Credit Memo Deal Risks & Mitigants

EXAMPLES

	Risks & Mitigants


Above Market Rent:

Starbucks Rent Risk: Starbucks is currently paying a base rental rate of $36.67/SF NNN, which is above the concluded market rent of $26.00/SF.

Mitigants: (1) Two of the rent comparables (both located within 7.5 miles from the subject property) contained inline tenants paying base rental rates of $35.00/SF NNN (however, one of the comps is a nearby Starbucks).  (2) Starbucks recently signed this 10-year lease in March 2006, thus indicating that their rent is at market levels.  (3) A downside analysis was performed by marking the Starbucks rent down to the Appraiser’s concluded market rent of $26.00/SF, and the resultant DSCR was 1.29x based on a 30-year amortization (1.59x on an Interest Only basis).  Even including Starbucks at its contractual rental rate, the average rent across the Property is $25.47/SF, which is below the Appraiser’s concluded market rent of $26.00/SF, which is well supported by the rent comparables.

Property Rent Risk: The subject Property is achieving rental rates at the high end of the comparable range.

Mitigants: (i) The subject Property has a solid tenant base with all recently executed leases within the past year, with lease terms ranging from 5 to 10 years, thus indicating that these rents are indicative of market level rents.  The subject is considered to have the most desirable location in Decatur and benefits from excellent street-level exposure in the heart of a boutique retail corridor, thus commanding rents at the higher end of the comparable range.  (ii) The subject’s average rent is within the rental rate range produced by the comparable set of $17.00 to $41.37, and is $1.95/SF below the Appraiser’s concluded market rent of $32.00.  Additionally, two of the rent comparables that are similarly positioned within dense commercial corridors (800 Highland Ave & Shops of Metropolis) averaged rents of $34.45/SF.
Bankruptcy (Prior) / Other Borrower Legal Issues:

Thomas Lagatta, a loan sponsor, filed for bankruptcy in July 1996.

Mitigants:  Dr. Lagatta submitted a letter of explanation regarding his bankruptcy action.  A number of his apartment buildings and one of his two dental offices were adversely impacted by both the Los Angeles riots of 1992 and the Northridge Earthquake of 1994.  These external problems resulted in damaged properties, lengthy and expensive repairs, high vacancies and increased difficulty in supporting these properties from his reduced dental practice cash flow.  As a result, Dr. Lagatta filed for bankruptcy in 1996, which was discharged in February 1997, and ultimately terminated in May 1999.  All mortgage obligations were paid as agreed and Dr. Lagatta maintained good relationships with his lenders throughout this difficult period. Credit references confirmed that lending relationships are satisfactory.  Underwriters were unable to find banker from 1996 familiar with case for verification.  Therefore we have relied on court documents and credit reports provided by Choicepoint.

Previous Bankruptcy (1993):  The key principal has a previous bankruptcy related to the payment of tenant improvement allowance, which was paid by CDC in order to attract a large tenant.  

Mitigants: A letter submitted by CDC explained that Continental Development Corporation (CDC) was the general partner of C and L Properties, LLC (C&L) who owned an office building in Continental Park.  When the two tenants who occupied this building moved out, the Lender agreed to restructure the debt in order to convert this Class B building to Class A.  As part of this restructure, C&L was required to maintain a large cash reserve ($19 million) for TI’s.  C&L was able to quickly lease the building to several credit tenants including Unocal, Anderson Consulting, Sybase and Wolfgang Puck.  As all of these leases occurred during a short period of time, the amount in the reserve account was not sufficient to cover the TI’s and since the building was still empty, there was a lot of money going out and no money coming in.  When the Lender refused to honor its commitment to modify the Loan to complete the leasing and renovation effort, C&L was forced to file a Chapter 11 bankruptcy proceeding in order to protect its sole asset and to force a court mandated restructuring.  The Loan default was the first that CDC had incurred in over thirty years in the development business, and it was done only after carefully considering the consequences of defaulting on this particular loan versus the financial threat to the entire company by not defaulting.  Mitigating this bankruptcy is the fact that, since 1993, CDC has securitized numerous loans on its office buildings.  This is mitigated by the fact that the Borrower’s explanation above is satisfactory and the borrower has had many loans securitized since this occurrence, including two previous loans from ABC Lending, which closed in 2005 and have been securitized.
Sponsorship Concerns:  Ronald Hunt (Key Sponsor) was convicted in 1990 on two counts of False, Fictitious or Fraudulent Statements or Misrepresentations to an Agency of the United States (FHA).  In addition, Mr. Hunt’s credit report/background check showed late payments, a felony conviction, EPA issues with Genesis, etc. 
Mitigant:  Since these events, Mr. Hunt has financed in excess of $30 Million in commercial real estate through several different financial institutions including the Virginia Housing Development Authority, First Federal Savings Bank, Provident Bank, BB&T Bank and others, plus he has closed a CMBS loan with Morgan Stanley, which was recently securitized.  Mr. Hunt’s credit scores are satisfactory, as they range from 609 to 678 and the explanation of the late payments is considered to be adequate.  Please see the Credit Review section for additional details.  
Below Market Occupancy:

Occupancy Rate Below Competitive Set:  The subject currently displays an occupancy rate of 79.9% while the rent comps (competitive set) have occupancy rates that range from 84% to 97% and average 90.6%.

Mitigants:  Occupancy at the subject lags behind the competitive set due to the subject’s location.  Currently the main concentration of residential development is located north and west of the subject.  In addition, all of the land east of the subject, and east of I-4, is industrial in nature and not considered a demand generator for self-storage.  Future development of multi family complexes is forecasted for the area south of the subject.  As this occurs, occupancy rates at the subject will likely increase.  That said, the subject has average 82.9% occupancy over the past 36 months.  Occupancy at the subject has been stable and will likely increase as the neighborhood continues to develop.  Occupancy was underwritten at 72%, which allows for a DSCR of 1.95x.  Occupancy at the subject could be as low as 61% and allow for a DSCR of 1.20x based on current underwriting.  The breakeven occupancy rate is 58%.

Below Market Occupancy: Decrane (7,853 SF or 4.2% of NRA) is currently paying rent but is not in occupancy, therefore reducing total occupancy at the Property down to approximately 88%.

Mitigants: Borrower will provide a partial payment guarantee for 5,881 SF at a rate of $28.80/SF.  The guarantee will be provided by Continental Development Corporation.  
Subject Occupancy Risk: The Property is currently 81.0% physically occupied.
Mitigants: (1) A holdback in the amount of $650,000, representing 3 years gross rental and related leasing costs for the 8,040 SF of vacant space, shall be established at loan closing.  Funds shall be released upon the Property stabilizing at a 95% physical occupancy with acceptable tenants at a minimum net rental rate of $19.00/SF for a minimum 3-year term, evidenced by an estoppel indicating tenant is in occupancy, open for business and paying rent with no outstanding landlord obligation.  Borrower will have 3 years to earnout the held back funds, and in the event the Property does not reach stabilization within this timeframe, Lender shall have the option of holding the funds or paying down the loan. (2) Utilizing actual in-place economic vacancy, the loan amount net of the holdback underwrites to a 1.25x on an IO basis, and the full loan amount underwrites to a 1.13x on an IO DSCR.  It should be noted that the first 3 years of the loan are interest only.  (3) Subject market occupancy is strong with average occupancy of 97.7% across the six rent comps located within the immediate vicinity of the subject, and Reis reports a submarket occupancy for community shopping centers of 96.2%.  Furthermore, the subject property enjoys an excellent location adjacent to a SuperTarget store.  (4) The portion of the Property that contains the majority of the vacant space (5,340SF) was recently completed in late 2006 and therefore is still in lease up.  Additionally, it should be noted that the Borrower does not currently own this portion of the Property, as it will be acquired simultaneously with the closing of the subject loan.  The portion of the Property that the Borrower currently owns that was completed in 2005 contains only 2,700 SF of vacant space.  While no LOI’s have been signed to date, property management has indicated that several potential tenants have expressed interest in the vacant in-line space including Verizon Wireless, Dynamic Tanning, and Disc Replay.  Of particular note is that an existing tenant, Learning Express Toys, has expressed an interest in expanding its existing space into the adjacent vacant space.  Asking rents for the vacant space are $21.00/SF. (5) The Borrower will have in excess of $2.6 million of cash equity in the transaction at closing.
Risk:  The subject’s average occupancy, ADR, and RevPAR is below the competitive set average.

Mitigants: The subject’s RevPAR penetration rate has increased in each of the last three years, so the Property is a steady performer for its target market.  The appraiser’s competitive set included one primary competitor and three secondary competitors.  The primary competitor was renovated in 2006 and is considered superior to the Property.  The three secondary competitors are also considered superior in location or are too far away to be considered a primary competitor.  Since no new hotels are expected within the subject property's competitive submarket at this time, the subject’s penetration rate is expected to increase.  Since 2004, the hotel has been undergoing a phased renovation plan.  The borrower has spent $187,331 since 2004.  In 2006, the 27 rooms on the first floor were renovated including new beds, carpeting, window treatments and wall vinyl in some rooms.  The remaining 70 rooms are scheduled for renovation in 2007 at an approximate cost of $271,300.  Capital improvements scheduled for 2008/2009 are estimated to be $90,850.  Year-to-date occupancy trends reflect an upward movement.  As the renovations are completed, the subject property should continue to gain new corporate and leisure demand.  
Subject vs. Competitive Set:  In 2005, the competitors achieved an overall occupancy of 72.0% at an average daily rate of $152.13, yielding RevPAR of $109.48.  The Doubletree achieved $67.3%, $137.85, and $92.80, respectively.  Mitigants:  The Doubletree Inn at the Colonnade was completed in 1989 and has not been renovated since that time.  It is the only hotel in the 1,158 room competitive set that has not been renovated in the past three years.  Despite this, the subject has competed well with occupancy, ADR and RevPAR near the average of its competitive set.  Upon completion of its renovation, the ideally located Doubletree should perform at the high end of the competitive set.  The primary demand generator for downtown hotel rooms is business travel.  Baltimore’s CBD contains over 12 million SF of competitive, multi-tenanted office space and Baltimore’s largest employer is Johns Hopkins University, located directly across the street from the subject.  
Blowout Potential:

Risk:  BellSouth may vacate its space at lease expiration projected to occur in the near term in September 2008.

