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Introduction

Local governments in North Carolina have another tool to use in their efforts to
improve blighted, deteriorated, or economically depressed areas and promote
economic and community development. The tool, a financing instrument termed
project development financing in the North Carolina Constitution, is more commonly
known as tax increment financing. This bulletin explains the purposes of project
development—or tax increment—financing, discusses various policy implications
underlying its use, and describes how it became available to North Carolina local
governments. It then outlines the statutorily prescribed steps for using project
development financing and provides an example of how it might work in practice.

Purpose of Project Development Financing

Project development financing is a method of increasing the overall property value in
a district that is currently blighted, depressed, or underdeveloped. Using the
development financing designation, a county or city borrows money to fund public
improvements in the area, with the goal of attracting private investment. The debt
incurred by funding the improvements is repaid (and secured) by tax increment
revenue—the additional property taxes resulting from the district’s new
development.'

In enacting North Carolina’s Project Development Financing Act in 2003, the
General Assembly cited the need for local governments to be “actively engaged in
economic development efforts to attract and stimulate private sector job creation and
capital investors.” The act notes that local governments in other states have succeeded
in creating jobs and investment through incentive packages that included
infrastructure improvements financed through project development bonds.*
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Local officials pursuing project development
financing most commonly cite the need to remedy
blight and spur economic and community
development.’ Investment in a blighted area generally
is justified on the assumption that an external
intervention is needed to reverse a downward spiral
of deterioration, attract private firms, and create
jobs.* While local officials’ specific policy reasons
and the individual philosophies underpinning project
development financing may vary, the overall goal—
an increase in the assessed value of property in the
development financing district—remains the same.

Studies on Tax Increment
Financing

Much of the literature on tax increment financing
either advocates for it as a productive means for
addressing blighted areas or argues that it simply
represents an incentive program for developers.”
Fortunately, several empirical studies provide a more
balanced perspective on tax increment financing.
These studies are especially useful for framing the
following policy decision: Is tax increment financing
(project development financing) appropriate for my
jurisdiction?

One study explored the conditions and factors
that motivated municipalities to choose tax increment
financing as a debt financing tool. It found that tax
increment financing was more likely to be used in
municipalities with high tax burdens and large
nonresidential tax bases. It also found stagnant
growth in property values a determining motive for
using this form of financing. Because of this
problematic history of growth, some local
governments have had to pledge additional revenue
sources to guarantee repayment of tax increment
bonds. Such pledges are allowed under North
Carolina’s project development financing statutes.’

North Carolina’s project development financing
statutes also address the issue of sluggish property
values by permitting local governments and
individual owners of real property in the development
financing district to enter into agreements
establishing minimum assessed values for properties.®
The county tax assessor will assess property at the
agreed-upon value if it is higher than the market
value of the property. If, however, the property has a
market value higher than the minimum agreed-upon
value, the higher value will be used for assessment
purposes.” The existence of these agreements helps
ensure that there will be a minimum tax increment for
the development financing district.
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In designing a development financing district,
local government officials should attempt to
minimize the number of properties in the district that
are exempted or excluded from property taxation.
Research has shown that the presence of tax-exempt
properties in tax increment financing districts
suppresses the overall property valuation, which
could ultimately affect the local government’s ability
to repay tax increment bonds."

A common concern regarding tax increment
financing is the possibility that pledging all tax
revenues from the district’s incremental value will
hinder a taxing unit’s ability to pay for services
needed during the bond repayment period. After all,
the base value of property in a development financing
district in North Carolina is determined by the
taxable property located in the district as of the
January 1 preceding its creation for a period of thirty
years or the time it takes to repay the bonds."" While
this base value will usually increase in revaluation
years, it will not, during the lifetime of the district,
include the value of improvements to the property
made after the district’s creation. During the
repayment period, all tax revenues resulting from the
incremental property value in the district must first
fund repayment of bonds and satisfy other project
development financing requirements before being
remitted to a county’s or city’s general fund.'

