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Special report: The incinerator that may burn muni
investors
Wed, May 12 2010

By Lisa Lambert
HARRISBURG, Pennsylvania (Reuters) - The story of how Pennsylvania's capital
city Harrisburg has lurched toward the precipice of financial ruin is a cuckoo tale
involving one man's vision of creating a hub for museum lovers, a possible FBI
investigation, and a $45,000 tomahawk that may or may not have been owned by
Chief Crazy Horse.
But if this historic city of nearly 50,000 does end up defaulting on its debt -- a
move that would send shockwaves through the $2.8 trillion municipal bond market
-- most of the blame can be placed squarely on a single incinerator.
A financing scheme to fund its state-of-the-art trash-burning plant has left the
150-year-old Harrisburg scrambling to pay $68 million of interest this year. The
payments exceed the annual city budget by some $3 million and the city council
has recently begun to explore a possible bankruptcy filing, an event that would cast a shadow far beyond the Keystone state.
Municipal bankruptcies are extremely rare. The tax-exempt municipal bond market, where states, counties, cities and towns borrow
money to pay for roads, schools, bridges and hospitals, is generally considered a safe investment with a far-lower default rate than
the corporate bond market.
As the recession has continued to grind away at state and local government revenue, however, fears of a spike in defaults have
risen, unsettling investors and shining an unwelcome spotlight on Harrisburg's financial woes.
The Harrisburg Authority, a municipal entity dedicated to building and financing public works such as sewers, missed a $425,282
payment due May 1 on some of its $282 million of incinerator debt because its reserve fund is depleted.
The city, the surrounding Dauphin County and bond insurance company Assured Guaranty Municipal Corp back some of the
authority's debt and Assured made the May payment. But that still leaves Harrisburg residents on the hook for a large part of the
costs of the bonds.
Adding to the financial morass is Harrisburg's long-serving former mayor, Stephen Reed, who dreamed of bolstering the area's
economy by acquiring relics from the American West. He acknowledges that he directed funds from the authority and toward his
vision of turning the city into an oasis of themed museums.
It hasn't worked out that way.
LIVING UNDER A CLOUD
To understand how a lone incinerator could create such a burning financial crisis, go back to 2003. That year, the federal
government called for the plant to be shut down -- it was releasing dioxin, which is linked to cancer and birth defects. The trash
burner had also raised the ire of activists, who pointed out that some of the area's poorest families lived directly under its clouds.
In response, the Harrisburg Authority revamped the nearly 40-year-old incinerator. Called the "Harrisburg Resource Recovery
Facility," the fixed-up plant reopened in 2008 and was expected to burn more cleanly, while raising cash from trash collected across
Dauphin County. There are 87 such waste-to-energy plants in the United States and many, including Harrisburg's, also harvest
ferrous metals from the trash to sell, bringing in much-needed revenue.
The authority's financing for the incinerator was a Rube Goldberg contraption. According to data supplied by Harrisburg Controller
Dan Miller, the authority issued 11 sets of bonds to build, refinance, expand or repair the incinerator between 1969 and 2003. The
largest was $125 million in 2003.
Half of this year's scheduled payments, $34 million, is supposed to go to Bear Stearns, now a part of JP Morgan Chase, for a
working capital loan on the retrofitted incinerator. But it is another loan that has many people confused.
The authority did not issue a performance bond, a type of insurance on the contractor finishing work on a project. As a result, it was
caught short when the contractor pulled out. Citizens and officials want to know why such a standard bond was never issued.
The authority had to turn to Covanta Energy, the new operator, to finish the work and borrowed nearly $22 million from the company.
According to a Covanta filing, the company authorized a loan of up to $25.5 million.
The Covanta filing said that $19 8 million of Harrisburg's debt remains outstanding and that the city is negotiating forbearance for a
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Harrisburg and other stakeholders to maintain our position in the project and to protect the recovery of our advance."
WANT TO SWAP?
Then there are the swaps.
Harrisburg is one of a multitude of municipalities in Pennsylvania that purchased swaps to hedge against interest rate risk.
The Harrisburg Authority entered into three swaps for its 2003 bonds in the hopes of lowering net interest costs on the debt. Two
swaps mature by 2013 and one will run until 2033, according to the authority. Beginning in 2005, the authority began making
payments on the agreements it had made with the Royal Bank of Canada.