Mitigants:  Tenant, CIT has imminent space expansion needs and will most likely takedown the space in the event BellSouth does not renew its lease.  The cost of tenant improvements for CIT is estimated at $900,000 if BellSouth vacates its space in September of 2008.  Lender has required a pre-funding of the $900,000 amount and will also contribute $206,400 annually to a TI/LC reserve beginning in September 2008 (see loan structure above for details).  In the event CIT does not take down any expansion space, the Deerwood Park office micro-market has a very favorable location and strong occupancy of 93%.

Risk:  The CIT Lease will expire in February 2017 prior to loan maturity (April 2017).
Mitigants:  Lender to collect $1,600,000 in a CIT TI/LC reserve prior to the 2017 expiration.  The reserve will be used to re-tenant the property in the event CIT does not renew its lease.  The $1,600,000 is sufficient to provide TIs of $7.00/SF, LCs of 4% and 2 months of downtime (in addition to 6 months notice required to renew).  CIT has expressed their desire to UW in tenant interview to stay in their specific current location at the subject due to the desirable commute times for their employees and the strong amenity base at the subject.  CIT has also invested substantial dollars ($10 million) into the subject which also increases the probability of CIT’s renewal at lease expiration. 
Borrower Structure:

Borrowing Entity Structure:  Borrower being a tenants-in-common structure with up to 35 TIC structure.  

Mitigants:  Loan will require a Hard Lock Box and a substantive non-consolidation legal opinion and an Independent Director will be required. 

Tenants-In-Common Borrower Structure:  The Borrowing entity is comprised of two Tenants-In-Common.
Mitigants:  This structure was necessary to facilitate a 1031 tax-free exchange for one of the two Tenants-In-Common (Riverbrook, L.P.).  Both Tenants-In-Common will be single-asset, single purpose entities, which will serve to minimize the increased risk inherent in the TIC structure.  The TIC structure will be in accordance with current rating agency standards and any other standards otherwise reasonable to ABC Lending.  The TIC structure will, among other things, have centralized management and the members will waive the right to partition the property.      

Borrower (Other):

Borrower:  The sponsors have no Panama City market knowledge.  Mitigant:  (1) The Borrower is retaining a Florida based third party management company with extensive management and leasing experience in the Panama City market (see Management section for detail).  (2) Mr. Webster has 10 years of experience with commercial real estate and currently owns and operates two commercial properties, one multifamily and one office building.  The Property is an excellently located shadow-anchored (Home Depot) strip center that is 59% leased to credit tenants.  The market is strong with an estimated occupancy greater than 95%.
Sponsor with Limited Hotel Experience:  This is the sponsor’s first hotel investment.  
Mitigants:  The Property has been well maintained and is in excellent condition.  With the franchise agreement and PIP plan set by Hilton Hotels Corporation, the Property owner is required to keep the Property up-to-date with the brand’s exacting standards.  The borrower has retained Chartwell Hotels to manage the property.  While Chartwell is only one year old and only currently manages 3 hotels with 345 total rooms, the principals of Chartwell have over 45 years of hotel management experience.  The loan is structured with a management kick-out in the event of default under the loan or management agreement, or if the underwritten DSCR falls below 1.25x for more than 3 months.  Additionally, the loan is structured such that competent and professional third party management will be maintained throughout the loan term.  Also, the loan is structured with a cash flow sweep in the occurrence of an event of default or if at any time the Property fails to maintain DSCR, as calculated by Lender of 1.25x.  Cash will be returned to Borrower at such time as the Loan is not then in default and the underwritten DSCR is 1.35x for three consecutive months on a trailing twelve month calculation.  
Bridge Loans (Recent Performance):

Risk:  The Property was 46% occupied at the time of the Borrower’s acquisition in April 2004. 

Mitigant:  According to the Borrower, the Property was poorly managed and suffered from multiple items of deferred maintenance prior to the acquisition, which resulted in low occupancy levels.  The sponsors specialize in turning around distressed properties and were able to bring the Property to 92% occupancy within 7 months of acquisition after investing approximately $1.29 million in capital improvements.  Since that time, the Property has maintained solid occupancy levels averaging 93% in 2005.  The Appraiser concluded a stabilized occupancy of 93% which is supported by the rent comparable average of 95.5%. 

Recent Historical Performance:  In 2006, operating results were severely impacted by improper management of the restaurant and by the cancellation of a planned renovation, for which half of the hotel’s rooms were taken out of inventory for three months.  Occupancy slipped from 84% in June 2006 to 67% in July 2006.  August was also significantly impacted by the canceled renovation, with occupancy at 69%.  Mitigants:  The October 2006 occupancy has already grown back to 75.4% with the Trailing 6-month average at 73.9% including the three down months.  The appraiser estimates stabilized occupancy for the Property and competitive set at 74%.  The Inn at the Colonnade will be repositioned by the Borrower through an extensive $4,000,000 renovation plan, full Doubletree franchise affiliation, and the hiring of a new management company.  The poor F&B performance of 2005 will not be replicated.  The restaurant has been leased to a third party under a five (5) year lease agreement and is being operated as The Spice Company.  Future income associated with the restaurant will be in the form of rental income. Marshall Management Company has taken over third party management of the hotel.  This change in management companies will create savings in operating expenses, particularly with regards to payroll costs, and advertising and sales expenses.  

Risk: The DSCR based on I.O. Today UW is just 0.51x (combined A & B note)
Mitigants: The loan has been structured with a $350,000 interest reserve.  Based on the current debt service shortfall (see UW template), amount is sufficient to cover projected DS shortfalls for 14 months.  Based on borrower experience, the renovation is expected to take 12 to 18 months so the shortfall is expected to decrease rapidly.  In addition, the Loan docs will require that, in the event the Interest Reserve Account balance falls below $50,000, Borrower will be required to replenish the account to a $200,000 balance for the life of the Loan.  This feature works as a debt service guarantee which, along with the minimum net worth and liquidity requirements ($10,000,000/$1,000,000) for the Key Sponsor, mitigates the risk. 
Risk: Based on a conduit takeout scenario at the end of loan year three, the loan covers at a 0.90x based on a 30 year Am and 8.50% constant.

Mitigants: At closing, the Borrower will have the option to do a forward rate lock (see additional loan structure).  Assuming today’s 10 Year Swap plus 70 bps spread and a 10 year I.O. loan, current underwriting projects a 1.25x DSCR at the end of loan year two (see UW template for detailed cash flow projections).  If the Borrower does not choose this option, then a second option would be the sale of the Property at the end of loan year three.  Assuming an NOI of $774,714 (UW CFbDS at the end of year three) and a cap rate of 6.00% (75 bps higher than appraiser’s cap rate upon stabilization), the Borrower could sell the Property for $12,911,000, which would represent a modest, but respectable return on investment of 13.6% based on UW cost basis at takeout.  At this value, the Property could also potentially be refinanced at an 80% loan of $10,328,800.

Capped Reserves:  

TI&LC Reserve: Will be capped at $30,000.
Mitigants: During the 5 year loan term only 3,915 sf of leased space will roll.  The collected TI&LC reserve will be adequate to fund all anticipated leasing during the loan term based upon the specified cap of $30,000.

Cash Out:

Cash Out: At closing, the Borrower will be cashing out $735,251.
Mitigants: The Borrower acquired the Property in late 2004 and spent $450,000 between 2005 and 2006 on a complete restaurant/lounge and meeting room renovation. The Borrower’s proposed capital expenditures for 2007 include a complete boardroom renovation, a new lobby skylight, a new entrance awning, as well as a new vending machine awning.  Additionally, two offices will be converted to guestrooms. Capital expenditures are expected to total $50,000 in 2007.  The Borrower plans to replace the carpet and wall vinyl in the guestroom corridors in 2008, and then plans to replace guestroom carpet and televisions in 2009.  Capital expenditures in 2008/2009 are anticipated to total approximately $124,000.  At closing, Borrower will still have $868,749 (13.2%) cash equity remaining in the Property and will have market equity of $2,300,000 (28.8%) based on the appraised value of $8,000,000.  According to loan sponsor Kevin Bowden, he has had multiple offers to purchase the Property over the past 12 months at higher than $8,0000,000.  The Property has been conservatively underwritten and still allows for a DSCR of 1.42x.  
No Equity/Significant Cash Out:  The Borrower has no remaining equity in the deal.  

