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HERITAGE SQUARE
PROPOSALS

REVIEW TEAM
ASSESSMENT

March 28, 2007



OFFICE OF THE Ci1TY MANAGER
HOUSING & COMMUNITY DEVELOPMENT DIVISION

March 28, 2007
Dear Heritage Square Developer Selection Committee Member:

Transmitted herewith is your copy of the Heritage Square Proposals Review Team
Assessment (“RTA”).

The RTA consists of work product resulting from staff and consultant review and
evaluation of the four (4) proposals submitted in response to the Heritage Square Request
For Proposals, including the proposers’ March 9, 2007 addendum materials.

The RTA is provided to assist the Developer Selection Committee in evaluating, scoring,
and ranking the Heritage Square proposals, and arriving at a developer selection
recommendation.

Staff and consultants are available to provide any clarification on information contained
in the RTA as may be requested by the Developer Selection Committee.

Respectfully,

James Wong
Senior Project Manager

cc: Brian K. Williams, Assistant City Manager
Greg Robinson, Housing and Community Development Administrator
Lola Osborne, Northwest Manager
Vincent Gonzalez, Redevelopment Manager
John Andrews, Business Development Manager
Theresa Ortega, Administrative Assistant
Andrea Castro, Keyser Marston Associates
Julie Romey, Keyser Marston Associates
Marc Futterman, Futterman & Associates

649 North Fair Oaks Avenue, Suite 202 « P.O. Box 7115 « Pasaderia. CA 91109-9841
(626) 744-8300 + Fax (626) 744-8340
www.cityofpasadena.net
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FINANCIAL ANALYSIS OF
HERITAGE SQUARE

DEVELOPER PROPOSALS
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KEYSER MARSTON ASSOCIATES

ADVISORS IN PUBLIC/PRIVATE REAL ESTATE DEVELOPMENT

MEMORANDUM

To: Gregory Robinson, Housing Administrator
City of Pasadena
From: Julie Romey
Andrea Castro
Date: March 27, 2007
Subject: Heritage Square - Feasibility Analysis Overview

At your request, Keyser Marston Associates, Inc. (KMA) reviewed the four proposals
submitted in response to the request for proposals (RFP) issued by the Pasadena
Community Development Commission (Commission) for a mixed-use, mixed-income
development on the 2.82-acre site located at 19-25 East Orange Grove Boulevard and
710-790 North Fair Oaks Avenue (Site). The included parcels are currently either owned
or controlled by the Commission.

The primary purpose of the KMA analysis is to evaluate the overall financial feasibility of
each proposal. In addition, KMA has identified outstanding issues that should be
considered by the Commission and the Developer Selection Committee as the
recommendation on selection of a developer for the Heritage Square project is prepared.

KMA has prepared a memorandum for each proposal which summarizes the proposals
and feasibility analysis as well as provides a summary of issues with the individual
proposals. This memorandum summarizes the background of the RFP process, KMA's
financial analysis assumptions and major issues.

BACKGROUND

The Site is bound by Orange Grove Boulevard to the south, Fair Oaks Avenue to the
west, Painter Street to the north, and Wheeler Lane to the east. The Site has been
identified as a major gateway to the northwest area of the City of Pasadena (City). The

SO0 SOUTH GRAND AVENUE, SUITE 1480 > LOS ANGELES, CALIFORNIA 90071 )- PHONE 213 622 8095 i~ FAX 213 622 5204

WWW.KEYSERMARSTON.COM
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To: Gregory Robinson, City of Pasadena March 27, 2007
Subject: Heritage Square - Feasibility Analysis Overview Page 2

Commission has already purchased a large portion of the Site and is in the process of
acquiring the remaining two parcels that include Church's Chicken and Brown Memorial
AME Church. The cost to the Commission to acquire the Site is estimated to total $9
million, or $73 per square foot of land area.

