SMART DEVELOPMENT PROGRAM
FINANCING AND CAPITAL SOURCES

Introduction

Oregonians are fortunate. Oregon sets the standard for many of the factors
that feed into that all-inclusive index referred to as quality of life. Driven by
an awareness of Oregon’s accelerating population expansion and the
difficulties that follow such growth, the Oregon Department of Transportation
and the Department of Land Conservation and Development developed the
Smart Development Program. This state initiative was to define what Smart
Development might be, to identify obstacles to its execution, and to enjoin the
development community in an on-going series of discussions about how best
to accomplish its goals. What are these goals? Briefly, Smart Development is
land use which:

Lowers the need for automobile use;

Provides nearby services;

Lowers commuting time;

Reduces congestion;

Encourages and makes possible alternate modes of transit;
Provides better neighborhoods for walking and living;

Is environmentally sound;

Maintains Oregon’s historic affordability; and

Enhances the quality of life and the sense of community.

The Smart Development Committee assigned its consulting team, Livable
Oregon and Leland Consulting Group, to search out examples, both locally
and nationally, which appeared to fulfill these goals.

This study began with the hypothesis that Smart Development is not being
financed because it is innovative and unfamiliar. The results of our interview
with financing sources indicate that innovation is not the difficulty. The
major difficulty in financing Smart Development is the lack of clarity and
incongruence of aims in presenting development packages to lenders which
allow them to understand and mitigate risk.

Smart Development can be financed if it is presented in a way that allows
lenders and investors to understand the product, its market, its financial
feasibility and therefore, its likelihood of success.

It has been argued that real estate is the most regulated of all business in the
United States. Every aspect, including every profession involved with real
estate transactions, has stringent codes with overseeing agencies at every step,
from design to financing to implementation to sales. The building industry is
governed by financial markets on the one hand and demand for space on the
other. In between these two forces, developers and builders seek to produce a
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built environment which satisfies demand while fulfilling the requirements of
the financial markets. In effect, availability of financing acts as a form of
supply component for builders (not for consumers of space) while demand
dictates the allowable price that can be paid to support construction.

Financing is obtained by presenting a business plan outlining critical risk
factors such as competition, past performance of similar products, structure of
cash flows, and the ability of the project principals to continue under adverse
conditions.  Together, such factors should illustrate that proposed
development has a low probability of failing in the marketplace. This
probability or risk is critical to understanding why certain types of
development get funding easily, while other styles of development have a
very difficult time obtaining financing. Risk profiles of financing institutions
and of individual investors form the constraints of the financial marketplace
for developers. Financial institutions and investors in turn have constraints
set by regulators, by fiduciary responsibility, by prudent investor criteria and
by accounting requirements.

Developers and builders, therefore, are by no means able to build whatever
they choose; lenders are by no means free to lend on concepts or plans that
cannot clearly delineate risks and risk mitigation. To obtain financing and get
built and sold, projects must satisfy a long chain of requirements which are
not under the control of any one party or institution. To understand what
gets built it is necessary to understand who the financial players are and how
the capital markets view real estate development.

Sources of Funding for Development

There are two forms of financing available for development: equity and debt.
Both equity and debt are available from individuals and institutions. Equity
is simply ownership—money is invested with the hope, but not the
guarantee, of a return on investment commensurate with risk taken. Debt is a
contract for the use of funds which specifies a complete return of all moneys
and considerations (such as interest payments or participation payments)
over a period of time but which cedes all rights, as well as the risks and
rewards, of ownership to the borrower.

Equity financing is available from a variety of sources: individual investors;
groups of investors; partnerships; limited partnerships; limited liability
corporations; closely-held or S corporations; non-profit corporations; C
corporations; and institutional investors such as pension funds and insurance
companies. The stock market participates in real estate investment through
“asset-backed securities” such as real estate investment trusts.

Debt financing is typically issued by banks and savings and loans. Debt is
also available from almost the same range of sources as equity except that
stock asset-backed securities (equities) are replaced by bond investment (debt
issues) at the national market level. In addition the issuance of debt by banks
and savings and loans is consolidated into mortgage pools which are then
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marketed as bond issues to individual investors. These asset-backed bonds
issued on mortgages are referred to as the secondary mortgage market.

Both debt and equity have local, regional and national markets. All real estate
markets, however, are local. For this reason, individuals, partnerships and
closely-held corporations tend to restrict investment to only one or just a few
markets which they can assess in depth.

Large corporations and institutional investors do not restrict themselves
locally, but use strategies of diversification by market location while relying
on local consultants or developers to provide accurate assessments of local
market conditions. Real estate investment trusts and the secondary market
rely on pools of properties which meet their investment criteria to ensure
market rate returns.

Capital Sources in Oregon

Leland Consulting Group compiled a national list of funding sources in the
SIC codes for privately-held pension funds, real estate investment trusts with
over $20 million in business annually and banks, savings and loans, thrifts,
credit unions and mortgage brokers in Oregon doing over $10 million in
business annually. The firm surveyed local banks and lending and funding
institutions. The results are discussed below.

EEERIIRIENEN

The largest pension fund in Oregon is the Oregon Public Employees
Retirement Fund (OPERS). Their current real estate investment strategy is
simple: OPERS does not invest in real estate and has no plans to do so in the
near future.