One study examining this issue, using baseline
projections, found no evidence that tax increment
financing would result in future financial constraints
on service delivery."* Given that a North Carolina
county or city may place only a limited portion of its
property—no more than 5 percent of the total land
area—into development financing districts, it seems
most likely that these findings would hold true for
project development financing in North Carolina.
That is, the inability to fund services from taxation of
the incremental value on 5 percent or less of a taxing
unit’s property is unlikely to significantly hinder its
ability to provide unit-wide services. However, while
such a district probably will not place a drain on a
local government’s public service funds, it is
unlikely, according to another study, to create an
overall, long-term financial boom for the county or
city."* Again, given the limited percentage of
property that may be placed in development
financing districts and the numerous policy decisions
that affect a local government’s financial condition, it
is reasonable to expect a similar outcome in North
Carolina.

So what can we conclude about the viability of
tax increment financing from these empirical studies?
One conclusion is that this form of debt financing
provides local governments in North Carolina with a
useful tool for addressing blight and promoting
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economic development. Another is that tax increment
financing does not represent a panacea for improving
the overall financial condition of a community. In a
study showing that tax increment financing had a
positive impact on local employment, the author still
noted that governments need to consider all benefit
and cost factors before adopting this kind of debt
financing."

Constitutional Amendment in
North Carolina

The North Carolina Constitution generally bars local
governments from issuing debt instruments secured
by a pledge of their taxing power unless they are
approved by referendum.'® Because project
development financing bonds are repaid from taxes
levied on the incremental value of property in
development financing districts, the pledge of these
taxes without voter approval runs afoul of that
constitutional provision. Therefore, a constitutional
amendment as well as authorizing legislation from
the General Assembly were necessary to create
project development financing in North Carolina;
without the amendment no local government was
willing to issue debt secured by a pledge that, upon
challenge, would most likely be ruled
unconstitutional.

State voters approved such an amendment on
November 11, 2004. Section 14 of Article V of the
North Carolina Constitution now expressly permits
local governments to issue debt instruments secured
by proceeds from a tax increment and by revenues
available to the taxing unit from sources other than its
taxing power. Section 14 also expressly authorizes
the issuance of this debt without voter approval so
long as only tax increment revenues and revenues
from sources other than the issuing unit’s taxing
power are pledged for repayment.

Section 14 remedied another constitutional
problem with project development financing that
related to the constitutional rules governing the
taxation of property. Article V, Section 2 of the North
Carolina Constitution permits the General Assembly
to classify property for taxation if the classifications
apply on a statewide basis and each class of property
is taxed according to a uniform rule. The uniform
rule of appraisal and assessment applicable to most
property, by virtue of state statute, requires that
property be appraised and assessed for taxation at its
true or market value.'” The constitutional amendment
passed in 2004, and embodied in Section 14 of
Article V, permits the General Assembly to enact
laws allowing a taxing unit to make agreements with
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property owners to assess property at a minimum
value and provides that the agreed-upon minimum
value is binding on the current and any future owners
during the lifetime of the project development
district. Without the constitutional amendment, the
nonuniform assessment of property at a minimum
value agreed upon by the property owner and the
local government—as provided for in the Project
Development Financing Act—would have been
unconstitutional.

The Project Development
Financing Act

The General Assembly enacted the Project
Development Financing Act in 2003, although the
act, codified as Article 6 of Chapter 159 of the
General Statutes, did not become effective until
voters approved the constitutional amendment adding
Section 14 to Article V of the state constitution in
2004. The act permits counties and municipal
corporations (hereinafter referred to as cities) to issue
project development financing bonds and to use the
proceeds for many, but not all, the purposes for
which a taxing unit may issue general obligation
bonds."® Table 1 sets forth the purposes for which
project development financing proceeds may be
used."’

