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Community Development Commission

June 15, 2007

To: Each Supervisor
From: Carlos Jackson, Executi recto

SUBJECT: COMMISSION/HOUSING AUTHORITY HEADQUARTERS
BUILDING PURCHASE AND FINANCING OPPORTUNITY

The memorandum of May 10, 2006, informed the Board that the
Commission/Housing Authority would explore the opportunity to acquire our
existing headquarters building located at 2 Coral Circle, Monterey Park. During
the initial project scoping analysis, we learned that the Section 8 Division’s facility
located at 12131 Telegraph Road, Santa Fe Springs, may also be available for
acquisition. The 2 Coral Circle building consists of 85,300 square feet of
administrative office space and the Telegraph Road building consists of 42,170
square feet of administrative office space; and have lease expiration dates of
March 2010 and June 2012, respectively.

In consultation with the CAO Real Estate Division, Treasurer and Tax Collector
and County Counsel, a study was designed to include an analysis of various
financing options for acquiring the two existing Commission/Housing Authority
headquarters facilities. The Commission/Housing Authority then engaged
Fieldman, Rolapp and Associates-under the Treasurer and Tax Collector's
Master Agreement for Financial Advisor Services to conduct the scope of work.
The attached memorandum delineates the consultant’s findings for the purchase
of our existing headquarters buildings using tax-exempt bond financing.

The consultant’s analysis is based on a March 2007 acquisition cost of $28.0
million with 100%, 30-year, tax-exempt bond financing at a 6.10% interest rate.
The projected 30-year cost for continued lease of the headquarters buildings is
$94.3 million and the projected cost of purchase using bond financing is $66.3
million. The estimated 30-year budgetary savings are $28.1 million, or 29.7% of
the projected leasing costs. These results are subject to the negotiated purchase
price for the two buildings and bond interest rates.

The Commission/Housing Authority intends to proceed with the headquarters
building acquisition negotiations and tax-exempt bond financing analyses. We
are working with the Treasurer and Tax Collector and other County departments
to utilize their collective expertise in this endeavor; and we expect to bring this
matter to the Board for approval by the year end 2007. Should the purchase
negotiations fail for either of the two existing headquarters buildings, we will
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report back to the Board regarding possible alternative courses of action to meet
our long term administrative office requirements.

Please feel free to contact me or Bobbette Glover, Assistant Executive Director,
at 323.890.7400 for any additional information or clarifications you may require.

Attachment: 1
CJ:MP

c: Each Deputy
CAO, TTC
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MEMORANT

To: CARLOS JACKSON, EXECUTIVE DIRECTOR
COMMUNITY DEVELOPMENT COMMISSION

ce GLENN BYERS, ASSISTANT TREASURER AND TAX COLLECTOR,
COUNTY OF LLOS ANGELES

FRrOM: DANIEL 1. WILES, PRINCIPAL AND GENERAL COUNSEL
PAUL PENDER, SENIOR ASSOCIATE

RE: ANALYSIS OF LEASE AND POTENTIAL PURCHASE OF REAL ESTATE

[DATE: JUNE 5, 2007

ISSUE

The Community Development Commission of the County of Los Angeles (the “Commission”) and
the Housing Authority of the County of Los Angeles (the “Authority”, and collectively along with
the Commission, the “Agency”) occupy office space in two buildings: 2 Coral Circle, Monterey Park
(85,300 square feet) (the “Monterey Park property”) and 12131 Telegraph Road, Santa Fe Springs
(42,170 square feet) (the “Santa Fe Springs property” and collectively, the “Properties”). 'The
Commission is the lessee and primary tenant of the Monterey Park facility, while the Authority is the
lessee and primary tenant of the Santa Fe Springs property. The existing lease agreements (each, a
“Lease Agreement”) described below embody the tetms between the Commission and the Authority,
respectively and the private property owners/lessors. While each Lease Agreement has a multi year
term, each also has a fixed expiration date, subject to extension as provided therein. During the
horizon of this analysis (30 years), the rent payable under each Lease Agreement can be considered
subject to escalation.