The reluctance of OPERS to invest in real estate reflects a current industry-
wide shyness about real estate as a sound pension fund investment. The
Frank Russell Company (FRC) is the largest pension advisor in the world,
headquartered in Tacoma, Washington with offices worldwide. According to
the FRC Real Estate Consulting Group, no FRC pension fund clients are
currently investing in real estate. The reason for this reluctance on the part of
investment funds is the re-appraisal of real estate values on institutional
grade investments that took place at the beginning of the 1990’s. Because of
an overheated market in the late 80’s, buildings sold at unrealistically low
capitalization rates (i.e., high prices based on a valuation of the net operating
income). When capitalization rates rose (and prices fell) in the early 90’s,
many funds found themselves in the unfortunate position of having
purchased at a market high point only to suffer later devaluation of asset
values.

There may be a possibility for socially conscious investing by employee
pension funds. The California Public Employees Retirement System has set
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aside a fund for investment in affordable housing. So far, they are the only
public pension fund that seems to be pursuing such a policy.

We compiled a national listing of headquarters for private pension funds with
over twenty million dollars in business annually. The overwhelming majority
are in New England and in the Midwestern U.S. There is currently interest in
Oregon as an investment market nationally, according to Nomura Securities
of New York, but the interest has been primarily in pooled apartment
acquisitions that can be restructured as real estate investment trusts which
allow investment with less capital risk than single property investment.
There is little willingness to invest directly in single projects. US Alpha, the
representative for the largest Dutch pension fund, stated that as a secondary
market Oregon is not currently considered for real estate investment.

Pension funds and their managers control one of the largest sources of
investment capital in the world, something over $3 trillion. Consequently,
there is strong competition from investment houses, brokerages and even
corporations for the use of this capital. Because of the problems of the late
1980’s real estate markets, the “prudent investor” rationale has been
strengthened. Where, previously, fiduciary responsibility dictated a prudent
standard (what would the prudent person do?), now specific expertise is not
only expected but demanded, and investments are expected to be minimally
risky. Thus, when and if pension funds begin to invest directly in real estate,
the most likely investments will be in low-risk projects with long-term track
records of success. There is little likelihood that pension funds will soon be
providing capital for Smart Development projects unless the ownership can
be structured to insulate them from risk.

Privately held pension funds in the U.S. with over $50 million in assets or
volume:

Eaton Vance Corp Integrated Resources Intl
Boston MA 02110 New York NY 10003
Assets: $100-$500 Million Assets: $500 Million-$1 Billion
John Hancock Mutual Life Ins Metropolitan Life Insurance
Boston MA 02116 New York NY 10010

Sales: Over $1 Billion Sales: Over $1 Billion

New England New York Life Insurance
Boston MA 02116 New York NY 10010

Sales: Over $1 Billion Sales: Over $1 Billion
Unum Corp Equitable Co

Portland Me 04102 New York NY 10019

Sales: Over $1 Billion Sales: Over $1 Billion
Phoenix Mutual Life Ins Co BEA Assoc

Hartford CT 06103 New York NY 10022

Sales: Over $1 Billion Sales: $50-$100 Million
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Chancellor Capital Management
New York NY 10022
Assets: $100-$500 Million

Alexander & Alexander Inc
New York NY 10036
Sales: Over $1 Billion

Fiduciary Trust Co Intl
New York NY 10048
Assets: $100-$500 Million

Mutual Of America
New York NY 10103
Sales: $500 Million-$1 Billion

Bear Stearns Companies Inc
New York NY 10167
Sales: Over $1 Billion

Security Mutual Life Insurance
Binghamton NY 13901
Sales: $100-$500 Million

Rochester Community Savings
Rochester NY 14604
Assets: Over $1 Billion

Elmira Savings Bank Fsb
Elmira NY 14901
Assets: $100-$500 Million

Federated Investors
Pittsburgh PA 15222
Sales: $100-$500 Million

Somerset Trust Co
Somerset PA 15501
Assets: $100-$500 Million

Main Line Federal Savings Bank
Villanova PA 19085
Assets: $500 Million-$1 Billion

Provident Mutual Life Ins Co
Philadelphia PA 19103
Sales: Over $1 Billion

FINANCING AND CAPITAL SOURCES

Penn Mutual Life Insurance Co
Philadelphia PA 19106
Sales: $500 Million-$1 Billion

Wyatt Co
Washington DC 20005
Sales: $50-$100 Million

Mahoning Bancorp
Youngstown OH 44503
Assets: $500 Million-$1 Billion

Union Central Life Insurance
Cincinnati OH 45240
Sales: $50-$100 Million

American United Life Insurance
Indianapolis IN 46282
Sales: $500 Million-$1 Billion

Fort Wayne National Corp
Fort Wayne IN 46802
Assets: Over $1 Billion

Munder Capital Management Inc
Birmingham MI 48009
Assets: $50-$100 Million

Preferred Risk Mutual Ins Co
West Des Moine TA 50265
Sales: $100-$500 Million

First Bank System Inc
Minneapolis MN 55402
Assets: Over $1 Billion

Ilinois Mutual Life & Cslty
Peoria IL 61602
Sales: $50-$100 Million

RLI Corp
Peoria IL 61615
Sales: $100-$500 Million

General American Life Ins
St Louis MO 63101
Sales: Over $1 Billion
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Business Men's Assurance Co Financial Industries Corp
Kansas City MO 64108 Austin TX 78701

Sales: $100-$500 Million Sales: $50-$100 Million
Twentieth Century Investors Nicholas-Applegate Capitol Mng
Kansas City MO 64111 San Diego CA 92101

Sales: $100-$500 Million Sales: $100-$500 Million

Pan American Life Insurance Exchange Bank

New Orleans LA 70130 Santa Rosa CA 95401

Sales: $50-$100 Million Assets: $500 Million-$1 Billion
Lomas Financial Corp Safeco Corp

Dallas TX 75235 Seattle WA 98185

Assets: $100-$500 Million Sales: Over $1 Billion
Guaranty Bank

Mt Pleasant TX 75455
Assets: $100-$500 Million

Real Estate Investment Trusts

Real Estate Investment Trusts (REITs) have become popular because they
pool real estate assets and sell them to investors in a liquid form as equities
(stocks). REITs are being used by developers to refinance existing portfolios,
and by financial companies to produce new equity vehicles which can be sold
through their brokerages (a listing of the larger REITs can be found on the
next page). To understand why REITs are popular it is necessary to
understand the traditional equity market for real estate.