The Commission has utilized various funding sources to acquire the Site, including City
Inclusionary Housing Trust Funds (Trust Funds), property tax increment housing set-
aside funds (Set-Aside) and HOME funds allocated by the United States Department of
Housing and Urban Development (HUD). An appraisal of the Site is currently being
completed, and according to Commission staff, the market land value at the highest and
best use is estimated at $11 million, or $89 per square foot of land area.

The Commission issued the RFP in November 2006 and received four development
proposals in response. However, after reviewing the initial proposals, Commission and
City of Pasadena (City) staff met with the four developers and requested that the
proposals be resubmitted so that the Commission’s only financial contribution to the
project would be the donation of land. In response, the four developers resubmitted the
proposals on March 9, 2007, the revised proposals are reviewed in the accompanying
memorandums.

Proposal Requirements

Prior to the issuance of the RFP, the Commission prepared and presented to the
community for input a wide range of development options with varying degrees of
product mix, density and open space, etc. The following development preferences were
ultimately approved by the Commission and incorporated into the RFP:

1. The proposed development mix of uses should include the following:

a. A residential component comprised of 67% rental housing and 33%
ownership housing units. An undetermined number of units should be
age-restricted housing for seniors (55 years of age and above).

b. A non-residential component should include both retail and commercial
office, and community space.

2. The residential element should provide housing for a varied mix of incomes (very
low, low, moderate, inclusionary, and market rate) within the following suggested
unit mix:

0703043_Gen Memo; PAS:JLR:gbd
17206.003/015



To: Gregory Robinson, City of Pasadena March 27, 2007
Subject: Heritage Square - Feasibility Analysis Overview Page 3

Development Number Percentage of
Mix of Units Development
Ownership 49 33%
Rental 99 67%
Total 148 100%
3. The definitions of the household incomes by income category as presented in the

RFP are shown in Table 1, which is located at the end of this memorandum. The
income restricted rents and income restricted sales prices are provided in Table
2 and 3, respectively.

4. The non-residential component shouid consist of the following:

a. A total of 20,000 square feet of commercial space should be distributed
between the ground floor of a residential building and a vertical mixed-use
building;

b. The vertical mixed-use building should have office space located on the

upper levels of the building;

C. The Church’s Chicken, which is currently located on the Site, should be
included on the Site or relocated off-site, at the developer’'s expense;

d. The existing Decker House, also currently located on the Site, should be
relocated off-site at the developer’s expense.

€. A total of 2,000 square feet of community space should be included in the
residential component on the site.

5. The parking requirements set forth in the RFP reference zoning code section
17.46.040 and are generally summarized below:

Parking Ratio
Multi-family Dwelling Units
Units iess than 650 Sf 1 Space per Unit
Units 650 Sf or Larger 2 Spaces per Unit
Senior Housing .50 Space per Unit
Guest Parking 1 Space per 10 Units
Commercial 3 Spaces per 1,000 Sf

FEASIBILITY ANALYSIS ASSUMPTIONS

KMA reviewed the pro formas provided by each of the four developers, and then
independently performed a financial analysis to estimate the financial feasibility of each

0703043_Gen Memo; PAS:JLR:gbd
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To: ' Gregory Robinson, City of Pasadena March 27, 2007
Subject: Heritage Square - Feasibility Analysis Overview Page 4

proposal. The following summarizes the assumptions used in the KMA financial
analysis.

General Assumptions

The RFP specifies that the selected developer will be responsible for any demolition,
relocation and off-site improvement costs that are required. City staff provided off-site
improvement estimates based on each individual proposal, which KMA prorated across
each component of the individual proposals. The following costs were also pro rated
across each development component, and are based on estimates provided by the City
staff.