Mitigants:  The risk is mitigated by the strength of the Sponsor, its good location, high occupancy, and below market rents.  The Borrower has owned the property since 1993 and there is no existing loan on the property.  The Borrower will have $1,700,000 in market equity upon closing, which represents a 34% of its market value.
Significant Cash Out:  The Borrower will be taking out the entire loan amount ($7,452,000) following loan closing.
Mitigants:   The Borrower purchased the Property for cash in March of 2005 for $9,337,500 ($64,844/unit).  Following the refinancing the Borrower will still have $1,936,000 of market equity and $1,884,810 of cash equity remaining in the Property. The Borrower will be utilizing part of the cash as an equity investment in Savannah Square Apartments, which is adjacent to Palmetto Pointe.    Savannah Square Apartments are older townhouse style units that do not compete directly with the newer units at the subject property.  Savannah Square is currently 100% leased and is not likely to impact leasing at the subject.  At this time, the borrower has a purchase contact on Savannah Square at a price of $3,020,000 or $38,225/unit.  The Borrower is anticipating investing an additional $130,000 in capital improvements over the next 12-15 months at Palmetto Pointe which will include new pool furniture, weight room equipment, clubhouse furnishings, lighting, maintenance equipment and landscaping improvements. 

Significant Cash Out:  At closing, the Borrower will cash out approximately $25.7 million.  Borrower has no remaining cash equity in the deal.

Mitigants: Continental Development Corporation has been accumulating land at the Park since the early 1950’s, and developed the Property in 1992. Our sponsor has owned and operated the property since that time. Risk is mitigated by the strength of the Borrower, and the longevity of the sponsor’s association with the property as evidenced by the Property’s overall good condition.  The Borrower’s market equity will be $7,500,000 based on the appraiser’s “as-is” value of $48,200,000, and  $11,500,000 based on the appraiser’s “as-stabilized” value of $52,000,000.  

Cash Out: At closing, the Borrower will be cashing out $72,372.

Mitigants: The Borrower has constructed the Property in 1998 and has a total cost basis, including development costs and upgrades since that time, of $4,074,959.  The Borrower plans to spend an additional $362,150 between 2007 and 2009.  At closing, Borrower will have market equity of $1,500,000 (29.4%) based on the appraised value of $5,100,000.  
Significant Cash Out: At loan closing, Borrower will have an equity recapture of $1,140,093.

Mitigants: Notwithstanding the amount of cash out, there is still significant value to the Borrower in this asset due to the level of cash flow. Actual operating expenses per the owner’s statements are well below the underwritten figures. Cash flow after debt service based on 2006 expenses would be approximately $141,480 compared to underwritten cash flow after debt service of $61,820.  The Borrower’s market equity at close of $1,925,000 (24.7%) exceeds the cash out.  The Borrower has owned the property for 7 years and has adequately maintained the asset as evidenced by its long-term history of occupancy greater than 95%.  The sponsor has a long history owning and managing Class C apartment assets such as the property and has very strong credit references, and not one instance of complaint of disrepair.  
Casualty / Condemnation:

Risk:  Lease allows for termination under certain casualty and/or condemnation events.  Lender has waived requirement for Casualty/Condemnation Insurance. 
Mitigants:  This risk is mitigated by the following:

1) Casualty-The Tenant can only terminate for casualty in the final 36 months of the lease (January 2016 to January 2019).  This loan will mature in January of 2017, approximately one year after the right of termination can be executed.  At deal maturity, and assuming 3% land appreciation per year, the land value will be approximately $4,340,850, or 111% of the loan amount. Current rent is at market and should Pathmark vacate, the building could be re-leased within six months.  The market is strong and the location is excellent in terms of accessibility and exposure.  2) Termination: The Tenant can terminate upon a total taking and/or the parking spaces are reduced by more than 10%, access to loading areas is inhibited, any portion of the building is taken, the premises is divided, there is a denial of adequate access to the premises at the grade of any street adjoining the premises, LL elects not to restore the premises, or there is a temporary taking of all or a substantial portion of the premises for a period in excess of six months.  Based on an inspection of the Property, the probability of any condemnation appears remote as the area is mature and fully built out.  Additionally, the subject store is located at a light controlled intersection on a residential feeder street between two primary commercial thoroughfares and is unlikely to be the subject of a condemnation proceeding for road widening purposes.  3) The land value represents 68% of the loan amount and the loan represents a 27.3% LTV.
Risk:  The Lease allows for termination in the event of casualty and/or condemnation

Mitigants: This risk is mitigated by the following:

1. Casualty-The Tenant can only terminate for casualty in the final 24 months of the lease (July 2019 to July 2021).  This loan will mature in January of 2017, approximately 2.5 years before the right of termination can be executed.

2. Condemnation-The Tenant can terminate for condemnation if there is a material taking which is defined as entire premises or a material portion; all ingress or egress taken or partial ingress/egress taken which, in tenant’s judgment, would hurt tenant’s operation.  Based on an inspection of the Property a taking of any part of the Premises is seen as unlikely based on the Property’s frontage on an off ramp which could be widened, if needed, to the west (opposite the subject).  Surrounding the subject in other directions is vacant land to the north and south (owned by the Tenant) and a man made lake to the east.

Casualty and Condemnation Language in the Lease: The Lease reads as follows: In the event that damage or destruction to the Property is more than 50% of the full replacement cost, then either Landlord or Tenant can terminate upon notice to the other party within 30 days of the damage or destruction.  If any portion of the premises is rendered untenantable in Tenant’s reasonable judgment and if the Landlord did not provide temporary substitute premises acceptable to Tenant, then Tenant may terminate upon notice to Landlord within 30 days of the damage.  If Tenant reasonably anticipates that repair and restoration will take more than 100 days, Tenant may terminate upon notice to Landlord within 30 days of the damage.  If any portion of the Premises is taken under power of eminent domain, and the Premises are rendered no longer fit and suitable for Tenant’s business operations, then the Tenant may terminate upon notifying Landlord. 

Mitigants:   Based on the Property’s location (well off the highway and surrounded by private land), the risk of any of the 10.95 acres being taken via eminent domain is remote.  In addition, as most of the land surrounding the property is vacant, the risk of the Property being condemned due to some sort of outside environmental issue is again, remote.  

In terms of casualty, the standard casualty insurance policy required by ABC Lending is not deemed sufficient to mitigate the risk of the tenant terminating the lease if the casualty damage is greater than 50% of full replacement cost.  In addition, the requirement of the Landlord to provide a temporary substitute premises acceptable to Tenant, in the event that, in the Tenant’s reasonable judgment, any portion of the premises is untenantable, would be difficult given the specialization of the Property and the fact the Landlord does not own another industrial building in Little Rock.  For these reasons, ABC Lending will require the Borrower to obtain additional casualty insurance for the benefit of the Lender.  As a condition of closing, this additional casualty insurance must be in place prior to ABC Lending funding the loan.
Waiver of Casualty/Condemnation Insurance:  Casualty: The Tenant may terminate the Lease if a “Major Casualty” occurs which equates to damage where the cost to rebuild or restore is $18,900,000.  In the event of a “Non-Major” Casualty, the Tenant is fully responsible for restoring the Premises even if the net insurance proceeds are insufficient.  Condemnation: The Tenant may terminate the Lease if a “Major Condemnation” occurs which equates to a taking of more than 50% of the Property floor area or the taking of principal points of access.  
Mitigants:  (i.) The Tenant is responsible for obtaining property insurance.  (ii.) In the event of a major casualty, if warranted, the Property insurer will pay out up to the Property’s insurable value, which amounts to $25,080,000.  Should the tenant decide to vacate the Property, the insurance proceeds coupled with the appraiser's $2,690,000 land value (combined $27,770,000) exceed the loan amount of $22,300,000. (iii.) It is unlikely that Preferred Freezer, who spent approximately $31 million to build the facility will vacate.  (iv.) The Tenant lease extends for 15 years beyond the Loan term.  (v.) The Property is a state-of-the-art, newly-constructed facility with the advanced safety measures in place.  (vi.) Finally, the Preferred Freezer business is an “around the clock” operation with employees present at the facility at all times, further reducing the probability of a major accident taking place.
Condominium Risk:

Condominium Risk: The subject Property is subject to a Declaration of Condominium (DC) for The Artisan Master Condominium, and the Borrower has only 20% voting power within this condo.  (See Loan Structure for details.)
Mitigants:  (i) Loan is Full Recourse if the Condo Declaration is terminated. (ii)  Loan is Full Recourse if a material portion of the Project other than the Retail Units suffers a casualty, and the Association elects not to rebuild. (iii) There will be recourse carveout for Losses incurred as a result of any Declaration amendment that has a material adverse effect on the Retail Units. (iv) All of the above events will also trigger an Event of Default.  

Construction Risk:

Construction Completion Risk:  Should renovations not occur, the asset might not continue to support debt service.  Mitigant: The Sponsors, through The Bascom Group, have been involved in over 70 successful redevelopment projects.  Along with a strong track record, the Sponsors have a combined net worth of $88,109,919 and liquidity of $5,765,724.   Credit searches show no defaults on previous loans.  Additionally, the loan has been structured with a more than adequate interest reserve (see above).  Finally, the Borrower will have cash equity at closing of $1,629,210 in the project which will act as additional incentive to complete construction in order to realize the potential of the Property once renovated.  Additionally, if Project Completion Conditions are not satisfied within (2) years after the closing date, the Mezz Borrower will lose right to any additional funding for said Project Completion Conditions, exclusive of the $162,133 for Project Work related to renovations and upgrades to apartment unit interiors.   

Construction Risk:  Should renovations not occur, the asset may not continue to support debt service.  

Mitigants:  The Key Sponsors (SP Investments II, LLC and SP Investments, Inc as affiliates of Security Properties, Inc.), have been involved in six successful multi family renovation/ reposition projects since 2001 and are currently involved in five others (exclusive of this property).  Along with a strong track record, the two key sponsors have a combined net worth of $30,526,582 with liquidity of $7,224,164.  Additionally, the loan has been structured with a Debt Service Shortfall Reserve of $200,000, which will be replenished up to a total of $350,000 (see Additional Loan Structure above) if drawn upon.  The key sponsors will be required to guarantee the replenishment of the Debt Service Shortfall Reserve. 
Construction Risk:  Should renovations not occur, asset may not continue to support debt service.  