Traditionally, real estate investment was done on a property by property
basis, locally by local investors. People invested in one property at a time and
if that property failed they lost the entire investment. Further, if the property
failed or if cash flow was insufficient to pay expenses, the investor would
have to come up with cash over the original investment—a “capital call.”
Even if the property was a success, real estate is not a liquid asset—it takes
months to buy and sell in comparison to stock or bond transactions which can
take place in seconds.

The REIT mitigated these risks in three ways. First, a REIT may contain an
entire portfolio of properties with a wide geographic distribution. If one of
the properties fails, the entire portfolio value goes down, but the REIT itself
does not fail as an investment. Second, there are no capital calls with REITs.
The investors are protected by the equity structuring provided in the stock
market because they don’t directly own the real estate, they own stock in the
trust which owns the real estate. Lastly, REITs are liquid because they are
traded as any other stock would be traded and can be bought and sold
instantly.
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Over half of the REITs in the U.S. are registered in California. Apparently
REITs are a West Coast phenomenon. In Oregon, REITs have been used to
assemble pools of apartment investment by Wall Street firms such as Nomura
Securities.

REITs vary from below $20 million to over $1 billion in assets. At the larger
end of the scale, REITs contain the holdings of institutional investors such as
Prudential Insurance. At the smaller end of the scale, apartment and
commercial/retail developers securitize small pools of apartments and
income properties for new investment capital. REITs are primarily used for
financing commercial, retail and rental residential development—all
investment properties meant to be held over a period of years. REITs are not
a reasonable vehicle for financing for-sale housing; such ventures tend to be
short-term projects with one-time returns of cash upon each individual

property or unit sale.

A listing of REITs with over $20 million in assets or volume:

Property Capital Trust
Boston MA 02109
Assets: $20-$50 Million

Beacon Properties Corp
Boston MA 02110
Assets: $20-$50 Million

MGI Properties
Boston MA 02110
Assets: $20-$50 Million

Health & Retirement Properties
Newton MA 02158
Assets: $50-$100 Million

Meditrust
Needham MA 02194
Assets: $100-$500 Million

Avalon Properties Inc
New Canaan CT 06840
Assets: $50-$100 Million

Chelsea GCA Realty Inc
Roseland NJ 07068
Assets: $20-$50 Million

Prudential Insurance Co
Newark NJ 07102
Sales: Over $1 Billion

Vornado Realty Trust
Saddle Brook NJ 07663
Assets: $50-$100 Million

Clover Financial Corp
Merchantville NJ 08109
Assets: $20-$50 Million

Integrated Resources Intl
New York NY 10003
Assets: $500 Million-$1 Billion

Forbes Inc
New York NY 10011
Sales: $100-$500 Million

National Income Realty Trust
New York NY 10017
Assets: $20-$50 Million

Hearst Corp
New York NY 10019
Sales: Over $1 Billion
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Rockefeller Center Properties
New York NY 10020
Assets: $100-$500 Million

Wellsford Residential Trust
New York NY 10020
Assets: $50-$100 Million

BRT Realty Trust
Great Neck NY 11021
Assets: $20-$50 Million

Mortgage & Realty Trust
Elkins Park PA 19027
Assets: $20-$50 Million

Pennsylvania Real Estate
Fort Washington PA 19034
Assets: $20-$50 Million

Pennsylvania REIT
Fort Washington PA 19034
Assets: $20-$50 Million

Carr Realty Corp
Washington DC 20006
Assets: $50-$100 Million

Federal Realty Investment
Bethesda MD 20814
Sales: $100-$500 Million

Saul Centers Inc
Chevy Chase MD 20815
Assets: $50-$100 Million

Washington Real Est Investment
Kensington MD 20895
Assets: $20-$50 Million

Rouse Co
Columbia MD 21044
Assets: $500 Million-$1 Billion

Mc Arthur Glen Realty Corp
Mc Lean VA 22102
Sales: $50-$100 Million

FINANCING AND CAPITAL SOURCES

United Dominion Realty Trust
Richmond VA 23219
Assets: $100-$500 Million

Resource Mortgage Capital Inc
Richmond VA 23228
Assets: $100-$500 Million

Factory Stores Of America Inc
Smithfield NC 27577
Assets: $20-$50 Million

Highwoods Properties Inc
Raleigh NC 27604
Assets: $20-$50 Million

Summit Properties Inc
Charlotte NC 28281
Assets: $20-$50 Million

Cousins Properties Inc
Marietta GA 30067
Assets: $20-$50 Million

Equitable Real Estate Invest
Atlanta GA 30326
Assets: $500 Million-$1 Billion

JDN Realty Corp
Atlanta GA 30326
Assets: $20-$50 Million

Gables Residential Trust
Atlanta GA 30339
Assets: Over $1 Billion

IRT Management Co
Atlanta GA 30339
Assets: $20-$50 Million

IRT Property Co
Atlanta GA 30339
Assets: $20-$50 Million

Merry Land & Investment Co
Augusta GA 30901
Assets: $50-$100 Million
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Florida Rock Industries Inc
Jacksonville FL 32206
Sales: $100-$500 Million