Land-Related Costs

Demolition Costs $160,000
Relocation Costs 300,000
Total Land-Related Costs $460,000

The following assumptions are fundamental to the KMA financial analysis:

1. Direct Construction Costs:

a. To acquire the Site, the Commission utilized funds derived from the City’s
Trust Fund. According to the City's legal counsel and staff, the use of
Trust Funds imposes prevailing wage requirements on the proposed
Project. In accordance with this requirement, KMA has assumed that
prevailing wages will be paid to the contractors and subcontractors for
each project.

b. The direct costs include a 14% allowance for contractor’s fees, general
requirements, and construction management; a 5% allowance for
contingencies; and a 1% allowance for a construction bond.

C. The on-site improvements are estimated at $10,000 per unit for all
residential components and $10 per square foot of GBA for the
commercial component.

d. Each proposal included either a semi-subterranean or one-level
subterranean parking garage. KMA estimated the cost of each type of
parking structure as follows:

i. Semi-subterranean parking structure - $20,000 per space; and

ii. One-level subterranean parking structure - $30,000 per space.

0703043_Gen Memo; PAS:JLR:gbd
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To: Gregory Robinson, City of Pasadena March 27, 2007
Subject: Heritage Square - Feasibility Analysis Overview Page 5
2. Indirect Costs:

a. Architecture, engineering and consulting fees are estimated at 6% of total
direct costs.

b. The public permit and fee estimates for all development components of
the project reflect estimates provided by the City based on each
developer’s proposal.

c. Taxes, legal and accounting costs are estimated at 1.5% of direct costs.

d. The contingency allowance is set at 5% of the other indirect costs.

3. Financing Costs:

a. The financing assumptions applied in the analysis assume a 7.0%
interest rate on all construction loans and an 8.0% interest rate for all
permanent loans.

b. The loan fees are estimated as follows:

i Construction loan - 1.5 points; and
ii. Permanent loan — 2 points.
4. Income Assumptions:
a. The estimated affordable sales prices and affordable rents reflect the

income requirements imposed under the following funding sources:

i. Federal Low Income Housing Tax Credits (Tax Credits), which are
competitively allocated by the California Tax Credit Allocation
Committee (TCAC);

ii. Property tax increment housing set-aside (Set-Aside) funds as
regulated under California Health and Safety Code Section 50053
(Section 50053); '

iii. The City of Pasadena Inclusionary Housing Ordinance; and

iv. The City of Pasadena Workforce Housing Ordinance.

0703043_Gen Memo; PAS:JLR:gbd
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To: Gregory Robinson, City of Pasadena March 27, 2007
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b. KMA utilized the affordable rents and sales prices that were included in
the RFP. These rents and sales prices are presented in Tables 1 and 2,
which are located at the end of this memorandum.

5. The KMA analysis solves for the maximum amount that the project can support in
land acquisition costs.

Senior Rental Component

The proposals that included a Senior Rental Component also assumed an award of Tax
Credits. The following assumptions applied in the financial analysis are based on KMA's
experience with similar projects:

1. Total Construction Costs:
a. Direct Construction Costs:

i The building shell cost estimates assume that projects with fewer
than 50 units cost $170 per square foot of gross building area
(GBA) while projects over 50 units cost $150 per square foot of
GBA.

ii. An allowance of $50,000 is included for common area furnishings;
b. Indirect Costs:

i. The insurance costs are estimated at $2,000 per unit.

ii. The marketing and leasing costs are estimated at $1,000 per unit.

iii. The developer fee was estimated assuming the lesser of the fee
estimate provided in the developers' proposals, and the maximum
fee allowed by TCAC.

C. Financing Costs:

i. The Tax Credit fees include a $2,000 application fee; a $410 per
unit monitoring fee; and 4% of the gross annual Tax Credit
proceeds.

ii. The capitalized reserves are based on three months of the
general operating expenses, capital reserve deposits and debt
service,
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iii. The construction loan assumes that 50% of the Tax Credit equity
will be available during construction; the developer assumed
development period; and a 60% average outstanding balance.

2. Net Operating Income:

a.

b.

