Financial Underwriting – Guidelines and objectives for evaluating project costs and financial requirements.
In loan underwriting, King County shall adhere to the following criteria for evaluating project costs and financial feasibility.  All real estate loans shall be evaluated based on:

Reasonableness of the Proposed Project Costs

Commitment of all Sources of Funds

Feasibility of the Project

Return on owner's equity

Collateral

Development Team Capacity and Experience

Developer Commitment


Character of the Developer

No Substitution of CDBG funds for Private Sources


To the extent practicable pro rata disbursement of Section 108 funds and other project funds.

Project Evaluation – White Center Square

Project Underwriting - Section 570.209 Guidelines for evaluating project costs and financial feasibility 

a.
Reasonableness of the Proposed Project Costs

Each use of loan funds shall be evaluated to ensure the reasonableness of proposed project costs.  The scope of this evaluation shall depend on the size and nature of each project.  Care will be taken to use third party evaluations of costs wherever appropriate, and particular attention will be exercised when an activity involves a non-arms-length transaction.  

Staff and consultants to the County have reviewed the proposed project costs for the White Center Square project with its owners and architect.  The cost estimates are based on estimates by two experienced contractors and actual third party fees.  The owners are not taking a developer’s fee from the project.  The costs as proposed are consistent with similar projects within King County.  As such they are reasonable

b.
Commitment of all Sources of Funds.

The County and its consultants shall review every project to verify that all sources of funding are committed and available prior to approval of an activity to be funded by the Section 108 program. 

Consultants to the County have reviewed the owners’ financial statements and are satisfied that the owners have the necessary equity to commit to the project.  The balance of the funding will be in Section 108 debt and New Markets Tax Credit Equity (NMTC).  US Bank has agreed to provide the necessary NMTC equity investment into the project.  It is a condition of approval that the project receives at least $3,115,688 in NMTC equity.

c.
Feasibility of the Project.    

All projects seeking assistance under the Section shall be evaluated as to project feasibility.  The scope of each evaluation will depend on the nature each prospective project.  For real estate projects, appraisals will be required and reviewed, appropriate pre-leasing levels will be set and prospective tenants' credit worthiness will be evaluated.  In some cases formal market feasibility studies will be required. In other cases less formal evaluations will be sufficient.   In all cases the prospective borrowers’ experience and capacity to perform will be reviewed.

The White Center Square has pre-lease commitments for 80 percent of the space in the building.  Their proforma contemplates $16.00 triple net rents for the retail space other than the Market and the Vietnamese Restaurant.  The Market and Vietnamese Restaurant are proformaed at $21.00 triple net.  The current retail pre-lease commitments are all at or above the proforma per square foot rents.  Assuming proforma rents and a 5 percent vacancy, 5 percent management fee, and a 5 percent leasing contingency, the project will produce net operating income of $463,917 in its first year.  The proforma contemplates paying leasing commissions on all spaces, while the owners have not used agents for their existing pre-leasing commitments.  This saving can be considered additional coverage.  Based on a $6,250,000 Section 108 loan with a 30-year amortization, a 20-year call and an estimated interest rate of 5 percent the project would generate an approximate cash flow of $83,903 in the first year and $119,470 in second year.  Because of the NMTC requirements the Section 108 loan will be interest only for 7 the first years.  During this seven year period, the owner will be required to pay into a controlled sinking fund in an amount equal to the normal principal that would have been paid if the loan were amortizing.  By combining the interest only payments on the Section 108 and the required principal payments into the sinking fund, the project would have an estimated overall debt coverage ratio of 1.22 in the first year and 1.31 in the second year.  Given the project’s location and pioneering nature, a debt coverage ratio of 1.2 is considered desirable. King County required an appraisal to verify the rental rates, expenses and estimated net operating income. The appraisal established the project’s as completed value of $8,600,000 and confirmed market rental rates of $19 to $24 per square foot.  In addition, the project’s costs include a $132,181 lease up reserve.  This represents approximately 3 months of lease revenue on the entire building or 18 months on the space that is not currently pre-leased.  

d.
Return on owner's equity.