Mitigants: The Sponsors, through the Bascom Group, have been involved in over 70 successful redevelopment projects.  Along with a strong track record, the Sponsors have a combined net worth of $64,239,724 and liquidity of $3,675,135.   Credit searches show no defaults on previous loans.  Additionally, the loan has been structured with an Interest Reserve of $310,000, which will be replenished by the sponsors if drawn upon.
Construction Risk:  Construction is currently estimated to be 80% complete, and Borrower will not have a CO at the time of closing.   Mitigants:  Bruce P. Earle will provide a guarantee until issuance of the CO.  Mr. Earle has significant liquidity and net worth at approximately $12 million and $40 million, respectively.  
Lease Commencement Date:  The Tenant will not commence rent payment until 60 days from “Substantial Completion”.  Further, the tenant has the right to cancel the lease if completion is not completed by March 31, 2007.

Mitigants:  The estoppel certificate must provide language satisfactory to ABC Lending confirming that the delay in completion will not cause it to terminate the lease.  Additionally, the loan has been structured with a Debt Service Shortfall Reserve of $55,000 to cover three months’ payment, and Mr. Earle will be required to guarantee the loan until the tenant has begun to pay rent.   
Increase in Building Costs Due to Recent Hurricanes:  The extensive property damage experienced in the Gulf region as a  result of two recent hurricanes could conceivably have a material adverse impact on the cost of building materials. 

Mitigants:  There are two key mitigants to this risk: (1) Hard cost of unit renovations is a relatively small component of overall project cost.  A 15% increase in hard costs of interior renovations would reduce the borrower’s gross and net return on cost from 22.9% and 14.5%, respectively, to 21.9% and 13.5%, respectively; this impact is not believed material to the viability of the project; and (2) the loan is structured with ABC Lending’s standard “loan in balance” requirement, such that any cost increases over the budget must be funded with borrower equity and not with loan proceeds.  This sponsor possesses ample liquidity to address any funding gap of this nature.

Co-Tenancy Clauses:

Co-Tenancy Risk: If at any time during the term of the Lease, Super Target is not open and operating for a period in excess of 30 consecutive days, Petco has the right to pay 3% of Gross Sales in lieu of Base Rent.  If Landlord is unable to lease the space to a like replacement within 18 months after, Petco has the option to terminate Lease.    
Mitigants: (1) Super Target constructed its new building approximately five years ago, hence the likelihood of Target vacating its space and ceasing operations is remote. (2) If Target were to vacate, the space would easily be leased to a like replacement tenant within 18 months due to the strong subject market.  As of 3rd Quarter 2006, the Kane submarket reported a vacancy rate of 3.8% for community shopping centers.  Furthermore, net absorption in the subject submarket has been positive in eight of the past nine quarters.
Co-Tenancy Clause:  If Food Lion were to vacate the Centre Stage Shopping Center, Hibbett Sporting Goods (8,450 SF) and Cato (4,800 SF) would be permitted to exercise a lease termination option.

Mitigants:  Cato has been located at the Centre Stage Shopping Center since 1990.  Its lease had a similar co-tenancy clause with the property’s former K-Mart location.  However, Cato did not exercise its available right to terminate its lease when K-Mart vacated the property.  Hibbett is a recent occupant of the property having taken its space in August 2004.  If Food Lion, Hibbett, and Cato vacated Centre Stage, the Loan’s DSCR would fall to 1.13x.  In the event Hibbett and Cato vacated the subject, collected TI/LC reserves would be more than sufficient to re-tenant their spaces and the re-tenanting of the Food Lion space would be covered by the Borrower’s limited contingent guarantee.

Risk:  Kroger co-tenancy clauses in the Washington Mutual (4,200 SF), Randstad Staffing (2,100 SF) and Hair Cuttery (1,200 SF) leases.

Mitigants:  Randstad Staffing recently signed a lease renewal extending lease expiration to 1/31/2011.  Washington Mutual allows for termination if Kroger goes dark for 365 days and a replacement tenant is not found.  This allows for sufficient time for either Kroger to find a replacement tenant and/or Landlord to recapture the space.  Also the Hair Cuttery and Randstad are original tenants going back to March and April of 1995 when the center was first completed.  The tenants benefit from the traffic at the center and specifically the robust sales at Kroger. 

Co-Tenancy Clauses: The Family Dollar Store includes a co-tenancy clause that allows this tenant to terminate its lease in the event that supermarket tenant (currently Save-A-Lot) terminates its lease or vacates its space.  

Mitigants: The Family Dollar store has been located at the subject Property since 1992 and has shown a constant increase in sales from $500,749 ($64.20/SF) in 1995 to $918,786 ($117.75/SF) in 2004and its primary lease term is coterminous with the with the Save-A-Lot lease.  Additionally, based upon the submarket rate of  $2.50/SF for the Save-A-Lot store and a resulting occupancy cost of 1.72% of sales, it is likely renew it lease upon expiration in 2007.  Finally, should both tenants vacate the center, a DSCR of 1.27x will be maintained.

Crime:

Crime:  In recent years, there has been crime (breaking and entering, weapons charges, domestic disputes, etc.) reported at the Property.  The underwriter has requested a crime incident report from the local authority.  

Mitigants:  Based on conversations with existing management, crime is not occurring as rampantly at other apartment developments in the immediate area/competitive set, but is concentrated at Four Horizons due to known neglect by current management and some current “undesirable” tenants.  The Borrower is aware of the crime issue and has considered this in their acquisition decision.  Underwriter has requested a written summary of the Borrower’s diligence regarding crime at the Property which will be provided prior to close.  As part of the renovation, controlled security gates will be added surrounding the development, which will help to keep out the undesirable element.  As part of the repositioning, a strong management firm, Omni Management, will be brought in, who have experience in turnaround properties and crime reduction in similar situations.  The underwriters spoke with Cathy Kolbu, who will manage East Tennessee, to discuss her perception of the Property and steps that will be taken to diminish crime.  Omni manages three additional complexes in Aurora and is familiar with the market and the police department in the market.  There is little crime at the other three properties that Omni manages.  Cathy/Omni will immediately implement a screening process at the Property, which not only screens potential new residents but existing tenants as well.  Tenants with a criminal record will not be allowed to rent units at the Property.  In addition, Cathy will work closely with the local police department to receive and review periodic incident reports.  Any residents that show up on reports will be evicted, or at a minimum not renewed.  East Tennessee is also budgeted to include security patrol at the property.   The existing management does not have security.  With the renovations/reposition, it is anticipated that the tenancy will be improved as rents are raised to market levels, and that incidents of crime will significantly diminish to levels of surrounding developments (low to no crime).  

Environmental Issues:

Potential ACMs:  During the site inspection, IVI observed friable and non-friable suspected asbestos-containing materials.  Mitigant:  An ACM O&M Plan to manage the ACMs in place at the subject property will be implemented as a condition of closing.  Throughout renovation, Borrower will dispose of any ACMs properly.

Potential ACM’s and LBP:  During the property inspection, Clayton Group Services (engineering firm who performed the PCA) identified both friable and non-friable suspected asbestos-containing materials as well as lead-based paint.  Further details are provided in the Engineering section below.  

Mitigants:  An O&M plan for ACM’s and an O&M plan for LBP will be in place at the subject prior to closing. Throughout renovations, the Borrower will dispose of any ACM’s or LBP property.

Environmental Issues:  Based on the dates of construction, asbestos-containing material was present at the following buildings:  Rite-On, RL Stowe Corporate Office, RL Stowe Helms Plant, RL Stowe National Plant, RL Stowe Spinning Plant, RL Stowe Chattanooga Plant, and RL Stowe Lupton Plant.  Additionally, soil and groundwater issues were noted at the following buildings:  Rite-On, RL Stowe Chattanooga, and RL Stowe Lupton.  

Mitigants:  O&M Plans will be required for all ACM issues.  Additionally, a termination letter has been received for the Rite-On contamination which states that Rite-On will not be held responsible for the existing contamination and that no further investigation is warranted.  For the RL Stowe Chattanooga soil and groundwater issues, a “No Further Action Letter” has been received as a result of past monitoring and subsequent remediation.  For RL Stowe Lupton, a plan was implemented by CTI in August 2003 for annual monitoring of groundwater for a term of 5 years under the oversight of TDEC.  CTI proposed and TDEC accepted that at the end of the 5-year period, if the groundwater contamination levels do not decrease, a more active program will be implemented.  Also, LAC recommends to continue monitoring the progress of the groundwater monitoring program to evaluate if a more active program will be required at the Property.  No other action or investigation is warranted at this time.  An O&M plan is not needed as an approved plan of action is already in place with the State.     

Risk:  The Property has a PML in excess of 20%.
Mitigants: Earthquake insurance will be required in an amount at least equal to the full Allocated Loan Amount for each property.  However, in the event that Borrower performs certain improvements to the Improvements which improvements reduce the “probable maximum loss” to such Individual Property in the event of an earthquake, Lender shall waive the insurance required for such Individual Property subject to requirements specified in the loan documents.
Environmental Risk:  The Property has been identified to have “chemicals of concern” as the Property originally contained a gas station with leaking underground storage tanks.  The site has been remediated; however, final clearance by the state will not be forthcoming for approximately one year.  Mitigants:  The loan has been structured with a reserve of $30,000 for environmental compliance, which equates to 200% of the engineer’s estimated costs for remediation (see environmental section for details).  In addition, in the event the environmental issue is not cured, the guarantor will be responsible for all environmental-related losses.