Miscellaneous income is estimated at $5 per unit per month.

The vacancy and collection allowance is set at 5% of gross income.
Operating Expenses are estimated as follows:

i. Annual general operating expenses are set at $3,200 per unit.

ii. Each developer has a non-profit partner and therefore the
proposed rental projects will receive a property tax abatement.
However, KMA assumed that each project would be required to
pay $3,000 a year in non-exempt assessments.

iii. KMA utilized the developers’ assumptions for annual service
provider expenses.

iv. Annual reserves were estimated at $300 per unit.

3. Available Funding Sources:

a.

Conventional loan terms are projected to include a 30-year amortization
and a 1.15 debt coverage ratio.

The estimated net Tax Credit proceed assumes the following:

i. | An applicable fraction of 100%;

ii. A 130% difficult to develop premium;

iii. A 8.10% tax credit rate; and

iv. A pay-in equal to $0.95 per dollar of gross Tax Credit proceeds.
Deferred developer fee based on developers’ estimates.

KMA also included other outside funding sources if assumed by the
developer.
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Family Rental Component

Two of the proposals included a Family Rental Component that aiso assumes a Tax
Credit award. The operating expense estimates for this product type is estimated at
$4,000 per year. The other assumptions outlined previously are also applied to the
Family Rental Component.

Senior & Family Ownership Component

All four proposals include an Ownership Component that provides a mix of age-restricted
and non-age restricted units. Based on KMA's experience within similar projects, the
following assumptions are applied in the pro forma analysis for the Ownership
Component:

1. Total Construction Costs:
a. Direct Construction Costs:

i The building shell cost estimates assume that projects with fewer
than 50 units cost $190 per square foot of GBA while projects with
over 50 units cost $170 per square foot of GBA.

ii. An allowance of $50,000 is included for furniture, fixtures, and
equipment (FF&E).

b. Indirect Costs:

i The estimated insurance cost estimate assumes a maximum of
$15,000 per unit or $250,000.

ii. The marketing costs are estimated at $5,000 per unit for
marketing and $50,000 for one mode! unit; and

iii. The developer fee is set at 3% of the sales revenues.
c. Financing Costs:

i. The interest costs incurred during construction were estimated
based on the developers’ construction period and unit absorption
assumptions. It was assumed that 70% of the project costs are
financed with debt.
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ii. The sales cost estimates are based on 3.0% of sales revenues for
sales commissions; 1.5% of sales revenues for closing costs; and
$3,000 per unit for warranties.
2. Sales Revenues:
a. Market sales prices are estimated as follows:
i. One-bedroom Units - $471 per square foot of gross livable area
(GLA);
ii. Two-bedroom Units - $452 per square foot of GLA; and
iii. Three-bedroom Units - $440 per square foot of GLA.
3. The threshold developer profit requirement is estimated at 15% of total sales

revenues.

Commercial Component

As required by the RFP, each proposal includes a Commercial Component. The
following summarizes the assumptions included in the KMA financial analysis:

1.

2.

Direct Construction Costs:
a. The building shell costs are estimated at $120 per square foot of GBA,
b. Tenant improvements are estimated at $30 per square foot of GBA;

Indirect Costs:

a. Taxes, legal and accounting cost are estimated at 2.0% of the direct
costs;

b. Estimated insurance costs are equal to 1% of the direct costs;

c. Marketing and leasing costs are estimated at $5 per square foot of GBA,
and

d. The developer fee is set at 3% of direct costs.
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3. Net Operating Income:

a. The average commercial lease rate is estimated at $2.00 per square foot
of gross leasable area (GLA)'; and :

b. Operating expenses include the following:
i. A management fee equal to 4% of EGI;

ii. General Expenses estimated at $1.00 per square foot of vacant
GLA; and

iii. Operating reserves equal to $0.15 per square foot of GLA.
4. The threshold return on investment is set at 9%.

