t, not a windrall, (23

Dne development oroject which seems 10 have incorpors

lu

12d the
principles embodied in the UDAG program is the Svracuse Universit y hctel and
coniferetice center. The center, jointty Jeveloped by the university and the Civrof
SYracuse, offers an unususl dbastration of & project that involves & direct
nvestment it Jevelopment by the city. The confersncs center provides for a
unique form of public financing. It is a "one-of-a-kind" condeminive investment
hotel in which the city tought the first 29 rooms with 2358 million UDAG subsidy,
Other private inwvestors are buving the hotel's refaining 1wo hundred rooms,
individually, and in ¢ondominium fashion.

TRIS £5 Firse and Forsmost & businsss invesiment "
says David Micksel the citv'e commissioner fa'

ECOLEMIC FEVELIGLLENT. "Prw‘pﬁ, m e GTRELS Wil
looking at tax shellers. Feprecislicts ooporiuss "Ic‘:‘
&2d resals values. " .. | Fhe hotel mansgemsnr o be a
franchise Gperation mxder Sheraton Inns, Inc.] widf
bock the VECRNT LO0LS (12 1hE CUsIomary hored fashion
and Wil poo! alt  income. Then sharse of
ke profits from the hore! operations Wil go our
gz:&r:eﬂr 0 &l! (8dividus! condominiut owners. The
LY. becguse the Srracuse Foonomic Develspment
Corporation owns those first 28 units, Wilf share io

T rhe profits of rhe howg! operations. &5 Well as those
rom the eveniual resales ol the (8 vIGURE rocms. [2‘1]

However, the likely acerusd of profits inherent in the project will not evolve at the
expense of other public needs. The develof:ment of a conference center by the City
of Syracuse brings public benefits to the <ity and is not strictly a “business
investment” as it was characterized by the City Development Commizisoner. Indesd,
the competitive, discretionary criteria of the UDAG prograw would niot permit the

award of a subsidy to be used as & mere businiess investment by the city. In addition
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10 & share of the profite, Syracuse will derive economic benefits which incivde the

S

creation of 300 new jobs. construction of the City's first hotelfconferencs center
and an anticipated increass in the oity's 1 revenuss. (25]

The federad UDAG program seeks 10 encourags enireprensuriad activity
of the kind initiated by the City of Svracuss. Seversd elaments of the UDAG program

P

make thiz policy obiectve posaitle. First of =il the UDAG DOOZPEM reguirses
maimum  leveraging of private dollars agsinst public subsidies. Szcondly,
development subsidies are awarded only 1w projects which would ik ely generate

new jobs and new tax revenuss. Furthermore, the awesrd of subsidies is usuadly
conditioned on a pay-back of the subsidy, thus effecting a recaprure of public
investment.  Recspture of the public subsidy allows additional municipal
investment in development and reinforces the city's entrepreneurial role.

Withiout the \tmng guidance of federa policy directives, however, cities
would not likely pursue a dirsct return on publicly subsidized development. The
competition among municipalities across the country to extend subsidies and
incentives 1w atract development puts individual cities at a competitive
disadvantage. In the absence of collusion and cooperatidn agnong the cities, only a

Suniform national policy <ould encoursge municipalities 0 demand a minimsl
recgpture of public subsidies. Withowt minimum guidelines which dictare
municipal development policy, some cities may continue to underow their own
financial interests, as may have happened in Yonkers and Dewroit, in their zeal 1o
atiract and maintein downwown develapment. Eurthermore, urban development
guidelines must originate at the nations! rather than the local or state level becaus
the federad government remains the most important source of public subsidies for

downtown development. Accordingly, it is the most logicsl and most effective

[ 1)
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source of regulation.  State government cowld also indtisre such municipad
development policy, but only uniform national guidelines would likely eliminate
the competitive negotisting edge of municipatities who are o smilarly reritaed

SV oEte guidelines. The characteristics of an effective municipal development

palicy would require further and more swensive stdy,
The redlure of municipalities 10 securs a share of crois st b

1

reversed by implementation of & nationsd urban developent polioy that reguires
¢ity officiads 10 recapture the value of public development subsidies. Ofuly arrong
uniform federsl guidelines can sirengthen the city's hand in negotating joint
development agresments and offer the sssurance thed municipal officisis in
Yonkers, Detwroit and Hartford will secure a greater and more direct retirn on the

city's publicly subsidized development.
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2. The Fifth smendment of the United States Constitution limits the exercise of
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this case is typical of the reasoning emploved by courts throughout the country 10
defend municipal activities to revitalize the ¢ity's downtown.
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