Evictions:

Large Number of Evictions at the Subject Property:  Property management has been involved in an extraordinarily large number of evictions over the past year.  Management claims that they average approximately 4 evictions per month or approximately 50 in the first complete year since the Borrower has owned the Property.  Mitigant:  The on-site manager believes that the high number of vacancies is due primarily to a “house cleaning” of tenants that were leased units by the previous owner and manager and that evictions have than higher than typical because these tenants have not been able to comply with Harbor Group Management Company’s higher credit standards.  A review of the Property’s current delinquency report showed that 10 tenants (2.34% of occupied units) and currently more than 30 days past due on rent and currently management is in the process of evicting four of these tenants.  
Floater Refinancing Floater:

Risk:  The subject transaction represents the refinance of a floating rate loan.  The Borrower purchased the subject Portfolio in February 2005 and financed the acquisition with an 18-month floating rate loan originated by Key Bank.  

Mitigants:  The mitigants for this risk are as follows:

· The Borrower acquired the subject Portfolio out of foreclosure.  At the time of purchase, the properties were in poor condition with extensive deferred maintenance and inundated with non-paying, criminally-prone tenants.  The average occupancy of the Portfolio was 67% and the delinquency rate was nearly triple the market rate.  

· Construction (improvements) was delayed six months due to potential development changes for two of the four properties (Adagio Palms and Sontera Palms).  Shortly after the Borrower purchased the Property, the City of Dallas had proposed that the Adagio and Sontera communities be a part of a master commercial redevelopment.  The proposal fell through and the Borrower subsequently commenced his reposition plan for the two properties.   

· From an occupancy basis, the properties are nearly stabilized at a current portfolio-wide rate of 89.2%.  The Borrower’s business plan going forward is to continue to lease up the properties, make cosmetic improvements to down-units, and slowly increase rents closer to market rates.  The Borrower has stated that the “hard work” is complete, which included the major renovations and changing the tenant make-up.  The Borrower anticipates the portfolio will be stabilized within the next 9 months.  The underwriting assumes a take-out period after 24 months.
· The Borrower and the management company have worked together extensively in the past to successfully reposition dilapidated apartments like the subject portfolio.  To date, the Borrower has successfully repositioned 3,900 apartments units.  Integrity Asset Management recently won an award for Dallas’ “turnaround property of the year.”  The management company has a portfolio wide delinquency rate of less than 1%.  

· A reference letter from Key Bank (existing lender) has been provided.  The Borrower currently has five multifamily acquisition/rehabilitation bridge loans with the bank with an outstanding balance of $39.7 million on $40.1 million of total loan commitments.  The bank has stated the Borrower has made interest payments on a timely basis and overall has been a good client to work with and has conducted business with respect and integrity.  

· The subject Loan has been structured with a cash flow sweep and cash balancing throughout the Loan term if the stated minimum performance criteria are not met (see additional loan structuring for details).  Additionally, the Key Principals are required to maintain a minimum net worth of at least $20 million and liquidity of at least $5 million throughout the Loan term.  
· The loan has also been structured to include future funding of up to $1,500,000 for debt service shortfalls.  Based on the UW Interest Reserve Analysis, potential shortfalls are limited to the first 12 months of the loan and total les than $650,000.  Based on the UW “As Is”, the cash flow shortfall is just over $815,000.  The $1,500,000 is sufficient to cover 22 months at this level.
Flood Plain Risk:

Flood Plain Risk: The subject improvements are technically located in a flood plain until the LOMAR application is approved. 
Mitigants: (1) Flood Insurance will be in place at loan closing and will be required until the LOMAR application is approved.  (2) The actual Property structure was reportedly built above the flood plain.  A LOMAR application has been submitted to FEMA to revise the flood maps based on the recent development of this property; however, the application is pending and will not be approved prior to closing.  (3) All tenants reimburse flood insurance per their respective leases. 
Franchise Agreement Expiration:

The Current Franchise Agreement expires in 2009:  The subject hotel currently operates as a Sheraton, but this franchise agreement expires in April 2009.  The loan matures in 2015.

Mitigants:  The Property has operated as a Sheraton since construction in 1988.  The key sponsor, Stephen Griswold, has an excellent relationship with Starwood (owner of the Sheraton brand) as he is one of just eight representatives on the Starwood Franchise Owners Council, which is primarily responsible for advice, and in some regards, consent relative to various Starwood Sheraton.  This is an elected position and Mr. Griswold has performed in this capacity for three and a half years on behalf of all Starwood Sheraton properties in the Northeast.  While Mr. Griswold has not extended the existing franchise agreement with Sheraton in order to keep options open for sound business decisions, he has no intention of changing brands.  The hotel currently implements a Property Improvement Plan (“PIP”) to maintain Sheraton standards by renovating/refurbishing guest rooms and common areas.  The PIP is dated November 2004 and provides guidelines for scheduled improvements to the hotel and a proposed timeline through November 30, 2009.  The Licensee (“Borrower”) is required to satisfy all requirements of the PIP within the required completion dates.  If the Borrower fails to complete the work required, the Licensor (“Sheraton”) may terminate the franchise agreement.   The loan sponsor and representatives from Starwood Hotels and Resorts have worked together to create an appropriate improvement plan such that when the franchise agreement comes up for renewal, the Property will be in conformance with Sheraton standards and no major capital outlay will be required for improvements to meet those standards.  Work required through year-end 2005 is completed or scheduled to be completed on time, verified at Property inspection.  Work required for 2006 includes guestroom renovations, public restroom renovations, roof replacement, new banquet furnishings, and new hallway carpeting.  Work required for 2007 includes lobby renovations, roof replacement, and new hallway and common area carpeting.  Work required for 2008 includes guestroom renovations, mini bar renovations, and common area renovations.  Work required for 2009 includes guestroom renovations and fitness center renovations.  All of the work outlined in the PIP is also outlined in the Borrower’s capital expenditure budget.  The underwriting includes FF&E reserves of 4%, which provides sufficient reserves to maintain this PIP plan (which was provided by the Borrower and reviewed by the underwriter).  In addition, the engineer who performed the Property Condition Assessment, was provided the PIP to utilize in his report.  With explicate required renovations outlined in the PIP, he estimated replacement reserves at $1,888/room/year, which is approximately 30% less than the underwritten FF&E reserve.  As a further mitigant, ABC Lending will require that the Borrower must enter into a new franchise agreement with Sheraton, or a franchise deemed “equal to or better than (in the sole opinion of ABC Lending)” Sheraton at the time the current franchise agreement expires.    

Go Dark Clauses:

Go Dark Clause:  Within the Centre Stage Shopping Center, Belk’s (51,413 SF) has the right to go dark with 90 days notice after September 2008. If Belk’s were to go dark and then vacate the property, Hibbett Sporting Goods (8,450 SF) and Shoe Show (2,800 SF) could also vacate the property.

Mitigants:  Belk’s is a relatively new tenant at the property having executed a lease agreement at Centre Stage in December 2002.  In addition, market occupancy has been historically high and borrower should have little difficulty in replacing those tenants if necessary. Currently, Shoe Show’s rent is below market.

Risk:  The tenant is not obligated to conduct or remain open for business at the premises.

Mitigant:  Sales at the subject have been averaging $595/SF over the past three years, approximately $63/SF higher than the chain average.  Additionally, conversations with a representative from Pathmark’s real estate department revealed the company’s plans to spend $4 million in renovations in three years to overhaul the subject’s floor plan, supporting their satisfaction with this location.  The tenant is still required to pay rent should they go dark.  Should the tenant vacate due to corporate problems, the space could be re-leased to another grocery store within 6 months based on the site’s ideal location in a mature and densely populated residential area.
Risk:  Kroger may go dark for up to 360 days if it elects to close at least 25% of its other stores in the Atlanta area.  If Kroger doesn’t close 25% of its Atlanta stores, it can go dark for up to 180 days. 

Mitigants:  Kroger’s investment in the subject Property as stated above.  Occupancy costs are projected to remain low and Kroger’s has seen a very positive trend in its sales/SF as stated above.  Also Lender will require a Cash Flow Sweep if  Kroger “goes-dark” or files for bankruptcy.  Landlord may also recapture the space either 360 days after Kroger goes dark pursuant to Kroger’s closing 25% of its stores in Atlanta or 180 days if just the subject Property goes dark.  Landlord is required to pay unamortized tenant improvements for both scenarios.  Sponsor, Mr. and Mrs. Gindi have the financial wherewithal to cover operating deficits with liquidity at $2,398,130.  The Property is an excellently located shopping center and should Kroger go out of business, it is likely that a replacement grocer tenant would be easy to procure.

Go Dark Risk: Petco has the right, after opening for one day, to cease business operations at the Premises and “Go Dark”.  
Mitigants: (1) Petco recently opened for business at the subject property and signed a new 10-year lease with four 5-year renewal options; hence, the likelihood of Petco going dark is remote. (2) The subject resides in a strong location along the primary retail corridor in a retail center anchored by a Super Target. (3) Petco provides notice to the Landlord stating that Petco will “Go Dark”, any time after Landlord receives said notice, Landlord would have the right to terminate lease.