NEW MARKET TAX CREDITS

As part of the Community Renewal Tax Relief Act of 2000, Congress enacted the New
Market Tax Credit (NMTC) program. The goal of this program is to encourage $15
billion in new private section investment in low-income communities. The regulations
governing the program are set forth under Section 45D of the United States Department
of Treasury, Internal Revenue Code 26 CFR Parts 1 and 602. The first allocation of
NMTCs was released in March 2003. The following summarizes how the NMTC
program is implemented:

1. Qualified Community Development Entities (CDE) apply to the Treasury
Department for an allocation of NMTCs.

2. The CDE then seeks tax payers to make equity investments in the CDE.

3. The CDE is required to use substantially all of the funds raised to make
investments in qualified active businesses located or doing business in low-
income census tracts. Qualified active businesses do not include apartment

projects.
4. The funds must be utilized over a seven-year period.
5. The investors are then eligible to claim tax credits over the next seven years.

The total to tax credit equates to 39% of the equity investment. The tax credits
are used to enable the investor to receive a market return on the investment.

' Rental estimate is based on KMA research on loopnet.com and survey of local commercial real estate brokers.
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Potential Transaction

There are many variations of obtaining the NMTC equity that can be utilized by all of the
proposed projects. The following summarizes an example of a structure that can
leverage the Commission’s land contribution:

1. The Commission must make a cash contribution to the LLC in an amount equal
to the actual land costs ($9 million). This contribution is treated as a forgivable
loan. At this point in the transaction, the Commission costs equal $18 million.

2. An investor provides approximately $3.13 million to the LLC with a required
return on investment of 11%.

3. The LLC provides the CDE with a $12.13 million equity investment to be used in
the project, which the CDE loans to the project.

4, The project then purchases the Site from the Commission for $9 million.

5. At this point, the Commission assistance is equal to the costs incurred to acquire
the Site.

6. Over a seven year period, the $12.13 million investment in the CDE will generate

$4.73 million in NMTCs, of which 100% will be distributed to the investor through
the LLC. Therefore, the 11% required return will be entirely generated by the
NMTCs, inclusive of repaying the original $3.13 million investment.?

The expense of creating such a structure is typically $100,000 in legal fees. However,
the result is that approximately $3 million will remain in the project at the end of seven
years. Therefore, the $9 million Commission investment will be leveraged into providing
the project with an additional $3 million subsidy.

It should be noted that the Commission will not have direct access to the real estate
included in the Site. The $9 million in Commission assistance will be provided to an
LLC, which will provide the funds to the CDE and then the developer will pay the
Commission for the land. Therefore, the CDE will have the ability to foreclose on the
property. However, as an investor, the Commission can structure the agreement to
have the ability to force a foreclosure action if the developer is not performing.

The Commission loan would be evidenced by a promissory note executed by the LLC
and secured by a Pledge Agreement, whereby 100% of the ownership interest in the

2 |f the estimated $11 million market rate land value is assumed, the net subsidy to the project would be greater than
$3.13 million.
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LLC and 99.99% of the ownership interest in the CDE will be assigned to the
Commission. At the time of escrow, the CDE will loan the funds to the developer, who
will pay $9 million to the Commission as repayment for fee title to the Site. This will
leave the $9 million forgivable loan outstanding.

ISSUES
The following itemizes issues that need to be resolved for four proposals:
Income Restrictions

Each of the proposed funding sources has income restriction requirements that will have
to be addressed by the selected developer and Commission. The current proposals
meet the Tax Credit requirements for very-low and low income restricted units but do not
completely comply with the Set-Aside requirements. In addition, the current guidelines
governing the use of the Trust Fund require that this source assist low and moderate
income households. As such, there are no public assistance funding source identified
for the Workforce housing units. To resolve these issues, a methodology will need to be
established for tracking the funding sources and the income restriction requirements.