Typically, if an issuer cannot make a payment the counterparty is free to end the swap and issuers pay steep termination fees. The
Harrisburg Authority put guaranties on its swap payments.
As a result, if it could not make a scheduled swap payment, then the city would. If the city could not, then Dauphin County would.
That's what happened last summer, and the county is suing the city and the authority to recoup $775,652.93 for a June 1, 2009 swap
payment.
Swaps, and their hefty termination fees, are currently under the regulatory microscope as the economic recession makes cash
scarce for state and local governments.
Pennsylvania's auditor general has launched a campaign to convince local governments to avoid swaps, or to end current
agreements, and the state legislature is looking into banning them altogether. Last year, many of the state's school districts, which
had been desperate for cash, were burned by swaps that included large termination fees that are, as the Auditor General Jack
Wagner put it, "lining pockets on Wall Street."
The U.S. Congress is also mulling new disclosure and fiduciary responsibility requirements for swaps and other financial instruments
that cities and states use, but don't always understand. And for more than two years, since the bond insurance industry melted down
and the credit market froze, House Financial Services Committee Chairman Barney Frank has proposed legislation to create
safeguards for municipal bond issuers.
Still, few of those protective measures have yet become law and the reality is that many financial instruments are puzzling for those
whose feet never tread on Wall Street.
"Finance officers may yell at me, but the truth is that they didn't go to Wharton," said Christopher "Kit" Taylor, who was head of the
Municipal Securities Rulemaking Board (MSRB) for decades until 2007. He was referring to the University of Pennsylvania's
prestigious business school.
THE MUSEUM DREAM
Alongside that tomahawk, wagon wheels, rifles, saddles, Indian effigies, photographs, furniture and a stuffed buffalo have all been
gathered in a Harrisburg brick warehouse to fill a museum that was never built. The artifacts, together with thousands of others
ranging from a Civil War machine gun to an ancient Sumerian necklace, were purchased by Reed when he was mayor, as part of his
dream of turning the former industrial town into a museum hub.
The museum featuring Western memorabilia would commemorate the city's role in America's westward migration, even though
Harrisburg, which runs along the Susquehanna River just off the Appalachian Trail, is located more than 1,000 miles away from the
Alamo and other iconic landmarks of the Old West.
Needing cash, the city has only been able to sell a small portion of the artifacts. A Dallas auction house recently took just 850 items,
suggesting the remainders -- the vast majority of the total collection -- have little value. The city did establish a small National Civil
War Museum, ringed by a largely empty parking lot on a hill, which must compete with a more popular museum nearby at the famous
Civil War battleground of Gettysburg.
Reed, who lost a re-election battle in November after 28 years in office, said a total of $15 million was spent on the artifacts. The
money came from a special projects fund supported by fees earned on bonds issued by the Harrisburg Authority for capital projects.
Reed contends that none of what he spent was related to the incinerator bonds.
Eric Papenfuse, a former member of the authority's board, says those numbers are wrong. Papenfuse runs his Midtown Scholar used
book store and coffee house in a remodeled movie theater across from the Broad Street Market, where members of the
Pennsylvania Dutch community sell meats, produce and pastries.
Papenfuse contends at least $30 million was spent on the artifacts, which should never have been purchased with funds from an
organization whose mission is to improve public infrastructure.
"This entire thing was the wrong spending of public funds," said Papenfuse, who ran unsuccessfully for city council last November.
Reed confirmed that larger items were collected from vendors around western states by his aide John Levenda, who rented a truck
and was sometimes accompanied by a uniformed Harrisburg policeman.
He argued this had saved the city "considerable sums" that would have been spent on shipping and packaging, according to a
September 7, 2004 letter from the mayor to the authority that was published by Papenfuse during his election campaign.
Alarmed by the spending, Papenfuse contacted the Federal Bureau of Investigation, which, he said, was already looking into claims
of corruption in Harrisburg city government. The bureau told him it would look into the matter, but then cut its ties with him after he
went public with the accusations during his run for city council, Papenfuse said.
The FBI refused to confirm or deny the existence of any investigation into Harrisburg's finances.