It should be noted that the act defines capital
costs to include interest on project development
financing bonds, and on notes issued in anticipation
of the bonds, for a period not exceeding seven years
after the estimated date for completing construction
projects.”’ The provision establishing this deadline
for capitalizing interest on project development
bonds recognizes the reality that time is required to
create a sufficient incremental assessed value for
amortizing principal and interest. Capital costs for
which bond proceeds may be expended also may
include the establishment of debt service reserve
funds, which often are required by bond covenants.?'
Bond proceeds may be used outside the development
financing district if their use directly benefits private
development inside the district.”> They might be
used, for example, to provide water and sewer
utilities to a private development in the district.

Unlike those from general obligation bonds,
proceeds from project development financing may
not be used for the following purposes:

e  beach improvements (other than in a
municipal service district)

e fire stations

e police stations and jails
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Table 1. Permissible Uses of Project Development Bonds

Purpose City | County | Statutory Authority:
G.S. 159-103(a)

Capital costs of providing airport facilities X X G.S. 159-48(b)(1)

Capital costs of providing hospital facilities, and facilities X X G.S. 159-48(b)(3)

for the provision of public health services, and facilities for
care of the mentally retarded

Capital costs of providing auditoriums, coliseums, arenas, X X G.S. 159-48(b)(7)
stadiums, civic centers, convention centers, and facilities
for exhibitions, athletic and cultural events, shows, and

public gatherings

Capital costs of art galleries, museums, art centers, and X X G.S. 159-48(b)(11)
historic properties

Capital costs of on- and off-street parking and parking X X G.S. 159-48(b)(12)

facilities, including meters, buildings, garages, driveways,
and approaches open to public use

Capital costs of redevelopment through acquisition and X X G.S. 159-48(b)(16)
improvement of land for assisting local redevelopment

commissions

Capital costs of sanitary sewer systems X X G.S. 159-48(b)(17)
Capital costs of storm sewers and flood control facilities X X G.S. 159-48(b)(19)
Capital costs of water systems, including facilities for X X G.S. 159-48(b)(21)
supply, storage, treatment, and distribution of water

Capital costs of public transportation facilities, including X X G.S. 159-48(b)(23)
equipment, buses, railways, ferries, and garages

Capital costs of industrial parks, including land and shell X X G.S. 159-48(b)(24)

buildings, in order to provide employment opportunities for
citizens of county or city

Capital costs of property to preserve a railroad corridor X X G.S. 159-48(b)(25)
Capital costs of improvements to subdivision and X G.S. 159-48(c)(4a)
residential streets

To finance housing projects for persons of low or moderate X G.S. 159-48(c)(6)
income

Capital costs of electric systems X G.S. 159-48(d)(3)
Capital costs of gas systems X G.S. 159-48(d)(4)
Capital costs of streets and sidewalks X G.S. 159-48(d)(5)
Capital costs of improving existing systems or facilities for X G.S. 159-48(d)(6)
transmission or distribution of telephone services

Capital costs of housing projects for low- or moderate- X G.S. 159-48(d)(7)

income persons
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e libraries

e parks and golf courses

e general public buildings, including city
halls, courthouses, and office buildings

e public vehicles

e landfills and transfer stations

e community colleges and schools™

Establishing a Development
Financing District

At the outset of a project development financing
project, a county or city must establish a development
financing district.** A county district must consist of
property that is (1) blighted, deteriorated,
deteriorating, undeveloped, or inappropriately
developed from the standpoint of sound community
development and growth; (2) appropriate for
rehabilitation or conservation activities; or (3)
appropriate for economic development.*

A city district must consist of property that meets
at least one of the conditions set forth for a county
district in G.S. 158-7.3(¢) or that meets the criteria of
an urban redevelopment area as defined by G.S.
160A-503. A city’s planning commission may
designate the following types of property as a
redevelopment area:

1. property that is blighted because of
dilapidated, deteriorated, aged, or obsolete
buildings; inadequate ventilation, light, air,
sanitation, or open spaces; high density of
population or overcrowding; or unsanitary or
unsafe conditions;

2. anonresidential redevelopment area with
dilapidated, deteriorated, aged, or obsolete
buildings; inadequate ventilation, light, air,
sanitation, or open spaces; defective or
inadequate street layout or faulty lot layout;
tax or special assessment delinquency
exceeding the value of the property; or
unsanitary or unsafe conditions,

3. arehabilitation, conservation, and
reconditioning area in present danger of
becoming a blighted or nonresidential
redevelopment area; or

4. any combination of the above types of areas.

Additional limitations apply to development
financing districts established pursuant to G.S. 158-
7.3 and located outside a city’s central business
district. The development financing plan for such a
district may provide for no more than 20 percent of
the plan’s estimated square footage of private
development floor space to be used for retail sales,
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hotels, banking and financial services offered directly
to consumers, and other commercial uses other than
office space.”® The 20-percent limitation does not
apply to development financing districts located in
development tier one areas that are created primarily
for tourism-related economic development.”” An
example of tourism-related economic development is
a development featuring an auto racing complex or a
park and recreation facility.

The total land area within a county or city
development financing district may not exceed 5
percent of the total land area in the taxing unit.”®
Though not explicitly defined by the act, the term
unit apparently refers to the county or city
establishing the district and pledging its incremental
tax revenues in support thereof.*” Counties are
specifically prohibited from including in a
development financing district land located within a
city at the time the district is created, although a
county or city may jointly agree to create such a
district.* In the absence of such an agreement, any
land included in a development financing district
established by a city that issues debt instruments to
be repaid from the incremental valuation does not
count against the 5 percent of unincorporated land in
that county that may be included in a development
financing district.

Conversely, land in a county district that
subsequently is annexed by a city does not count
against the city’s 5-percent limit unless the county
and city have entered into an increment agreement; in
such an agreement the city agrees that city taxes
collected on part or all of the incremental valuation in
the district will be paid into the reserve increment
fund for the district.’' In the absence of such an
agreement, the annexed land in the district continues
to count against the county’s 5-percent limit and the
proceeds of taxes levied by the city against the
annexed land are retained by the city. The city’s
retention of these funds does not adversely affect the
project development financing bonds issued by the
county because the city’s tax levy on the annexed
property was not pledged as part of the original bond
issue.

Counties and cities, as previously noted, may act
jointly to create a development financing district.*?
Because the term unit is not defined, there may be
some question about how the 5-percent limit applies
to a joint district. The most consistent interpretation
of the act’s provisions leads to the conclusion that
when counties and cities jointly act to develop a
development financing district, with each unit
pledging its incremental tax revenue in support
thereof, then the area included within the district
counts against the S-percent limitation for both the
county and the city.
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Table 2. Basic Requirements of a Development Financing Plan

1) A description of the boundaries of the development financing district

2) A description of the proposed development, both public and private

3) The costs of the proposed public activities

4) The sources and amounts of funds to pay for the proposed public activities (depending on the scope
of the project, may include funds in addition to the debt proceeds from project development bonds)

5) The base valuation of the development financing district

6) The projected increase in the assessed valuation of property in the district

7) The estimated duration of the development financing district (the earlier of thirty years from the
effective date of the district or when the bonds are repaid)

8) A description of how the proposed public and private development of the district will benefit district
residents and business owners in terms of jobs, affordable housing, or services

9) A description of appropriate ameliorative activities if the proposed projects negatively impact district
residents or business owners in terms of jobs, affordable housing, services, or displacement

10) A statement that that the initial users of any new manufacturing facilities included in the plan will be

required to pay an average wage that is above the average manufacturing wage paid in the county or
is not less than 10 percent above the average weekly manufacturing wage statewide, unless an
exemption to such requirements is approved by the secretary of commerce as required by G.S. 158-
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7.3(d), (¢) and 160A-515.1(c), (d)