Healthcare Realty Trust Inc
Nashville TN 37203
Assets: $20-$50 Million

CBL & Assoc Properties Inc
Chattanooga TN 37421
Assets: $100-$500 Million

Glimcher Realty Trust
Columbus OH 43215
Assets: $20-$50 Million

Health Care REIT Inc
Toledo OH 43604
Assets: $20-$50 Million

Rymac Mortgage Investment Corp
Steubenville OH 43952
Assets: $20-$50 Million

First Union Real Est Investments
Cleveland OH 44113
Assets: $50-$100 Million

De Bartolo Realty Corp
Youngstown OH 44512
Assets: $100-$500 Million

Duke Realty Investments Inc
Indianapolis IN 46240
Assets: $50-$100 Million

Chateau Properties Inc
Clinton TWP MI 48038
Assets: $20-$50 Million

Taubman Centers Inc
Bloomfield Hills MI 48304
Assets: $100-$500 Million

Sun Communities Inc
Farmington Hills MI 48334
Sales: $20-$50 Million

FINANCING AND CAPITAL SOURCES

General Growth Properties Inc
Des Moines IA 50309
Assets: $100-$500 Million

Executive Affiliates Inc
Big Rock IL 60511
Assets: $50-$100 Million

Prime Residential Inc
Chicago IL 60601
Assets: $20-$50 Million

First Industrial Realty Trust
Chicago IL 60606
Assets: $50-$100 Million

Manufactured Home Communities
Chicago IL 60606
Assets: $50-$100 Million

Mesierow Financial
Chicago IL 60610
Sales: $20-$50 Million

Chicago Dock & Canal Trust
Chicago IL 60611
Assets: $20-$50 Million

L & B Real Estate Council
Dallas TX 75201
Assets: $100-$500 Million

Continental Mortgage & Equity
Dallas TX 75231
Assets: $20-$50 Million

Walden Residential Properties
Dallas TX 75240
Assets: $20-$50 Million

Crescent Real Estate Equities
Fort Worth TX 76102
Assets: $50-$100 Million

American Health Properties Inc
Englewood CO 80111
Assets: $50-$100 Million
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Asset Investors Corp
Denver CO 80237
Assets: $100-$500 Million

J P Realty Inc
South Salt Lake UT 84115
Assets: $20-$50 Million

Evans Withycombe Residential
Scottsdale AZ 85251
Assets: $50-$100 Million

ASR Investments Corp
Tucson AZ 85711
Assets: $100-$500 Million

Property Trust Of America
Santa Fe NM 87501
Assets: $20-$50 Million

Thornburg Mortgage Asset Corp
Santa Fe NM 87501
Assets: $50-$100 Million

QOasis Residential Inc
Henderson NV 89014
Assets: $50-$100 Million

Invg Mortgage Securities Corp
Reno NV 89502
Sales: $50-$100 Million

Health Care Property Investors
Los Angeles CA 90024
Assets: $50-$100 Million

Namco
Los Angeles CA 90025
Assets: $20-$50 Million

Real Estate Investment Trust
Los Angeles CA 90049
Assets: $20-$50 Million

Starwood Lodging Corp
Los Angeles CA 90064
Sales: $100-$500 Million

FINANCING AND CAPITAL SOURCES

Pacific Rim Assoc Investments
Beverly Hills CA 90210
Assets: $20-$50 Million

Alexander Haagen Properties
Manhattan Beach CA 90266
Assets: $50-$100 Million

Macerich Co
Santa Monica CA 90401
Assets: $50-$100 Million

American Golf Corp
Santa Monica CA 90404
Assets: $100-$500 Million

National Golf Properties Inc
Santa Monica CA 90404
Assets: $20-$50 Million

Santa Anita Realty Enterprises
Arcadia CA 91007
Sales: $50-$100 Million

Storage Equities Inc
Glendale CA 91203
Assets: Over $1 Billion

Buyers' Home Warranty Co
Burbank CA 91502
Assets: $20-$50 Million

Tom Ye Investment Group
Monterey Park CA 91754
Assets: $20-$50 Million

First Td & Investments Inc
San Gabriel CA 91776
Assets: $50-$100 Million

Burnham Pacific Properties Inc
San Diego CA 92101
Assets: $50-$100 Million

Excel Realty Trust Inc
San Diego CA 92127
Assets: $20-$50 Million
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PRP Management Inc
Riverside CA 92506
Assets: $20-$50 Million

Interstate Trust Deed Svc
Laguna Hills CA 92653
Assets: $20-$50 Million

Irvine Apartment Communities
Newport Beach CA 92660
Assets: $100-$500 Million

Nationwide Health Properties
Newport Beach CA 92660
Assets: $50-$100 Million

Sperry Van Ness
Newport Beach CA 92660
Assets: $50-$100 Million

TMP Capital Corp
Santa Ana CA 92705
Assets: $20-$50 Million

LTC Properties Inc
Oxnard CA 93030
Assets: $20-$50 Million

JMA Properties Ltd.
Los Altos CA 94022
Assets: $20-$50 Million
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BRE Properties Inc
San Francisco CA 94104
Assets: $20-$50 Million

TIS Mortgage Investment Co
San Francisco CA 94111
Sales: $100-$500 Million

Western Investment Real Estate
San Francisco CA 94118
Assets: $20-$50 Million

Essex Property Trust Inc
Palo Alto CA 94304
Assets: $20-$50 Million

California Jockey Club
San Mateo CA 94403
Assets: $20-$50 Million

Crownland Corp
San Jose CA 95110
Assets: $20-$50 Million

Investors Trust Mortgage Corp
Santa Rosa CA 95401
Assets: $20-$50 Million

REITs are not likely to be a vehicle for financing new Smart Development. A
REIT could be used to finance a commercial, retail or mixed-use Smart
Development project only after it is built and has displayed a track record.
Since the project, unless over $15 to $17 million in value, would be pooled
with other projects in a portfolio of properties, the individual project character
would matter less than its record of financial success. New Smart
Development would be extremely difficult to finance as a stand-alone REIT
because of the speculative nature of new development and because of the
same factors which make banks cautious about new or innovative
development types.
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Lenders and Financing

The face of development in Oregon is changing. Once seen as a haven for the
small builder, land pricing, material costs and consumer competition for
housing have risen at a rapid rate. At the same time, Oregon has come to the
notice of large builders, and while few have moved into this market yet, at
least one is offering competition within the Portland market.