Staff will evaluate all projects to determine the owner’s return on equity and compare the projected return to industry norms.  The County will seek to participate in projects where its participation will help secure the owner a return commensurate with the risk.  Projects where the return on equity is high will need to demonstrate why the County's involvement is necessary, or why its participation should not be lessened.  Projects where the return on equity is low will need to further justify feasibility and accuracy of costs.  It shall be the goal of the County to assist viable projects with the minimum financial involvement.

The projections for the White Center Square show an annual cash on cash return of 5.45 percent in the first year and 7.76 percent in the stabilized year.  The actual cash on cash return in the first year would be 12.32 percent if 80 percent of the leasing commission were added to cash flow.  An annual cash on cash return of 10 percent is considered adequate for institutional properties and a slightly lower cash on cash return is acceptable for projects owned by individual investors.  The project’s cash on cash returns are within the normal range.

e. Collateral

Projects to be funded should have a loan to value ratio of not greater than 80 percent.  This value must be supported by an appraisal prior to funding.  If greater than an 80 percent loan to value ratio is proposed, outside collateral sufficient to provide an 80 percent loan to value shall be required.  In certain cases strong outside guarantees may suffice for additional collateral.

The project’s loan to value based on an appraisal dated September 22, 2008 is 73 percent. King County’s condition of approval was a loan to value not exceeding 75 percent. Because of the NMTC criteria the first deed of trust will be held by the Community Development Entity (CDE) during the seven year compliance period.  The CDE will enter into a Collateral Agency Agreement requiring the borrower’s compliance with all loan documents and federal regulatory agreements.  The borrower, the NMTC investor, the County and HUD will be parties to this agreement.  Following the compliance period, the CDE will assign the loan and the deed of trust to the County.   In addition to the first deed of trust, the principals will also be required to personally guarantee the loan.      

f. Development Team Capacity and Experience

Projects funded shall have a development team that has both the capacity and experience to complete the project as demonstrated by past projects and financial strength. 

While this is the first real estate development for the owners, they have demonstrated strong entrepreneurial skills.  They have shepherded the project through the design and permitting phases and have achieved substantial pre-leasing. They also currently own and manage several other commercial properties.  The owners are working with an experienced architect and have cost estimates from two experienced and respected builders.

g. Developer Commitment 

Projects funded shall have a development team that has both the capacity and experience to complete the project as demonstrated by past projects and financial strength

The Developers have sufficient liquid assets to make the required commitment.  In evaluating the loan, consultants to the County reviewed the development plan, the projected proforma, and personal financial statements and tax returns of the principal owners.  

Based on this information, the County and its consultants are satisfied that the borrowers have the financial strengths to perform under this loan. 

h.
Character of the Principals

Projects to be funded should have developers with good credit histories, demonstrated integrity, and quality references.

The company’s principals are long standing business operators in the White Center community.  For the past eight years they have successfully operated the Asian market which they will move to the White Center Square development.  They are held in high esteem by that community which welcomes their desire to further invest in White Center’s future.  The County’s consultant has reviewed the credit reports on the principals and has determined that all of their credit transactions have been handled in a satisfactory manner.

i.
No Substitution of CDBG funds for Private Sources.




County staff, assisted by consultants, will review all projects to insure that each loan minimizes the use of CDBG funds.   It is in the County’s self interest to insure that there be no substitution of CDBG funding for non-federal funding.  Given the limited availability of federal funds, the county staff will work diligently to maximize the use of private, non-federal funding in county projects.  All projects will be reviewed to insure that private sources of financing have been maximized and that the rate of return on equity is reasonable and within general standards.  

The project is for the development of a new retail project in White Center.  The Section 108 loan will be secured by a first deed of trust and personal guarantees.  Currently there are no conventional lenders willing to commit to this market segment at terms comparable to those achievable with Section 108 funds.  It is the rate and term of the Section 108 loan that makes the project feasible.   

j.
To the extent practicable the Section 108 funds should be disbursed on a pro rata basis

It shall be a goal of the fund to disburse funds on a pro rata basis with other funds being used in specific projects.  In those situations where pro rata disbursement is not followed, staff will justify the procedure and seek alternative means to mitigate risk.

The County will fund based on invoices and cost reimbursement.  The Section 108 funds will be disbursed on a pro rata basis with the NMTC equity and after the owner equity.