Adopting a Development Financing Plan

The most laborious component of a project
development financing venture is establishment of a
development financing plan. Table 2 contains the
basic requirements that counties and cities must
satisfy in establishing a development financing
plan.*® They also must submit any plan that involves
the construction and operation of a new
manufacturing facility to the secretary of the
Department Environment and Natural Resources
(DENR). The secretary’s review will determine
whether the facility will have a materially adverse
effect on the environment and whether the company
that will operate the facility has previously complied
with federal and state environmental laws and
regulations.*

Notice and hearing requirements. Before a city
adopts a plan for a development financing district, it
must send notice of the plan by first-class mail to the
county or counties in which the district is located.”
Unless a board of county commissioners disapproves
the plan by resolution within the twenty-eight days
following the date the notice is mailed, the city’s

governing body may proceed to adopt the plan,*® but
must hold a public hearing before doing so0.*” No
more than thirty days and no less than fourteen days
before the public hearing, the governing body of the
county or city must publish a notice of the hearing in
a newspaper of general circulation in the taxing unit;
it also must mail a notice of the hearing, by first-class
mail, to all property owners and mailing addresses in
the proposed development financing district and to
the governing body of any special district within
which the development financing district is located.
The notice must state the time and place of the
hearing, specify its purpose, and state that a copy of
the proposed plan is available for public inspection in
the office of the county or the city clerk. At the
public hearing, the governing body of the taxing unit
seeking to adopt the plan must hear from anyone who
wishes to speak about the proposed district and plan.

After the public hearing, the governing body
may adopt the plan, with or without amendment,
unless a board of county commissioners or the
secretary of the DENR disapproves the plan pursuant
to G.S. 158-7.3(f) or (g) or G.S. 160A-515.1(e) or (f).
The plan and district do not, however, become
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effective until the Local Government Commission
(LGC) approves the issuance of project development
financing bonds for the district.*®

Approval by the Local Government Commission.
A county or city may not issue project development
financing bonds without the approval of the LGC.*
A county or city may file its application to issue the
bonds with the secretary of the LGC before it adopts
a development financing plan. The application must
include all statements of fact and documents required
by the secretary concerning the proposed bonds, the
development financing district, the development
financing plan, and the financial condition of the
taxing unit. At the time of application, the governing
body must publish notice of the application in a
newspaper of general circulation in the county or
city.

Before accepting the application, the secretary of
the LGC may require representatives of the
governing body seeking to issue the debt instruments
to attend a preliminary conference. After the
application has been filed and after any preliminary
conference, the secretary must notify the taxing unit
in writing that its application has been filed and
accepted for submission.*” While the LGC may
accept the application for issuance of development
financing bonds before the development financing
plan has been adopted, it may not approve their
issuance until the governing body has adopted the
development financing plan.*'

The LGC may consider any matters it deems
relevant to whether the bond issuance should be
approved, including:

1. whether the projects to be financed from the
bonds are necessary to secure significant
new project development for the district;

2. whether the proposed projects are feasible
(taking into account additional security such
as credit enhancement, insurance, or
guarantees);

3. the county’s or city’s debt management
procedures and policies;

4. whether the county or city is in default in
any debt service obligation;

5. whether the private development forecast in
the development financing plan is likely to
occur without the public project or projects
to be financed by the bonds;

6. whether taxes on the incremental valuation
accruing to the development financing
district, together with any other revenues
available under G.S. 159-110, will be
sufficient to service the proposed project
development financing debt instruments;
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7.  whether the LGC can market the proposed
project development financing debt
instruments at reasonable rates of interest.*

The effective date of the development financing
district is the date the LGC enters its order approving
issuance of the development financing bonds, unless
the debt is for a development financing district
already in place.”* As a development financing
district is terminated at the earlier of thirty years or
the date the bonds are fully satisfied, approval of
bonds for a district already in place does not extend
the life of the district beyond thirty years.