The result is that profit margins for land development and construction have
slipped, producing a housing market more competitive for developers than
ever before. When asking lenders about Smart Development, Leland
Consulting Group was told unequivocally that to finance anything unusual
required clear limits on the risk the lender could accept.

OO IO DT

In compiling lists of local lenders with the capacity to finance significant
development, we learned that there are relatively few lending institutions
doing over ten million dollars of business annually in Oregon (see the list on
the following pages). We surveyed lenders in Oregon to gain information
about their willingness to fund Smart Development. We learned that far from
being unwilling to lend on innovative projects, lenders are willing to lend on
a wide variety of project types if their requirements for lowering risk can be
met. We surveyed lenders in four categories: the developer; project
management and pre-leasing; the willingness of the institution to lend; and
the importance of comparables.

Developers

First on any lender’s list is a developer with a track record and financial
capacity to carry risk. Lenders strongly preferred developers with experience
in the product type and felt it was somewhat important that the developer
come from the local area. The capacity of the developer’s organization was an
issue for some lenders. Some lenders would lend to developers with a
building capacity as low as one to nine units per year, while others would not
lend to those with a capacity of less than 50 to 100 units per year.

Individual lenders surveyed:

John Bradshaw, Vice President Clifford Rone, Vice President
North Coast Mortgage U.S. Bank of Oregon

888 SW 5th Avenue, Suite 1450 111 SW 5th Avenue, T-7

Portland, OR 97204 Portland, OR 97204

John Peterson, Vice President Larry Remmers, Sr., Vice President
Bank of America Oregon First Interstate Bank

1001 SW 5th Avenue, 21st Floor 1300 SW 5th Avenue

Portland, OR 97204 P.O. Box 3131

Portland, OR 97208
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Jack Zuber

Vice President

Income Property Loan Officer
Key Bank of Oregon

825 NE Multnomah, Suite 478
Portland, OR 97232

Dan Goodrich

Oregon Manager
Commercial Real Estate
Washington Mutual

811 SW 6th Avenue, Suite 200
Portland, OR 97204

John Larson

Senior Vice President
Commercial Real Estate
West One Bank

401 SW 5th Avenue
P.O. Box 2882

Portland, OR 97208

Karl Finkelnburg
West One Bank

401 SW 5th Avenue
P.O. Box 2882
Portland, OR 97208

Oregon lending institutions surveyed:

Columbia River Bank
The Dalles OR 97058
Assets: $20-$50 Million

Bank Of Astoria
Astoria OR 97103
Assets: $50-$100 Million

U.S. Bancorp
Portland OR 97204
Assets: Over $1 Billion

American Pacific Bank
Aumsville OR 97325
Assets: $20-$50 Million

FINANCING AND CAPITAL SOURCES

Louis Weisman

American Capital Resource
520 Pike Street, Suite 2310
Seattle, WA 98101

John T. Sweazey

TRI Financial Corporation

100 Pine Street, 23rd Floor
San Francisco, CA 94111-5102

Michael P. Alexander
NHP Incorporated
1225 Eye Street, NW
Washington, DC 20005

Robert Schooley
AMI Capital Inc.
100 1st Street, 27th Floor
San Francisco, CA 94105

Dave Dresser
Action Mortgage

5285 SW Meadows Road, Suite 161

Lake Oswego, OR 97035

Citizens Bank
Corvallis OR 97333
Assets: $100-$500 Million

Pacific Continental Bank
Eugene OR 97401
Assets: $50-$100 Million

Western Bank
Coos Bay OR 97420
Assets: $500 Million-$1 Billion

South Umpqua State Bank
Roseburg OR 97470
Assets: $100-$500 Million
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Colonial Bank
Grants Pass OR 97526
Assets: $20-$50 Million

Evergreen Federal Savings
Grants Pass OR 97526
Assets: $100-$500 Million

Klamath First Federal Savings
Klamath Falls OR 97601
Assets: $100-$500 Million

South Valley State Bank
Klamath Falls OR 97603
Assets: $50-$100 Million

Juniper Banking Co
Madras OR 97741
Assets: $20-$50 Million

FINANCING AND CAPITAL SOURCES

Bank Of Eastern Oregon
Arlington OR 97812
Assets: $20-$50 Million

Pioneer Federal Savings Bank
Baker City OR 97814
Assets: $100-$500 Million

Inland Empire Bank
Hermiston OR 97838
Assets: $100-$500 Million

Prineville Bank
Prineville OR 97754
Assets: $10-$20 Million

Bank Of Wallowa County
Joseph OR 97846
Assets: $10-$20 Million

Project Management and Pre-Leasing

Pre-leasing was seen as an important (but not as the most important) factor
while on-site property management was seen as only somewhat important.
Pre-leasing requirements varied between lenders but generally ran from 60 to
70 percent for commercial uses.

Willingness of the Institution to Lend on Innovative Projects

Lenders were willing to lend on side-by-side mixed-use and on vertical
mixed-use. They were less interested in condominiumized mixed-use, where
project components could fail or succeed separately with separate financing
packages. Lenders were willing to loan on mixed-use by an experienced retail
or residential developer, but gave a slight edge to joint ventures including
both.

