Bond default could hinder future projects
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In the aftermath of what some saw as the last, best hope to fill Hardin's vacant jail, the immediate fate of the project remains uncertain, with few good options for a swift resolution.

One industry insider says that project leaders must work to mend fences with state government officials, wait for demand in prison beds to pick up and perhaps even expand the facility to make it more attractive to potential private partners.

Another public policy advocate says that, no matter what happens, the decision to link the town's economic development to a private prison will have lingering consequences, including potential difficulty in finding funds for future projects.

The $27 million in unrated, uninsured municipal bonds issued by the Two Rivers Authority, Hardin's economic development arm, are backed only by the jail's mortgage and its operating income, which so far has been zero.

Hardin, Big Horn County and state taxpayers are not on the hook to cover losses from the project, which is in default and has drawn from a $2.6 million reserve fund to make scheduled payments to bondholders.

Bondholders stand to lose their investment, as the empty jail generates no revenue to service the debt. But many investors may be unaware they even have a stake in the jail, due to the sometimes-complex financial structures of municipal bond financing.

A combination of wealthy individuals, insurance companies and large investment management firms have traditionally bought municipal bonds, said Philip Mattera, research director for Good Jobs First, a public advocacy group in Washington, D.C., focused on accountability in economic development subsidies.

Financial disclosure records from the U.S. Securities and Exchange Commission show that at least three publicly traded bond funds bought substantial positions in the Two Rivers offering.

According to SEC filings made last month, the largest of those is a $4.1 million stake in a long-term municipal bond fund managed by BlackRock, one of the world's largest publicly traded investment management funds.

The Two Rivers bonds, which promise a tax-free return of slightly more than 7 percent, are included in a $237 million BlackRock fund that also helped finance dozens of other projects, including public universities in Pennsylvania, a hospital in Delaware and a municipal water project in New York.

A BlackRock spokeswoman declined to comment on what plan, if any, the company had for handling the Two Rivers bond default.

Michael Harling, an executive at Municipal Capital Markets Group, one of two underwriters for the Two Rivers bond issue, did not respond to a message seeking additional information.

Little recourse

Under the offering's prospectus, bondholders have little recourse in the event of default, other than to foreclose on the prison. That can be done only after investors holding at least two-thirds of the $27 million total issue request such a move in writing.

Foreclosure is unlikely, at least in the near term, said Charles R. Jones, president of Inland Public Properties Development, a Texas-based company that finds municipal bond funding and other revenue sources for government buildings, including jails.

"Bondholders would be in the same position of trying to do exactly what everyone has done, which is get a population in there," said Jones, who said he had considered funding a private prison in Montana before the Hardin deal was announced.

Because they would have to hire someone to manage a search for prisoners, bondholders are likely to simply allow Two Rivers, Harling and other players in the deal to continue the search, he said.

While Hardin is an extreme example of what can go wrong with a private prison venture, its vacancy and bond default are not unique, said Judith Greene, a criminal justice policy analyst with New York-based Justice Strategies.

In a scenario that parallels some of the circumstances in Hardin, a number of speculative, for-profit jails were built in Texas in the early 1990s to house growing inmate populations. They were left empty or unfilled after incoming Gov. Ann Richards instituted sweeping prison reforms, Greene said.

Six jails across Texas, including some built by counties as revenue-generating operations, were eventually bought by the state for about 50 cents on the dollar and used for various treatment and detention programs, Greene said, adding that bondholders there sued developers after suffering steep losses.

Jones said that a counter-intuitive strategy of expansion might be the answer in Hardin, where the prison has more barracks-style beds geared for immigration detainees and fewer smaller cells favored for housing other kinds of offenders.

"It's a tough pill to swallow, but the solution might be to expand the facility so that it can hold a larger population" and offer a different configuration of cells, Jones said.

A briefing document prepared for the Montana State Legislature notes that the Two Rivers jail "is designed with the infrastructure to accommodate a future expansion of an additional 440 beds."

Doubling the number of beds would "lower the average cost per bed and lower the operations costs because of economies of scale," Jones said, adding that other struggling facilities have improved their fortunes by expanding.

Critics of private prisons caution that building more and larger jails creates greater political pressure to fill them in order to protect the jobs and revenue they generate.

Improved relations

Jones said that project leaders in Hardin should work to improve relations with state government leaders and administrators at the Montana Department of Corrections.

"There was a sense that the developers on that facility moved forward without the full support of the elected officials, and they've never really gotten the political support they need," he said.

Despite a surplus of beds that may have contributed to the halt in construction this year of a 2,000-bed private prison in Tennessee, Jones said that jails are filling, and national trends indicate that demand will eventually outpace supply.

Any solution for Hardin is likely to come in partnership with a major industry player that operates other facilities around the country, he said.

But those interested in Hardin's jail may be waiting for a bondholder lawsuit or foreclosure to trigger an opportunity to buy or lease the facility at a steep discount, as the bond default puts Two Rivers in a poor bargaining position.

"You always have vulture investors willing to buy things for pennies on the dollar if they think there's some remote chance they can recoup their investment," said Mattera, the economic development analyst.

"But in the minds of Wall Street and bond investors, that locality is associated with a default, and it can have negative consequences," he said, adding that future Hardin bond issues for unrelated projects could be hindered.

Jones said that he was optimistic that the Hardin jail would eventually fill.

"I think it's just a matter of staying power, and then market demands will play out, as they usually do. The facility will be needed and put into service," he said. "It's just a matter of staying alive in the meantime."
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