Ground Lease:

Ground Lease: The Sandpiper Property sits on a ground lease (land not owned by Borrower).  Mitigants:  1) The ground lease expires in 2067 which is 53 years beyond the expiration of this Loan.  2)  The ground lease is securitizable.  3)  Ground rent payments are based on 7.12% of Room Revenues.  This means that ground lease payments only increase as the hotel thrives and will actually decrease if Room Revenue falls.
High Historical Vacancy:

High Historical Vacancy: Three James Center has had a history of higher vacancy than the other two towers. The building was originally built for IBM back in the late eighties.  When IBM restructured and consolidated, they moved out of the building and chose to sublease their space. The quality of tenant that followed were not of the caliber which the center had been accustom to but the property manager had little say in the matter with IBM  

Mitigants:  As leases expired, management chose to upgrade tenant profile by intentionally holding space vacant 9resulting in higher vacancy) until they were able to negotiate leases with higher quality tenants.  The property manager has been successful with this strategy as evidenced by the recent lease execution with Marsh and Mercer, which brings occupancy to approximately 92.0%.  Additionally, given the property strategic location, its Class A status and current tenant roster, the property manager does not expect to have difficulty in attracting tenants in the future. 

High LTV at Closing:

High LTV at Closing:  At closing, the LTV is 80.7%.
Mitigants: Excluding the $800,000 cap ex funding, the LTV is 77.0%.  The Borrower plans to spend $3,810/unit to renovate the Property.  Once renovated, the Borrower projected conservative rent increases (5% to 7% on average).  The appraiser has provided examples to support his post renovation market rent increases of $30 to $60/unit.  The appraiser has concurred with these higher rents and has projected a stabilized value of $19,350,000 (3/1/09 projection).  At this value, the LTV would be 74.4%.
Income (Non-Standard)

Timeshare Management Contract Revenue:  A portion of the property’s revenue stream is derived from management of the sixteen time share units.  Mitigants:   When not in use, all units (including time shares) are thrown into the hotel rental pool.  The timeshares will expire in 2012.  Until that time, the number of timeshare nights will be reduced by 50% per year from a current level of 4,235 nights to 91 nights in 2012 and 0 nights by the beginning of 2013.  The Borrower receives minimal timeshare revenue through the management of the timeshares.  This amount totaled $532,888 for 2006 (and will decline every year through expiration in 2012).  If this income and the expenses associated with it were not UW, the Loan would still cover at a DSCR of 1.64x (2.38x based on TTM op statement).

Interest Only Loan Risk:

Risks:  Providing 5 years IO 

Mitigants: Assuming that the rent at the subject property increases by its contractual rent bumps and expense growth is 3% (per year) for 10 years as well as reimbursements, the resulting cash flow of $2,598,700 would allow the $22.185MM balloon balance to be refinanced at a 9.37% cap rate and 80% LTV.  Using the appraiser’s year 10 NOI of $2,646,645, the balloon balance could be refinanced at an 80% LTV and 9.54% cap rate.  The Loan has also been structured with hyper-amortization. 
LIBOR Cap DSCR:  The DSCR at the LIBOR Cap of 5.0% (as negotiated in the application) is only 0.84x.  

Mitigants:  At 5.0% LIBOR, the underwritten debt service shortfall for Year 1 underwriting “As Is” is $83,816.  The Interest Reserve is $310,000.  This reserve covers 16 months of debt service shortfall as underwritten.  Only a 2.4% increase in GPR is necessary to cover the underwritten debt service.  It is expected that the Borrower should easily achieve this level of income given the Borrower’s turnaround expertise and significant cash equity at closing.
LIBOR Cap DSCR:  The DSCR at the LIBOR Cap of 5.0% is only 0.82x.

Mitigants:  At 5.0% LIBOR, the underwritten debt service shortfall for Year 1 (“As Is”) is $226,662.  At closing, a Debt Service Shortfall Reserve of $200,000 will be established.  This $200,000 is enough to cover approximately 10.6 months of debt service shortfall as underwritten based on the LIBOR cap.  Based on today’s LIBOR, the underwritten debt service shortfall for Year 1 (“As Is”) is $71,792.  The Debt Service Shortfall Reserve is enough to cover approximately 33.4 months of actual debt service shortfall.

5 Year Interest Only:  The first 5 years of the Loan are Interest Only.  
Mitigants:   There is no refinance risk owing to the 5 yrs of IO. For example, assuming that the property is underwritten at 91% and achieves a market occupancy of 93% in year two; annual income and expense growth is 1.5% and 1.5%, respectively, the resulting cash flow would allow the $7.016 MM balloon balance to be refinanced at a 9.19% cap rate and 80% LTV.  Also, Borrower has approximately $2MM in hard cash equity. 5 yrs of IO results in approximately $500K of cash back to the borrower. Even with the extra cash back, the borrower will still have approximately $1.5MM of hard cash equity remaining in the transaction.  

No LIBOR Cap: The Borrower is not required to obtain a LIBOR cap. 
Mitigants: The Praedium Fund V, LP, which has a net worth of $307 million and liquidity of $63 million as of its June 30, 2004 unaudited statement, will guarantee debt service for the Loan for the first 24 months of the loan term.  Additionally, it in anticipated based upon the strength of the local market that the KBL Cable space will be released prior to the third loan year.  Assuming the KBL space is released as anticipated in the Borrower’s Business Plan, the 30-day LIBOR rate would have to increase by more than 458 bps from the current rate of 2.42% before coverage would fall below 1.05x.     
Lack of Acceptable SNDA:

Lack of an Acceptable SNDA Risk:  The Tenant refused to make any changes to the existing Tractor Supply form SNDA that was an exhibit in the December 19, 2005 lease.  Amongst other unfavorable issues the SDNA allowed for the Tenant to amend the lease without notifying the Lender, yet subjecting the Lender to those changes.    

Mitigant:  1) A loss-based recourse carve-out is in place for any losses sustained by the Lender for lack of an acceptable SNDA.  The Key Principal will be required to maintain a minimum net worth of $2,000,000 and a minimum liquidity of $500,000 throughout the Loan term.  2) The Property’s land value alone is worth $1,350,000, which equates to 71.2% of the loan amount.  3) This is a low leverage loan with a LTV of 48.6% and a DSCR of 1.57x.

Lack of Credit History/Lender References:

Limited Credit Information on Borrower/Principal:  Nickel Plate Properties, Inc, as well as Michael Rausch, the President of Nickel Plate Properties, Inc, have no outstanding loans or credit lines and there are no readily available credit references.  
Mitigants:   Nickel Plate Properties, Inc. owns all of their current real estate assets free and clear of any debt.  Based on a certified statement from Michael Rausch, the portfolio has a current market value of $28,305,000.  In addition, Nickel Plate Properties, Inc. has $2.9 million in readily available liquid assets.  In addition, credit reports and public record searches for both Michael Rausch and Nickel Plate Properties, Inc. were clean.

Lack of lender references:  The loan sponsor only provided one lender reference.
Mitigants:  Mr. Patel currently holds all of his commercial assets free and clear of debt.  UW has verified that Mr. Patel has held commercial real estate loans in the past with Wells Fargo, Bank of America and Chase Manhattan Bank that have since been satisfied.  His credit is satisfactory.  For this Loan, Mr. Patel is required to keep a minimum net worth of $5MM and liquidity of $1MM.   Currently, shows a current net worth of $9.84MM and verified liquidity of $3.65MM.  As the current liquidity will decline as a result of this transaction, Mr. Patel will provide evidence of a $1MM LOC acceptable to Lender prior to closing.
Lease Clause Risk:

Risk: The Wells Fargo lease prohibits the Landlord from allowing a "game, video, or 'laser' games room" in the Shopping Center, which appears to be in conflict with Gamer Realm's permitted use. 
Mitigant: Receipt of a waiver from Wells Fargo permitting Gamer’s Realm’s occupancy within the shopping center will be required prior to closing.     
Lease-Up Risk

Lease-up Risk:  Quad I is only 66% leased.

Mitigants: The Property was 100% leased until December of 2006 which was the delivery date of Quad III (month USAF vacated Quad I and moved to Quad III).  The Peninsula Submarket is strong reporting a 6.64% vacancy at Year-end 2006 and a current vacancy of 5.40%.  The financial strength of FAP is also strong with $7,355,253 in combined cash ($1,353,913 unrestricted and $6,001,340 restricted) and the ability to call on investors for additional cash reserves as part of the joint venture structure. FAP also owns a stabilized portfolio with all properties but one property (at 89%) being 100% occupied.  Should lease-up be slower than anticipated, sponsor has ample reserves to cover any shortfall for operating deficits.
Legal Non-Conforming Use:

Zoning:  The Property is a legal non-conforming use of the site with respect to number of parking spaces. The zoning ordinance states that if non-conforming uses are partially damaged by fire, flood, wind or other calamity or and act of God shall not be continued  when the extent of the damage or destruction is more than 50% of the replacement value of the improvements.

Mitigants: There are 17 apartment buildings on the Property.  Buildings are separated by common areas with concrete walkways and grass.  It is unlikely that a fire would spread from one building to another until essentially half of the buildings were consumed by fire.  Four of the 17 buildings could burn and the rents from remaining units would still provide for a 1.20x DSCR.  Additionally, the Borrower’s insurance policy includes Building Ordinance coverage to cover any loss of rents due to destruction.

The subject is a legal-nonconforming use with regards to is current zoning designation.
Mitigants: The subject is legal non-conforming use due to insufficient onsite parking. The R4 Zone requires 2.0 spaces for one-bedroom units, 2.25 spaces for two-bedroom units, 4.5 spaces per three-bedroom unit, and an additional 0.25 guest spaces per unit. Based on this information, the subject is required to have 74 parking spaces. Currently, the subject only offers 38 garage parking spaces, and no visitor parking.  However, if the Property is damaged, it may be restored without special permit application. Additionally, street parking is available in front of the subject property for visitor use.  Additionally, set back requirements have changed since the date of construction.  Law and Ordinance coverage will be required.