The Importance of Comparables

Comparables were seen as very important by lenders. The typical market
study for a housing development would include a listing of similar projects in
the local area with sales prices and sales history, including a history of resale
values for five years after project completion. Lenders felt local examples
were very important, but national examples were also seen as important.
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Obstacles to Financing Smart Development

In asking lenders about the obstacles to Smart Development we discovered
that the purposes for pursuing, and the demographics and market for
building pedestrian-oriented, grid-platted, transit-oriented development are
not clear to developers and lenders.

Neotraditional, transit-oriented, small-lot housing, pedestrian-oriented and
mixed-use and grid-platting have been bundled as a single concept by
architects. In studying the markets for these projects, however, we discovered
that the demographics for existing project types are not the same. For
instance, rail-oriented development captures a 25 to 45-year-old upscale
mostly singles market while single-family detached neotraditional projects
have appealed to buyers over age 45 whose children have left home. Projects
which mix up these concepts and fail to target the correct demographic group
are at a very high risk for failure because the two markets are composed of
radically different social groups. Moreover, new urbanism projects have
gained a reputation for not hitting market pricing competitively.

The lack of clarity in addressing markets and the target demographics for
differing development styles has produced skepticism about New Urbanism.
The fact that the variety of concepts have been bundled as a single ideal has
tended to produce resistance to each of the concepts individually by
developers and lenders. When we considered our successful project
examples we realized that projects which satisfy some goals are unlikely to
satisfy others because the goals have consequences, when built in current
markets, which are in conflict.

e A nationwide search for projects which embodied the ideals of Smart
Development yielded over 60 project examples but only around 15 built
projects with a record of success. Notably, none of the projects was able to
contain all of the goals of Smart Development.

¢ Concepts need to be un-bundled to simplify project execution. Transit-
oriented development has specific markets that are not the same as the
markets for single-family detached housing or free-standing multifamily
apartments. Retail development is a separate category with its own
requirements for market capture, access and management. Developers
and lenders understand these types as separate markets requiring
separate sets of expertise to execute successfully.

* Neotraditional development satisfies a desire for community—it need not
have high-density, high architectural style, or great complexity to succeed.
The developments that most typify this style in Portland (Laurelhurst,
Ladd’s Addition, Irvington, etc.) are not high-density or transit-oriented
but each has a clearly defined sense of neighborhood even though income
levels for each area vary. They were built by builders and lacked the
complexity associated with modern new urbanism. Such complexity (as
they have in terms of fine grain of land use) has occurred over time.
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e Pedestrian orientation has been successful both with site plans based on
grids and with non-grid site plans. The grid site plan offers relief from
automobile congestion because it offers alternates to arterials, but does not
automatically result in pedestrian orientation unless streets are at
pedestrian scale with pedestrian amenities (sidewalks, trees, etc.) and
building design (articulated facades, garages recessed or in the rear, etc.)
which support pedestrian interest or comfort.

e Retail and services currently need auto-oriented facilities to survive. They
must draw from a wider area than surrounding development unless there
is sufficient density to support the shops. Portland examples which have
been discussed as desirable such as Northwest 23rd or the Hawthorne
district draw citywide and even region-wide clientele.

e Selling of “neighborhood” rather than individual housing product
currently poses greater risk for developers. When selling product (i.e.,
individual houses and their particular features), the developer need
provide only one model unit to illustrate all of the future subdivision.
When selling neighborhood ambiance, the neighborhood itself must be
constructed before people grasp the concept of neighborhood that they are
buying. Looking at a subdivision under construction, they just do not
“get it.” This neighborhood strategy therefore poses risks of slow
absorption and slower payback of initial expenses.

The Secondary Market and Smart Development

In surveys and in private conversations, lenders expressed doubts about the
willingness of the Secondary market to back up lending on innovative
projects. Banks are able to make numbers of loans greater than their assets
and reserves would normally allow by selling the mortgages to a secondary
market which pools the mortgages and sells bonds based on the mortgage
cash flows. This has resulted in the standardization of loan criteria for
borrowers (to allow the pooling of similar mortgages). There are few banks
which are willing to hold debt on projects that cannot be securitized in the
secondary market. This doubt is a clear obstacle to lender willingness to
participate in Smart Development.

To assess this factor, we interviewed the regional and local offices of
FannieMae, the quasi-public secondary mortgage lender which securitizes
loans for consumer lenders. FannieMae recently established Partnership
Offices specifically to work with local lenders.

The summary conclusion of the interviews is that FannieMae will work with
lenders to finance virtually any project the lender is willing to loan on. The
regional representative in Pasadena noted that FannieMae does not comment
on development styles, site plan types or virtually any aspect of physical
design. The criteria for physical design are that the development to be
financed must conform to local codes, the Uniform Building Code and any
applicable federal guidelines regarding the environment or health and safety.
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The caveat here is that while FannieMae seems compliant, lenders are subject
to representations and warranties that they will return the money to
FannieMae if the project loan is out of balance (i.e., fails to lease up or
maintain value such that further project equity or a loan reduction is required
to meet bank reserve requirements).

The central anxiety for lenders in working with innovative projects is that
FannieMae has a “pass-through” requirement which continues through
foreclosure of the asset. According to the Portland Partnership Office,
FannieMae tends to review only those loans which are out of balance. When
it reviews loans, the appraisal criteria which FannieMae would use to
evaluate development are the same as those used by most banks. On the
other hand, FannieMae is willing to loan on unusual projects which can
demonstrate that risks associated with their non-standard aspects can be
mitigated. The fact that FannieMae will securitize the loan does not insulate
the bank from the risk of default if the project fails. Since banks do not want
to own real estate, projects which cannot show strong comparables represent
a higher risk that securitization will not reduce without some other credit
enhancement or guarantee.