Defining and Collecting Tax
Increment Revenue

Immediately following LGC approval of project
development financing bonds, the county or city must
notify the county tax assessor of the existence of the
district.* The tax assessor then determines the base
valuation of the district: the assessed value of all
taxable property located in the district on the January
1 immediately preceding the effective date of the
district*® plus the value of property acquired by the
county or city or its agent within one year before the
effective date of the district.*’ If, however, the county
or city can demonstrate that it acquired the property
primarily for a purpose other than to reduce the base
valuation of the district, the value of that property
will not be included in the base valuation.**

After determining the base valuation of the
district, the tax assessor must certify the valuation to
the taxing unit that created the district, the county in
which the district is located if the district was created
by a city, and any special district within which the
development financing district is located.* This base
valuation is the frozen assessed value for the district
until the next countywide revaluation and is used to
establish the incremental tax revenues that will repay
the project development financing bonds.

The base valuation of a district may be adjusted
if property is added to or removed from a
development financing district pursuant to an
amendment of the taxing unit’s development
financing plan.” The base valuation also would be
increased in revaluation years if property values of
the district as they existed on the January 1
immediately preceding the effective date of the
district are increased by the revaluation.” Thus, the
base valuation generally increases in a revaluation
year to take into account appreciation in the value of
property that was in the district as of January 1 before
its creation. The new base valuation does not include
the value of improvements to property made after the
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January 1 preceding the effective date of the district.
A county assessor must immediately certify any
amendments to the base valuation of a district to the
same entities notified of the initial base valuation.>

After establishing a development financing
district approved by the LGC, a county or city must
establish a revenue increment fund (special revenue

fund) to account for the proceeds paid to the county
or city from taxes levied on the incremental assessed
value in the district, including taxes levied based on
property owners’ agreements to a minimum assessed
property value. A capital projects fund is used to
account for the tax increment bond proceeds and their
expenditure for capital improvements.

Each year the county tax assessor determines the
current assessed value of property in the project
development district.”* Real property within the
district continues to be valued pursuant to the
countywide revaluation schedule, which must
provide for the revaluation of real property at least
every eight years.” Personal property within the
district (other than registered motor vehicles), like all
personal property in the county, is valued as of
January 1 of each year.’® Improvements to real
property are added to the tax base on the first January
1 of their existence and are assessed according to the
value that would have applied on January 1 of the last
revaluation year.”’ Thus, increases in the current
assessed value in nonrevaluation years result solely
from improvements to property rather than
appreciation in market value. Market value
appreciation increases the current assessed value only
in revaluation years. The incremental value of the
development financing district is the current assessed
value in a given year minus the base assessed value
of the district. In any year in which there is an
incremental assessed value, the following steps are
taken to distribute the tax proceeds resulting from the
application of the county’s or city’s tax rate to the
project development district:

1. The net proceeds are calculated, which
represent the gross proceeds less refunds,
releases, and any collection fees.

2. The net proceeds from the following taxes
are paid to the taxing unit that levied the tax:
(a) taxes levied specifically to repay general
obligation debt, (b) nonschool taxes levied
pursuant to a vote of the people; (c) taxes
levied for a municipal or county service
district; and (d) taxes levied by a taxing unit
in a development financing district
established by a different tax unit for which
no increment agreement exists.

3. The remaining taxes are multiplied by a
fraction in which the base valuation is the
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numerator and the current assessed valuation
is the denominator. The product of this
multiplication is retained by the city, county,
or special district as if the development
financing district did not exist.