ECONOMIC REVIVAL
Reed rejected criticism that the city should never have spent bond fees on such items, because he believes his vision could have
brought in money and helped the town flourish.
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"The whole point wasn't historic preservation," he said. "It was designed to boost tourism in our local economy."
That local economy was all but dead in the 1970s and early 1980s -- until Reed became mayor while still in his thirties -- as it
suffered from people moving out of the urban core.
Now, on warm spring nights independent bars and restaurants along Second Street, steps from the capitol building, throw open their
windows and doors and put tables out on the sidewalks. According to city documents, Harrisburg had 8,658 businesses on its tax
rolls in 2008, more than four times the 1,903 businesses in 1982.
Residents say it's ironic that during this awakening, the city faces the prospect of bankruptcy.
Still, prosperity has been uneven. In the shadow of the incinerator, people mill through rows of subsidized housing during the middle
of the day. Vacant homes line the main road that leads to the Civil War museum. The city's median income in 2008 was $34,037, well
below the statewide level of $50,713, according to City-data.com.
Reed, who now consults on economic development and government relations, said there is no connection between the artifacts and
Harrisburg's crippling incinerator debt.
He argued his debt-reduction plan failed because of opposition from the current mayor, Linda Thompson, a former city council
member who used the debt crisis to criticize Reed during her successful campaign in 2009.
Asked in a February interview whether Harrisburg would file for Chapter 9 bankruptcy, Thompson replied: "Absolutely not."
She said Pennsylvania Governor Edward Rendell has for now ruled out a state takeover of Harrisburg's finances under what is
known as "Act 47." In the meantime, Thompson has suggested leasing or selling Harrisburg's assets such as parking lots.
TRASH-O-NOMICS
Collecting enough trash to make the incinerator cost effective has been a problem. The burner is designed to process 800 tons per
day of solid waste, generating 24.1 megawatts of energy. Instead, according to recent authority reports, it processed 656 tons per
day in March and 602 tons per day in February. In April, the local newspaper reported that haulers were dumping collected garbage
in illegal sites to avoid paying the "tipping fees" for leaving it at the incinerator, shorting the authority of at least $300,000 annually.
According to The Patriot News, a county employee paid $15.47 per hour now follows the trucks to ensure they make it to the
incinerator.
The MSRB's Taylor said the incinerator financing from the beginning was "silly." "Anybody who's studied incinerator bonds for the
last 30 years would find most of them had great difficulties, if not defaults," he said. "Where were Harrisburg's brains?"
TARNISHED REPUTATIONS
Filing for rarely used Chapter 9 municipal bankruptcy is a multi-step process that takes months to complete and that few cities or
counties have ever undergone. For Harrisburg, the consequences of being unable to make the payments due before the end of the
year have already begun raining down.
City Controller Miller told Reuters the city should consider bankruptcy, or negotiate a reduction of the debt with bondholders, but
added that he is not sure how Harrisburg plans to handle the problem. "The mayor doesn't speak to me," he said.
He is urging the city not to sell its parking assets because they generate about $18 million a year, or about a third of general fund
revenue. If those fees disappear, Harrisburg would likely have to impose a massive tax increase, he said.
Last month, the city council approved measures on how leases and sales of assets could be conducted, but with heavy restrictions,
including barring any lease or sale until Harrisburg fully explores the option of bankruptcy.
Mayor Thompson reportedly is hiring a financial adviser and expects to have a plan in place by June.
But rating agency Moody's Investors Service says the incinerator debt will remain a burden for Harrisburg that "will stress the city's
finances for the foreseeable future, negatively affect its creditworthiness, and jeopardize its future access to the public credit
markets."
In the meantime, Harrisburg residents are stewing.
Ann Knaus, who has lived in Harrisburg eight years and lobbies the state government for the Natural Resources Defense Council,
likens the incinerator to the so-called Big Dig in Boston -- the tunnel Boston took 16 years to build that went more than $10 billion
over budget and is often considered the costliest highway project in U.S. history.
Her husband, Kurt, said he worries about what a default would do to Harrisburg's reputation and that of Pennsylvania.
"It doesn't say much about a state when the capital goes bankrupt," he said.
(Additional reporting by Jon Hurdle in Harrisburg and Karen Pierog in Chicago, editing by Jim Impoco and Claudia Parsons)
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