Appraisal and Smart Development

Part of the difficulty for Smart Development projects is that comparables may
not support the level of appraisal that would result in financial feasibility.
The projects we reviewed were often higher in price than the surrounding
market. There were usually good reasons for this higher price such as quality
of the design, but appraisals based on housing did not support the same
percentage of the purchase price on the Smart Development units as on
surrounding units. Lower loans meant that proportionally higher cash down-
payments were required, making the units harder to buy (and harder for the
developer to sell). Slow sales result in higher developer carrying costs and
stall the ability of the developer to embark on future phases or to complete
significant promised amenities.

Appraisers perform their work under the guidelines in the Uniform
Standards of Professional Appraisal Practice. By those guidelines, appraisers
are enjoined to consider existing surrounding uses and values not just as
comparables, but as factors which will have a distributive economic impact
on the future development.

If the existing uses are high value then they will tend to have a positive
external effect on future development while low value uses will tend to have
a negative effect. Thus, even if appraisers were able to use other
neighborhoods as comparables for the proposed Smart Development, a
responsible appraiser would then need to apply some discount to the
appraised value to account for low value surroundings.
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Strategies for Financing Smart Development

There are three technical obstacles to financing Smart Development:
difficulties with appraisal and comparables, lack of market/demographics to
demonstrate financial feasibility of multiple use (concepts such as inclusion of
retail into subdivision development), and lack of clarity in presenting project
aims, risks and mitigation. Finally, there is a financial problem with the first
phase provision of infrastructure—new pedestrian-oriented grid site plans
can cost more than standard development, while new retail in new
developments may need subsidy to become established.

O OO O i O OO OO e e o

New Market Study Process

Smart Development, by virtue of its sophisticated patterns of land use,
attracts different demographic groups than standard development. In
general, the income levels per capita are higher, household sizes are smaller,
and the need for and use of services per person is likely to be greater. People
make conscious decisions to live near amenities and transit in exchange for
larger unit size. They are not the same demographic group which buys space
on a price-per-square foot basis.

In market studies and in appraisal comparables, this factor—the factor of
emerging trends in market preference—has not been addressed
quantitatively. Instead, it is referred to obliquely with the assumption that
sales trends of the past reflect current market preferences. In other businesses,
information and research on emerging trends is the lifeblood of competitive
marketing.

The real estate industry, however, operates on the assumption that once done
successfully, a pattern can be repeated over and over again without a re-
examination of the demographic and business cycles underlying the success.
Through this method, trends are created and become self-reinforcing models
for acceptance of what is standard.

This trend-based development can cause difficult problems. This is
illustrated in the simplistic market appraisals of the 1980’s where approvals
were given on product without considering the underlying business cycle.
The real estate business cycle is around 12 years according to Kenneth Rosen
of the University of California. When that cycle changed, the result was a
massive overbuilding of the wrong types of real estate, all approved for loans
based on market appraisals of past trends.

We now have a similar crossroads in terms of demographics. It is claimed
that new projects must be like existing successful ones of the past thirty years
in order to obtain financing, but the demographics which spurred present
residential development patterns no longer exist. Families are small and the
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trend is toward even smaller households in the future. While developers are
continuing to build four-bedroom houses in the Portland area for instance,
Metro projections are showing the aging of households and shrinking
household size. These trends suggest that the preponderance of households
formed between 1995 and 2015—on an average basis—will consist of two
persons or less.

The demographic trend of lowering household size occurred last in the pre-
World War II period. The current development and land use trends to which
we are accustomed are post-war and need to be re-evaluated on an economic
basis because the demographics which underlay them are gone. There is a
serious need to re-evaluate market studies and appraisals based on past
trends.

Appraisal Guidelines Which Model Externalities

One difficulty with appraisals of Smart Development subdivisions is that the
appraisals focus on the housing product and do not account for the long-term
economic value produced by higher quality infrastructure, adjacent amenities,
pedestrian amenities, access to transit and other features of Smart
Development. The reason for this is that market studies and appraisals
typically compare only products (i.e., the housing unit), and then place those
products figuratively speaking within the context of their neighbors and allot
them the value that they would have in the adjoining subdivision.

The fact is, however, that Smart Development features are positive attributes
which have long-term effects on value. These effects on value are called
externalities by economists and there are ways to gauge the impact of
externalities and apply them to new development to understand the real
value created. Such a process needs research to be undertaken but such
research is well within the professional purview of the appraisal community.
Appraisal is regularly performed involving regression equations to model
economic value (most notably in taxation where people are less likely to
cooperate) and could be applied to this area to help produce new standard
rules of thumb for evaluation of Smart Development.

Further Collection and Presentation of Successful Projects

The last solution to the appraisal and market study obstacle to Smart
Development will be to continue with the collection of national examples of
the new building trends. For the State of Oregon, this is the least satisfactory
option as it simply relies on the same model of providing past trends while
the current growth situation in Oregon needs pro-active development
practice.
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This option will produce results, because—as the demographic shifts referred
to above are catered to—there will be successful projects based on them.
Successful projects can then be used by appraisers and market researchers to
allow a justification for development patterns which have already become
established elsewhere.

8 O O

Develop Smart Development Product Business
Plan Outlines With Lending Community

Typical development loans are issued on a single project type or single
building. In applying for the loan, the developer will describe the project and
than indicate how much is pre-leased or pre-sold and append a financial pro
forma to indicate financial feasibility. This simple approach does not work
for Smart Development for all the reasons discussed previously.