4. The remaining proceeds are turned over to
the finance officer for the taxing unit that
established the district and issued the
financing instruments; this official deposits
these amounts in the revenue increment
fund.™®

In practical terms, tax increment revenue is
established by applying the county’s or city’s tax rate
to the incremental assessed value of the district. If the
development financing district includes property
conveyed or leased by the taxing unit to a private
party in consideration for the increased tax revenue
expected to be generated by improvements
constructed on the property pursuant to G.S. 158-7.1,
then an amount equal to the consideration, less the
increased tax revenue realized since the construction
of the improvement, must be transferred from the
revenue increment fund to the county, city, or special
district as if the development financing district did
not exist.”

Money that remains in the revenue increment
fund after any such transfers may be used to (1)
finance capital expenditures by the issuing unit; (2)
meet principal and interest payments and establish
and maintain debt service reserves for project
development financing debt instruments and debt
instrument anticipation notes issued for the district;
(3) repay the appropriate fund of the issuing city or
county for moneys expended on debt service for
project development financing debt instruments; and
(4) meet other requirements imposed by the order
authorizing the project development financing debt
instruments. If excess funds remain in the revenue
increment fund after all voluntary and involuntary
purposes have been satisfied, they must be paid to the
general fund of the county and, if applicable, the city
or special district, in proportion to their rates of ad
valorem tax on taxable property located in the
development financing district.’

An Example of Project
Development Financing

Project development financing can be extremely
complicated when compared to other financing
alternatives, which is why local governments
commonly use a negotiated sale rather than a
competitive sale when issuing project development
bonds. The example presented in this section is not



October 2006

intended to cover all the details and nuances of
project development financing. Its purpose is to show
(1) how the amortization of project development
bonds is structured according to the projected growth
rate of tax increment revenue and (2) how the
incremental valuation from a development financing
district increases over time.

The city of Bluesky, North Carolina, which is
located just outside a major metropolitan area, is
negotiating with several developers for projects
designed to help revitalize its downtown. One
developer is interested in building a hotel and
conference facility that will complement Bluesky’s
close proximity to the interstate and the regional
airport that serves the metropolitan area. Another
developer is interested in a mixed-use (commercial)
project that combines upscale retail space with urban-
style apartment homes. The developer pursuing the
hotel and conference facility has secured an option to
purchase property in downtown Bluesky that
currently contains vacant, dilapidated commercial
space, which would be demolished to build the new
facility.

The developer of the proposed mixed-use project
has asked the city to help negotiate the purchase of
land adjacent to the site of the proposed hotel and
conference facility. The owner of the land does not
want to subdivide the parcel, but subdividing the
parcel would make it more attractive to the mixed-
use project developer. Another issue that complicates
both projects is the lack of parking in the downtown
area. The hotel developer is willing to build parking
spaces to accommodate only hotel guests, but parking
would still be problematic for those using the
conference center.

One possible solution is for the city of Bluesky
to create a development financing district, which
would include the parcels of land for the hotel and
conference facility and the mixed-use facility. The
city could appropriate fund balance to purchase—
jointly with the mixed-use developer—the land
adjacent to the hotel and conference facility site,
which could then be subdivided between the city and
the developer. The city could issue project
development bonds to build a parking deck on its
portion of the property to serve the mixed-use
property, the overflow needs of the hotel, and the
general public. To ensure that the project
development bonds are being used for a public
purpose, the city would refrain from guaranteeing
spaces to the hotel for its overnight guests.

Assume that after conducting a parking
feasibility study to analyze demand based on various
rate structures, Bluesky decides to pursue creation of
a development financing district. The city completes
a development financing plan, which includes the
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cost of building the parking deck and making
necessary street improvements, the sources and
amounts of funds to pay for that construction, the
base valuation of the development financing district,
and the projected incremental valuation that would
result from the private investment in the development
financing district.

Table 3 contains the amortization schedule for
the project development bonds that would finance the
proposed parking deck. Bluesky’s plan is to issue $12
million in project development bonds at an interest
rate of 5.5 percent, with $10.9 million being used for
capital projects (parking deck and minor street
improvements) and borrowing costs. The remaining
$1.1 million will be used to pay for interest on the
bonds during the construction phase of the project.®'
The amortization schedule of the project
development bonds is based on twenty years.