The Agency has requested an analysis comparing the costs of continuing the current leasing
arrangements with the potential costs of purchasing the properties utilizing some form of tax-exempt
borrowing. The Agency has indicated that acquisition of the Properties might be financially
advantageous for several reasons, including property tax savings.

We have developed a comprehensive compilation of the costs of continuing the existing lease
arrangements. We have undertaken a review of the Agency’s financial statements to develop a
preliminary outlook as to the creditworthiness of the Agency. Additionally, Agency staff has
provided us their understanding that certain Agency revenues available for administrative uses may
be applied to make lease-purchase payments related to a borrowing to purchase the buildings.

This memorandum, along with the accompanying spreadsheet analysis, is intended to provide a
comptrehensive review of the comparative costs, including estimates of the relative costs of both
capital and maintenance of the two facilities. This analysis is geared to assisting the lease versus
purchase decision and guiding next steps.
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CONCLUSION

Our analysis estimates that the gross budgetary savings of a financed-purchase of the properties
compared to leasing over 30 years is approximately $28 million. Taking into account the time value
of those savings, the Agency realizes a present value benefit estimated to be $7,125,155 by
purchasing the Properties with a combined tax exempt financing over continuing the current
structure of leasing the Properties. This present value savings represents a 19% reduction from the
costs estimated to be incurred if the Agency continues leasing the two properties (the status quo). A
primary feature of a purchase of the Properties is the fixed annual cost for servicing the debt issued
to acquire the Properties. This compares with the assumed escalation in rent under the Lease
Agreements and the subsequent leasing terms after the expiration of those Lease Agreements.!
Moreover, the absence of property taxes for the Monterey Park property also contributes to the net
benefits.2 Those benefits are partially offset by the direct assumption of costs for maintenance of the
exterior/structural/roof components for each building and the need to putchase insurance for the
Santa Fe Springs property.> Moreover, if the Agency needs to use a lease structure for the financing
of the acquisition of the Properties, the Agency may incur some insurance costs for title insurance
and business interruption insurance.

Assuming that the Agency has the level of creditworthiness estimated in this memorandum, that the
purchase prices for the Properties are consistent with the appraised values and that the application of
funds to pay lease installments related to debt setvice is not prohibited or restricted by the grant
funds received by the Agency, there is a significant advantage to the Agency from the purchase of the
Properties and the attendant tax-exempt financing.

EXISTING LEASES

The general terms of the Lease Agreements are summarized in Appendix A attached hereto. The
Lease Agreement for the Monterey Park property provides for monthly rent of $97,143 through the
term ending on March 26, 2010. That Lease Agreement provides for a single five (5) year option to
renew the rent amount at then fair market value. The Commission assumes the costs of utilities,
property taxes, building insurance and operations and general internal maintenance.

! The Lease Agreement for the Santa Fe Springs property provides for annual escalation by the CPI during its
initial five (5) year term and to 95% of the fair market value during each of the two five (5) year options. The
Lease Agreement for the Monterey Park property provides for fixed rent during its term.

? In addition, we assume benefit accrues to the Agency with regard to the absence of property taxes on the
Santa Fe Springs property as well.

® For this analysis, we have assumed that the Agency will purchase insurance and provide limited self-insurance
on a basis independent of the County.

&3
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The Lease Agreement for the Santa Fe Springs property provides for monthly rent of $60,673.50.
through the lease year ending June 3, 2012. The rent amount increases annually by the Consumer
Price Index (“CPI”). The Lease Agreement has two five (5) year extension options. For each
option, the rent will be reset to an amount equal to 95% of the fair market rental value of the
property. (For purposes of our analysis, we have assumed that this increase will be equal to the CPI
for the 30 year hotizon of the analysis.)