What is needed for Smart Development is for developers to package the
development exactly as a business plan would be packaged. In a business
plan the products would be described and the emerging market niche for
each one thoroughly supported in terms of demographics and sales potential
within its market area. Each aspect of the business structure would be
revealed and discussed: project principals and roles, financial structure of the
business, start-up capital applied and capital reserved for operational deficits,
short-term and long-term projections of revenues, cash flows and profits. The
plan would reveal research that led to product development, illustrate how
the individual products and their design resulted from analysis of market
preferences and what the plan is to capture the market those products were
designed for.

Further, the plan would attempt to enumerate each of the project risks one by
one and then describe in detail how each risk is to be mitigated and
overcome. The plan would describe what actions are essential for minimum
success and the timetable for each action, its effect on cash flows and what
will take place if desired results are not achieved.

Presentation of real estate development is not typically done through business
plans, but rather through market trend studies and architectural drawings.
Neither of these presentation modes addresses the issues raised and
discussed in a business plan, and few small developers have the skill to
assemble such a plan. Since Oregon is a market of small developers, it may be
worthwhile to consider offering not just Smart Development design
assistance, but some assistance with the kind of business planning and
presentation that can be understood by capital investors who wish to mitigate
risk.
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Provide Assistance with Lending Approval
Process in Absence of Local Comparables

Just as small developers may not have the financial resources or business
background necessary for business planning, few have the expertise
necessary to demonstrate new demographic markets in the absence of
comparable projects appealing to those markets. This lack of comparables as
discussed above is an obstacle in the loan process. One way of overcoming
this obstacle would be for the Smart Development program to offer local
market assistance to show the demographic support locally for Smart
Development.

As outlined by one banker surveyed, this process would involve the
following steps. New demographic trends and target demographic markets
would be delineated. These demographic groups would be segmented by
income and ability to buy or rent the product under discussion. Next,
representative random surveys within the targeted and qualified buyer
groups would be taken to gauge market acceptance of the pricing and
concepts, and finally focus groups would be undertaken to fine tune concepts
and understand willingness to buy.

Such a set of studies would benefit the lender by providing concrete evidence
of emerging market trends that support Smart Development.

I O T T T T T

Infrastructure Cost Shifting to Compensate for Congestion Relief

At one time, developers did not pay for streets. In many western cities
formed around the railroad, when the grids were laid out, streets were built
by the city and housing builders filled in with houses. In post-war America,
cities stopped providing streets; over time, the emphasis shifted to developer
provision of infrastructure.

As this occurred, housing had to subsidize local streets while the major public
infrastructure dollars were taken from cities through federal and state
taxation and funneled back through Ilarge regional infrastructure
improvements (freeways) which sped development in fringe areas. In most
US. states, the words “Transportation Department” are a euphemism for
what started as—and remains—the state highway department.

We now know that highways and major arterials do not necessarily eliminate
congestion, but rather, can act as a subsidy for congestion-producing
development patterns. That is, no matter how many lanes are added they are
immediately filled to a capacity which matches the commuter tolerance for
congestion. Congestion is best reduced by fine grained land use (which
allows short trips) set within a network which allows alternate routes and
transportation modes to any given destination.
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Transportation Departments should consider the value to the public of
limiting expenditures on regional improvements in favor of local
improvements that would establish fine grain network street systems, such as
grids—which are currently difficult for individual small developments to
finance. Small developers would then be able to provide the pedestrian
amenities desired and provide more affordable Smart Development. The up-
front costs of infrastructure are a major obstacle to Smart Development and a
change in funding emphasis by state and federal agencies would not be
inappropriate in helping to solve this problem.

Credit Enhancements or Tax Abatements in Exchange for Social Goals

Because of the competitive nature of current development markets, socially-
mandated density and affordability targets are not possible to achieve
without some form of subsidy. Further, demands for grid streets, pedestrian
amenities, street landscaping strips with trees (at the same time as demands
for high quality construction enforced by codes) make development either
unaffordable or financially infeasible.

We often forget in looking backward that while old neighborhoods may have
had cachet, they also had what we would now consider substandard utilities,
substandard insulation and fire protection, substandard electrical work, no
appliances, inefficient heating, etc. The fact is that standards are higher than
ever before for all phases of construction, and consumer expectations would
not be met by a 1905 unit as it was constructed and sold in 1905.

If the goals of Smart Development are serious social goals, then some level of
first phase credit enhancement in exchange for fulfillment of social goals is
not inappropriate. Such credit enhancement would serve to produce land use
and development that will ultimately provide long-term benefit and lowering
of social cost by reduction of congestion, auto use and by increase in quality
of life.

This report was prepared by Edward Starkie of Leland Consulting Group, Portland
Oregon. Mr. Starkie has an extensive background in the real estate industry and has
served as a project manager for site planning, development, construction cost control,
approval processes, housing feasibility, housing post-construction litigation and
related issues. His experience and research abilities have been extended by a mid-
career Master of Science in Real Estate Development from the Massachusetts Institute
of Technology. Recent assignments have focused on light rail, mixed-use
development and neotraditional development. He can be reached by e-mail at:
pounder @ teleport.com.

Leland Consulting Group 1provides research and advisory services for economic
development planning, implementing major real estate projects and due diligence for
business acquisitions. The Group specializes in enhancing opportunities and solving
problems. Because of extensive cross-training in research, analysis and development,
principals of the firm bring a high level of practical experience to their assignments.
We assist our clients by reducing risk and adding value. This is accomplished by
focusing projects to their market, working closely with planners, architects and
owners to formulate creative development plans and following through on
implementation and operations.
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