Zoning:  The subject is zoned as RM-15, Medium Density Residential. A zoning report prepared by Zoning-Info was provided which indicates that the Property is a legal-nonconforming use due to excess density.  Current code permits 15 dwelling units per acre.  Tanglewood is developed with 17.25 units per acre.  Also, two buildings encroach onto a side setback up to three feet.  Borrower does not have Law & Ordinance Insurance.  Mitigants:  The rebuild rights require that a nonconforming structure damaged or destroyed in excess of 50% or more of its value by deterioration, flood, fire, explosion, earthquake, war, riot or other similar occurrence.  The subject property includes 15 separate residential structures (plus 2 ancillary buildings).  The likelihood of 50% loss in value is remote.  At least seven residential buildings would need to be destroyed in order for this to occur (for a loss of 67 of 144 units).  The buildings are scattered along the 8.35-acre site and are separated by yards, walkways, and drives.  In the remote instance that there was a 50% loss and Borrower had to re-build, the permitted number of units would decrease from 144 to 125 per code.  With a loss of 19 units, as underwritten today (Class C rents), the loan would still underwrite to a 1.00x DSCR.  In lieu of L&O Insurance, in the event of loss, the loan will be recourse to the sponsor to guarantee losses that would otherwise be covered by L&O Insurance.  
Risk: Legally Non-Conforming Use: The density exceeds the required maximum by 8 dwelling units per acre, and the parking is deficient 60 spaces.  As the Property was built in 1965, it is 'grandfathered' under the current code according to the Department of Regional Planning in Los Angeles County.
 The rebuild clause states that any building or structure nonconforming due to use and/or standards which is damaged or partially destroyed may be restored to the condition in which it was immediately prior to the occurrence of such damage or destruction, provided that the cost of reconstruction does not exceed 50% of the total market value of the building or structure.
Mitigants: (1) The Appraiser estimates the replacement cost new for the Property at $3,900,000 which is just 41% of the appraised value.  This means the likelihood of reconstruction exceeding 50% of the total market value is highly remote. (2) The PML came in under 20% and the engineer notes that the Property received a seismic retrofit after the 1994 Northridge quake, so the chances an earthquake destroys the subject are greatly reduced.  (3)  The improvements consist of three buildings that are separated by common area and walkways, so the risk of a fire in one building spreading to a second building are lessened. (4) Parking is not an issue as there is abundant on-street parking around the subject.  In addition, 88 parking spaces translate to a parking ratio of 1.44/spaces per unit.  As the Property has nearly always maintained a reported occupancy level of 100%, a lack of parking spaces has not hurt leasing.  (5) L&O coverage will be required.  
Limited Historical Data:

Limited Historical Data:  Historical operating statements are not available.  Mitigant:  The Properties are all occupied by single tenants, of which lease terms are available for underwriting.  Expenses are primarily based upon expense comparables as outlined in the appraisal, and, overall, are higher than the appraiser’s expense estimates.  The Properties are part of a sale/leaseback transaction.

Limited Historical Data: The Subject property was completed in 2003 and was leased in 2004 and is approaching stabilized occupancy.  No stabilized operating data is available.
Mitigant: The appraiser provided five expense and three tax comparables in the local market that adequately supported the appraiser’s and the underwriter’s concluded expenses.  Income was underwritten based upon the current rent roll with vacancy underwritten at 8.9% exceeding the appraiser’s concluded submarket vacancy conclusion of 8.0%.  All leases are NNN with the tenants responsible for all costs with the exception of ground lease payments and administrative expenses. 
Limited Historical Data:  The subject is of recent construction, so there is little historical data available for the subject.  Mitigant: The loan has been UW based on actual leases in place for income. Vacancy in the market is not tracked, but has been estimated between 3% and 5%. The appraiser used 3.82% vacancy. Loan is UW at 5.0% vacancy.  Expenses have been underwritten at the larger of appraiser’s market numbers or the property’s budgeted expense numbers. All leases are NNN leases allowing for the full reimbursement of all expenses. 

Limited “as renovated” historicals:  Sandpiper was renovated in 2005 so there are limited historicals for this property as stabilized.  Mitigants:  Deal was underwritten based on TTM, and the Loan still covers at 1.78x (I.O.) combined.  In addition, Sandpiper underwrites to a 1.90x (I.O.) as a stand alone.  Over the next three years, the appraiser has projected RevPAR at this Property to increase from $96.53 (TTM) to $120.13 (2009/10).  Based on this projection, to Loan’s coverage would be 2.05x (I.O.) and Sandpiper alone would cover at 2.64x (I.O.).  As a further mitigant, the LTV is just 38.9%.
Limited Visibility:

Limited access and visibility: Property access and visibility is limited from the public road.
Mitigant: The Property is situated in an alley off of 17th Street.  Currently, there is some redevelopment taking place along 17th Street with an anticipated completion date of 6-9 months.  Upon completion the city will be repaving the Adams Alley Street and installing signage at the entrance to the alley pointing towards subject property as well as a new light pole that will brighten the area thus making the subject significantly more visible from 17th Street.  In addition, the Property itself does not target tenants that require high visibility (architects, attorneys, etc) and are happy with the current location.

The Property is located in very attractive neighborhood with strong demographics and has minimal mixed-use commercial competition in the immediate vicinity.  There is a new Harris Teeter supermarket being built nearby to the property which will be a huge traffic generator to the neighborhood.  
Litigation:  

Litigation: The subject Property is involved in ongoing litigation between the general contractor (Suffolk Construction Company, Inc.) and CABI Aventura Offices, LLC (the current owner) that will not be settled prior to or at closing.  The contractor has alleged that CABI Aventura Offices, LLC (CABI) breached its contract and is suing to foreclose a construction lien in the amount of $1,001,539.  CABI has counterclaimed asserting that Suffolk Construction Company, Inc. (Suffolk) breached its duties under the construction contract and maintains, inter alia, that Suffolk did not complete its work as defined in the contract.              
Mitigants: A reserve will be required at closing in an amount sufficient to induce the title company to fully indemnify ABC Lending in this matter.       

Low DSCR at Close:

Low Initial Coverage: At closing, the minimum debt service coverage required is 1.10x.
Mitigants:  Borrower is required to guarantee debt service until the DSCR based on a T-12 achieves 1.30x.  (and will maintain (as long as guarantee is in effect) net worth of $5,000,000 and liquidity of $1,000,000.  The Property is experienced strong “month-over-month” gains in terms of ADR and occupancy.  The Property has not reached its potential as described above.  The appraiser has projected stabilization to occur in Year 1 of the Loan term.  If the penetration factors of 100% (based on the average of the competitive set as T-12 ending 11/30/06), DSCR would be 1.40x. 
Lower Level Space:

Lower Level Space Risk: The Property contains 22,115 SF of lower level space, of which 14,508 SF is vacant.

Mitigant: (1) Even with the lower level space excluded completely in the stabilized scenario, the loan still underwrites to a 1.68x DSCR utilizing a stabilized vacancy factor of 10%.  If a more conservative stabilized vacancy factor of 15% or 20% is utilized, the Loan still underwrites to a 1.48x and 1.28 DSCR, respectively.  (2) While the lower level space will be a bit more difficult to lease due to the lower ceiling heights and lack of windows, there are certain tenants that have a need for this less expensive space.  For example, the Merit Music School occupied 14,508 SF of lower level space on a long-term basis; Chicago Multicultural Dance currently occupies 5,110 SF of lower level space which is built out into several dance studios; and Sudler Sotheby’s lease includes 2,497 SF of lower level space that is accessed only directly from its ground level retail space.  Furthermore, the Borrower is utilizing a portion of the lower level space to generate additional income at the subject property by converting a portion of the vacant space into a conference room, which will be completed soon after closing.  Several tenants within the building, as well as community groups, have expressed an interest in utilizing this room on an hourly or daily basis, and there will be a charge for the use of this room. (3) The subject loan represents a low leverage transaction, as the loan amount of $6,800,000 represents 52.7% of the MAI Appraised Value of $12,900,000.
Market Risk:

Market Risk:  Rents have been flat in the subject submarket in recent years.  Mitigants:  The local apartment market is poised for a rebound according to Reis.  Construction is down, interest rates are up (leading to less new home purchases), the local job market continues to improve and people are still moving to Atlanta.  Reis projects effective rents in the subject submarket to increase at an average rate of 2.5% for the next five years.  The Bascom Group is experienced at repositioning apartments like the subject.  They typically look for properties in markets that are on the rebound.  They are currently in the process of repositioning three apartment properties in Atlanta and a looking to purchase several others.  As experts in this type of work, Bascom is very high on Atlanta.  The Borrower will also have considerable “skin” in the game as their initial cash equity in the deal is projected to be approximately $1.63 million or 28.4% of their total cost basis.  Finally, the loan has been structured with ABC Lending’s standard performance hurdles.  It the Borrower misses one of these hurdles, CW has the right to sweep cash (see Additional Loan Structure Section above for details).
Submarket Vacancy Rate: Overall vacancy rate in the Richmond CBD has averaged 13.5% since 1999. 