The lessors of the Properties, as private entities, are subject to the levy of real property taxes. In the
Lease Agreement for the Monterey Park property, the property tax payment is a direct cost to the
Commission, while in the Lease Agreement for the Santa Fe Springs propetty, propetty taxes ate not
directly passed through. The Commission and the Authority, as governmental units and component
units of Los Angeles County, would not be liable for property taxes on owned real property.

ASSUMPTIONS

Our quantitative analysis is based on a number of assumptions as to maintenance and property
insurance costs. Estimates on property maintenance and insurance costs are based upon current
cost data provided by Commission staff. As noted above, we have estimated the increase in the CPI
over the long run to be 3.25%. This figure is consistent with the assumption for long term inflation
used by CalPERS for its actuarial estimates.

The Agency obtained preliminary appraisals on each of the Properties, as of April, 2007, which
indicated a value of $17,700,000 for the Monterey Park property and $9,300,000 for the Santa Fe
Sptings property. Given that additional building upgrades may be required, Commission staff has
directed us to assume a total purchase price of $28,000,000 for the properties. The proposed
financing is structured to provide the total purchase price, fund a standard sized reserve fund and pay
the costs of the transaction, including the costs of professional fees, underwriting, and various
insurance policies. .

The proposed financing is assumed to have a term of 30 years.# We have conservatively estimated
the nominal rate on the financing to be 6.10%, assuming a relatively low credit level and a significant
upward movement in rates from curtent market rates. The structure is assumed to be a lease

* The use 2 30 year amortization implies (but does not necessarily require) that the Agency will attempt to
structure the financing as long term bonds. A 30-year amortization tends to be longer than is acceptable in the
private placement market, particularly with commercial banks. This length of amortization will need to be
supported by the expected remaining useful lives of the properties.

0%
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obligation, creating an obligation of the Commission and the Authority, payable from its generally
available funds.> We have assumed a single financing of both Properties.

We have undertaken a review of the Agency’s most recent financial statements and questioned the
financial staff of the Commission regarding the flexibility of funding and revenues received by the
Commission and the Authority as well as existing fund balances of the Commission and the
Authority. Based on that teview, we believe that the Commission and/or the Authority can access
tax-exempt financing on reasonable commercial terms in the capital markets. For purposes of this
analysis, we have made a conservative assumption as to the interest rate that would attach to the
financing.

One of the specific goals of this analysis is to identify the present value of the benefit to the Agency
from the more advantageous alternative. Since the gain comes in future years, primarily through
avoidance of estimated rent escalation, the discount factor is crucial to the magnitude of the estimate.
We believe that the estimated all-inclusive cost of capital is a satisfactory proxy for the discount rate.
As such, present value calculations have been made with 2 discount rate equal to the rate on the
financing: 6.60%.

THE ANALYSIS

Estimating Costs of Leasing. The cost analysis is attached as Appendix C to this memorandum.
Our overall methodology has been to estimate and accumulate the annual costs of leasing the
Properties, including the additional costs for taxes, to determine the total projected leasing costs. We
determined rents and expected rent escalation from the actual Lease Agreements and applied the
escalation as provided in the respective Lease Agteement. For future periods in which there would
be a renegotiated lease, we have assumed that rent escalates at the estimated CPI factor. For the
costs of maintenance and operations we have relied on figures provided by the Commission’s staff,
In addition, we have assumed that costs of maintenance and operations would inflate by the CPL
Property tax liabilities for the Monterey Park property were assumed to increase by 2% per year,
consistent with general rates of property tax increase under Proposition 13 and its progeny.

5 In our informal discussions with bond counsel for the County, we understand that both the Commission ot
the Authority could execute a lease based financing for the acquisition of the Properties under current state law.
A more comprehensive review by bond counsel, such as would occur if the Agency determines to implement a
financing, may determine that the Commission and/or the Authority may borrow funds through a direct bond
issue without using a capital lease structure.