Availability of Funding Sources

The proposals assume that the Senior Rental Component will receive a 9% Tax Credit
allocation in an intensely competitive process. However, as noted by all of the
developers, and based on KMA’s experience, the current Tax Credit allocation system is
heavily weighted towards family projects. Therefore, it is unlikely that the proposed
senior rental projects will receive an allocation. In fact a senior project has previously
been proposed to TCAC two times by another developer and did not receive an
allocation.

Each developer is proposing to construct the project in a single phase over an
underground parking structure. In addition, all the developers’ proposals are all
predicated on receiving 9% Tax Credits . If these Tax Credits are not received, the
entire project would have to be put on hold while other funding sources are sought out.

In the two proposals that include Family Rental Components funded with Tax Credits,
the potential exists for the Family Component to receive Tax Credits and for the Senior
Component not to receive an award. This would leave the project with a financial gap
that has no identified funding source. It also implicitly means that a substitute
development scope would have to be created. This would jeopardize the chances for
the Family Component to be completed within the two year period required by the Tax
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Credit program, which would place the developer at risk of not receiving future Tax
Credit awards.

An option to mitigate this risk is to finance the project with tax-exempt bonds allocated by
the California Debt Allocation Committee (CDLAC), and the automatically awarded 4%
Tax Credit. This funding source is also competitively awarded, but the competition is
less intense than the 9% Tax Credit award process. The issue with this option is that
less assistance is generated, so it is likely that the financial gap will increase
significantly.

Additional Funding Sources

The following potential funding sources were not identified in the developer proposals:

Maximum
Allocating Project Allowable
Funding Program Body Type Income
City of Industry LA County Rental Low
City of Industry LA County Ownership Moderate
Affordable Housing Federal Home Rental Low
Program (AHP) Loan Bank
CalHOME State of CA Ownership Low
BEGIN Program State of CA Ownership Moderate
HUD 202 Program HUD Rental Very-low
(Seniors)
Section 8 Rental Commission Rental Very-low
Assistance
NMTC Program Various CDEs Ownership / Low income
Commercial census
tracts
Tax-exempt Bonds CDLAC Rental Low
Multi-Housing Program State of CA Rental Low
(MHP) (Family)

The State is currently programming the funding generated from Proposition 1C in 2006.
Once the programming is in place, there may be additional funding sources available to
the project at the State level.

It should be noted that all of the funding sources are provided on a competitive basis.
Therefore, it is difficult to predict the likelihood of the project being successful in
obtaining the funds.
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Phasing of Development

The scope of development for all four proposals includes an underground garage to
serve the entire project. This necessitates each proposed development to be
constructed in one phase. As such, the project will not be able to proceed uniess all of
the funding sources are in place. In addition, the Tax Credit process requires that
projects be completed within two years of the award. Given the size and complexity of
the proposed projects, this may be difficult to achieve if the funding is not available on
the anticipated schedule. '

Homeowners Association

Each developer indicated that the proposed projects will involve a Homeowners
Association (HOA). However, no information has been provided on how each
Component will interact and how the common area will be managed.

Site Disposition Issues

The Commission has indicated that the land should be disposed by one of two methods:

1. The Site will be sold to the selected developer in return for a residual receipts
note; or
2. The Site will be conveyed to the developer through a long-term ground lease.

it is important to understand that the inclusion of both rental and ownership residential
units; commercial space and a single garage would require the creation of a complex

ground lease structure. [n addition, the structure of the ground lease may impact the

achievable sales prices for the market rate units included in the project.

If the land is conveyed in return for a residual receipts note, the repayment will be
dependent on the cash flow generated by the project over time. In the case of the
proposals that assume long-term income restrictions on 100% of the units, there will be
minimal potential for significant cash flow to be generated as long as the restrictions
remain in place. Therefore a residual receipts note for the land sale would secure the
Commission’s lien position if there should be a default, but would likely generate minimal
land proceeds.
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