The base valuation of the property, as shown in
Table 3, is approximately $390 million, which
increases in Years 8 and 16 as a result of a
countywide revaluation. Table 3 shows the projected
annual growth rate of the development financing
district, the total valuation of the district, the
incremental valuation created from annual growth,
and the projected property tax revenue based on a
city tax rate of 43 cents per $100.

Table 3 also shows general fund revenue during
the life of the bonds and the annual tax increment
revenue that will be used to amortize the bonds.
General fund revenue is calculated by multiplying the
fraction of base valuation divided by total valuation
against the property tax revenue, as required by G.S.
159-107(d)(2). Annual tax increment revenue
represents the difference between property tax
revenue and general fund revenue. In practical terms,
it approximates the city’s tax rate of 43 cents applied
to the incremental valuation.

A key element of the amortization schedule is
how annual debt service has been structured to
accommodate the growth of tax increment revenue.
Because tax increment revenue is not sufficient in
this case to immediately make annual principal and
interest payments, interest-only payments are
scheduled for Years 1 through 5. This strategy, along
with the $1.1 million of capitalized interest, will
ensure that the annual debt payments are satisfied
until project construction is completed and tax
increment revenue is sufficient to meet annual debt
payments. Even with this repayment structure, the
projected amount in the revenue increment fund falls
to approximately $150,000 in Year 7, as shown in
Table 3. Therefore, Bluesky may have to pledge
some other source of revenue as additional security
for the project development bonds. The city may
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government sales tax proceeds as additional security.

Figure 1 shows how the projected incremental
valuation increases over the twenty-year period that
represents the lifetime of the bonds. The incremental
valuation in the development financing district is
projected to increase by approximately $200 million
in the first six years of its existence due to the new
development projects. The importance of viable
development projects cannot be overstated, given the
growth rates required to create a substantial
incremental valuation in the early years of
development financing districts. The city may ensure
a minimum level of incremental valuation by entering
into agreements with developers, setting a minimum
assessed value for proposed improvements in the
district.

Figure 1 shows that the valuation is projected to
increase by another $300 million over the next
fourteen years. Slower growth is estimated after the
first few years of the development financing district’s
existence because of the difficulty of predicting
future development. The base valuation is adjusted in
Years 8 and 16 (as shown in Figure 1), a result of
appreciation within the district as determined by the
countywide revaluation. If the development financing
district ends after the bonds are satisfied in Year 20,
Figure 1 also shows how project development
financing would have achieved positive economic
growth in Bluesky’s downtown area by increasing the
district’s total valuation from approximately $400
million to over $900 million.
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Conclusion

Project development financing provides counties and
cities in North Carolina with a new method of
financing joint public and private ventures designed
to combat blight and promote economic and
community development. While the funding of such
projects through project development financing may
not be feasible for all urban renewal and economic
development projects and is unlikely by itself to
eradicate blight or generate long-term financial
prosperity for a specific area, this financial tool may
be utilized to spark, and subsequently complement,
other revitalization and development efforts. Careful
planning and in-depth financial analysis are
prerequisites to the success of a project development
financing endeavor.

County or city officials proposing to create a
development financing district must ensure that the
issuance of debt for public infrastructure is necessary
to achieve their renewal goals and recognize that the
desired private investment will not occur without
public resources. Before establishing such a district, a
local government also will need to consider what, if
any, revenues in addition to the tax increment must
be pledged to guarantee the bonds. The Project
Development Financing Act provides counties and
cities with a fair amount of flexibility in determining
the projects in which to invest public funds as well as
the manner in which to structure and guarantee
repayment of project development financing debt. It
remains to be seen whether, and how, these debt
instruments will contribute to the rebuilding and
growth of North Carolina communities.
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