“ Agency staff has indicated that the majority of Agency revenues that allow for a certain percentage of that
revenue to be spend on administration (e.g. 10-15%) do not restrict the definition of “administration” to
exclude financed lease-purchase agreements.
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Estimating Costs of Purchase. With regard to the purchase of the properties, we have assumed
that the acquisition cost total a maximum of $28,000,000. We understand that the actual purchase
price is subject to further discussion, negotiation, and refinement by the Agency.

The Agency’s Borrowing Capacity. As noted above, we discussed the Agency’s most recent
financial statements and nature of its revenues with the Agency’s financial staff. The focus of our
questioning was to determine the level of flexibility of applying: (i) existing fund balances to
administrative costs, and (i) revenues received by the Commission and the Authority under the
various grants and programs to administrative costs. As a general rule, the Commission and the
Authority can expend at least 10% of the funds received under the various grants to administrative
costs, like the cost of facilities. For example, the Authority received $14 million per year to
administer the Section 8 program and the cost of the Santa Fe Springs property is allocable internally
to that program. If only 10% of grant receipts are available to administrate costs, the Agency has
available $1.4 million that could be applied to administrative costs, inclusive of any possible
borrowing costs.”

We have made specific inquity of the Commission’s financial staff of the availability of grant funds to
pay debt service for any debt resulting from acquisition of the Properties. The purpose of that
inquiry was to uncover any limitation of the expenditure of grant funds received by the Commission
or the Authority for debt service.

We believe that the ultimate source of repayment for any financing of the putchase of the Properties
will be an obligation payable by the Commission and the Authority from any available revenues. We
have not expected that specific or designated revenues would be pledged to repay any debt. We have
specifically inquired as to limitations on the use of funds to pay debt service.

Based on our limited review for this Phase 1, we believe that the Commission and the Authority have
ample revenues available to pay debt service. There are two foundations of our belief. First, the
debt service is a substitute for costs already being born by the Commission and the Authority.
Moreover, since debt setvice is estimated to be approximately $2 million per year, the revenues and
balances are sufficient to provide comfort to bondholders.?

* We understand that the CDBG program may have some limitations on the use of funds to
purchase facilities. This item is the subject of continuing discussion and research.

* Notwithstanding this inquiry, it is beyond the scope of this analysis to ascertain for certain all the
legal restrictions connected to the Agency’s program tevenues.

" Our analysis as to the creditworthiness of the Agency for this Phase 1 analysis is limited to an overall
determination that if a financing is the most desirable alternative, the credit of the Agency supports a financing.
We have not determined the level of creditworthiness or the likely rating that would attach to such a financing.

M
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Cash Flow Review. Appendix C contains a year by year compatison of the costs of leasing v.
purchasing the Properties. For the initial year of financing, the Agency realizes significant cost
savings through the elimination of the capital cost for the year, since debt setvice begins in 2008.
The first three years of debt service result in a net cost to the Agency under the purchase scenario.
In year four (2011), the benefit moves sharply to the purchase scenario as the effect of the assumed
rent escalation is manifest. Full year annual nominal savings grow from $56,492 in 2011 ($43,700
PV) to 2 maximum of $2.7 million in 2037 ($427,800 PV). Itis important to note that since the debt
service is fixed during the 30 year term, the Agency is effectively insulated from the potential adverse
consequences of real property value inflation during the term. In fact, if the Properties inflate in
value, the Agency receives a tangible, but untealized benefit.

Next Steps. 1f the Commission and the Authority determine to take action, the following represent
the next steps in the process:

1. Determine how Commission and Authotity will allocate or pay costs of capital.
2. Determine whether existing Properties should be purchased, new construction should be
done or other existing facilities should be acquired.
3. Negotiate the terms of acquisition, construction, etc.
4. Assemble financing team:
a. Bond Counsel
b. Disclosute Counsel
c.  Underwriter (lender)
d. Printer (if needed)
e. Rating Agency (if sought)
5. Develop more specific financing and rating plan
Develop timetable
7. Implement Financing

A

6
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