Mitigants:  There are many older, functionally deficient properties located in the CBD, which exhibit higher vacancy rates and drive the overall average upward as compared to better quality A/B class buildings. The average vacancy rate for the 12 properties considered to be true Class A space, which includes the James Center, in the submarket is only 7.7% and of the twelve, James Center competes directly with Riverfront Plaza, which is currently 96% occupied, with asking rents of $26.50 psf.  Average actual vacancy of the subset, excluding the James Center is 7.9%, with average asking rents of approximately $22.00 psf.  The subject property is a Class A trophy asset with above average tenant retention ratio, typical of the few premier Class A properties in the submarket.  The Loan has been underwritten based on an economic vacancy of 9.23%.

Risk:  Submarket vacancy is 11.1%, while underwritten vacancy is 5%.
Mitigants: (1) According to Reis, the subject Property is located in Fort Bend County submarket of the greater Houston retail market.  Fort Bend County is a large outlying county of Houston starting 30 miles to the west of the CBD and is not indicative of the retail measurables in the subject’s neighborhood.  The majority of county, primarily the central and western portions are rural towns or undeveloped areas.  The subject lies on the eastern edge of county closest to Houston.  The population within a 5-mile radius is 110,000, an 85% increase over 5 years.  It is an affluent area with an average household income over $150,000.  (2) The rent comparables are all located within 4 miles of the subject and have average occupancy of 95.5% (excluding comp #1 which is in lease-up).  (3)  The subject is 100% leased and well located within the affluent master-planned community of Cinco Ranch.  The subject is shadow anchored by Super Target and Hibernia Bank.  The subject is also in close proximity 4,000 student junior/senior high school and several residential developments.     

Historical Market Rental and Occupancy Rates:  Since 1Q01, the average rental rate per unit for Santa Clara County has declined from a high of $1,935/month to the current average of $1,293/month.  In addition, the vacancy rate has increased from a low of 2.3% in 1Q01 to the current average of 5.7%.  

Mitigants:  Market vacancy reached a high of 7% in 1Q02 and since that time has steadily declined to its current level of 5.7%.  As with market vacancy, over the past several quarters, average rental rates have remained much the same indicating that the market has stabilized since their low of $1,274 in 1Q04.  The Mountain View submarket has a current monthly average rental rate of $1,304, and a market occupancy rate of 95%, which are both slightly better than the averages of the overall county.   In addition, as previously mentioned, there is n lack of affordable homes for purchase in the area, which keeps demand for apartment units high.  The seller reports that occupancy at the subject has been over 95% for the past three years and is currently 100%.  Rental rates at the subject are projected to increase dramatically (25% to 30%) after renovation and these rates are supported by market comps.  Finally, there is no new land available for new construction of apartments as the subject neighborhood is fully built out.  After posting three years of declining rental and occupancy rates, the market bottomed out in 2004 and has shown a slow, but steady increase in both occupancy and rental rates ever since.

Risk:  The subject’s submarket/neighborhood is part of Dallas’s Northeast corridor, which in the past has had a reputation as an area with above average crime rates.  In 2005 and 2006, Hurricane Katrina evacuees, reportedly (by property management and the Dallas Police Department) had a direct negative impact on the neighborhood and the subject properties.  Approximately 60,000 evacuees relocated to Dallas, while a significant portion of these evacuees relocated to the Northeast Dallas submarket, where the highest concentration of apartments exist.  In February 2006, the Dallas Police Department released a report that attributed the 30% overall increase of crime to Katrina evacuees.  

Mitigants:  The subject properties are not located in any of the submarket’s “high crime pockets.”   Surrounding uses (as confirmed at site inspection) include primarily newly renovated apartment complexes and well-kept middle-income single family homes.  Crime reports from Dallas City Hall for the subject’s reporting area 9604 show a total of only 18 crimes in the past three months.  These are limited to auto thefts and residential robberies and burglaries.  There are no reported rapes, murders or other violent crimes.  As a response to the negative reputation of the overall Northeast Corridor, local police, businesses and real estate developers implemented a submarket clean-up project called “Operation Kitchen Sink” over the past two years.  This project has successfully reduced the crime in the submarket and made the area a much more enjoyable place to live.  Clean-up of surrounding areas will also benefit the subject neighborhood.  The city and local businesses continue to band together and to insure that the crime levels remain low.  The recent demolition of several older apartment complexes and the promise of new commercial and residential developments in conjunction with the Skillman Corridor redevelopment project, seem to ensure that the perception of crime in the submarket will continue to improve.  With respect to Katrina evacuees, the majority of the competing complexes in the submarket leased a significant amount of vacant units to evacuees.  While the subject’s management restricted Katrina evacuees to only 10% of the subjects vacant units  (any crime at the subject properties was not from residents, but from non-resident visitors).  Subject management employed very strict leasing regulations and a police patrol was hired to guard the gated entrance of each property 24-hours a day.  By mid-year 2006, the Dallas PD stepped up efforts and the area has seen a sharp decrease in crime (to be confirmed via property and neighborhood specific crime reports prior to closing).  Soon after, Integrity Asset Management began to aggressively market the properties.  This coincided with the completion of the majority of capital improvements made to the properties.  The Borrower has spent $5.8 million in capital improvements over the last two years.  Now, from a quality perspective, the subject properties compete at the higher-end of the Class B apartment communities in the submarket.  Over the same period, Integrity has evicted the majority of troubled tenants and has successfully leased up each property with a higher quality tenant mix primarily due to their stringent leasing standards.  

Master Lease

Master Lease: At closing, the first and seventh floors (26,134 SF or 37.8% of the leasable area) of the subject Property will be master leased by Cabi Center MLT, an entity controlled by Cabi and Turnberry.
Mitigants: The master lease is written at market rate and terms and it will be personally guaranteed by Jacobo Cababie Daniel and Jeffrey M. Soffer.  These individuals have a combined net worth of over $505 million and liquidity in excess of $56 million.  Currently, the Borrower in receipt of lease proposals from three prospective tenants to occupy 9,200 sf of the master leased space on the seventh floor.  These proposals are for terms of 4 to 5 years at rates between $24 and $25/SF on a NNN basis.  Additionally, a TI&LC reserve of $2,000,000 will be retained at closing to ensure completion of tenant improvements.  At the current absorption rate of approximately 12,000 sf per quarter the appraiser estimates that all available space in the Aventura market will be occupied within the next two years.         
Military Base Closure:

Risk: U.S. Military Base Closures in Hampton Roads area, which could have a major economic impact.

Mitigants:  The BRAC Commission decided in September of 2005 to not close the Oceana Naval Air Station in Virginia Beach, which employs more than 12,000 civilian and military workers in the area, but will meet again in March of 2006 to re-evaluate. The possibility of this base closing is extremely unlikely given that Norfolk is the home of the world’s largest naval base, the U.S. Navy’s Norfolk Naval Shipyard as well as numerous other military installations including: 5th Naval District, the Atlantic Fleet, the 2nd Fleet, and the Supreme Allied Command. If anything, the Hampton Roads area will be an area of consolidation for other military base closures.  

Month-to-Month Tenancy:

Month-to-Month Tenancy:  All of the current tenants are on month-to-month leases.  

Mitigants:  As part of the Borrower’s business plan, vacant units will be the first ones renovated.  Currently, there are just three vacant units at the Property.  Based on the Borrower’s experience, it is anticipated that approximately 10-15 tenants will be displaced per month to allow the Borrower to renovate units.  The fact that all tenants are on month to month leases will help the Borrower complete the projected unit renovations quickly as the Borrower will not have to wait for existing leases to expire (current leases call for the owner to give the tenants 30 days notice).  The Borrower’s business plan calls for offering these tenants renovated units and executing standard 12-month leases.

Month-to-Month Tenancy:  One tenant, Wellness for Life, is a month-to-month tenant.  

Mitigants: Wellness for Life has been a tenant since 1998 and comprises approximately 3.8% of the NRA and 2.9% of the in-place rents, within underwritten vacancy.  In addition, the annual rent collected for the space is $11.78/SF, which is well below market rent of $17.40/SF.

Rollover/Short Term & MTM Leases:  Most of the tenants at the property are on short term leases.  Thirteen (13) tenants totaling 6,431 SF (22.2% of NRA) are MTM.

Mitigants:  A review of the historical occupancy report shows that roll over has always been high in this building.  Due to location of the building and the small offices, the Property caters to individuals who need small, well located office space.  These individuals tend to sign short term leases.  The Borrower is used to this and has actually profited by operating the Atrium level as an office suite.  The key sponsor, Shaoul Levy, maintains his office on site and through his management company is in a unique position to care for this Property.  The appraiser was able to find several local rent comps that operate in a similar manner and determined that is was not unusual for small office buildings in this part of Santa Monica to have a high percentage of tenants on short term or MTM leases.  This “A+” location will always guarantee there will be demand for space in the building.  In order to protect against a sudden increase in vacancy, the loan has been structured with a debt service guarantee which will be guaranteed by Shaoul Levy.  As previously mentioned, Mr. Levy is an experienced real estate operator, with offices in these buildings, and has an approximate net worth of $47MM with liquidity of $2.85MM.  Finally, as stated above in the Additional Loan Structure section of this memo, Mr. Levy will guarantee debt service for the life of the loan.
New Construction/Competition:

New Construction in Market:  Of the five properties that make up the subject’s competitive set, two are in their initial lease-up stage and are 65% occupied (2006 construction) and  47.8% pre-leased (under construction).  Two large scale shopping centers totaling 385,547 SF are also currently under construction in the submarket.  

Mitigants:  These shopping centers should not negatively impact the subject property as it is a small neighborhood center with local, small shops and tenancy as opposed to the much larger, anchored, power retail center.  The area immediately surrounding the subject exhibits an upscale housing market with average household income approximating $103,000 within a one mile radius of the subject.  The tenancy at the Property, which is a strip center and not a major power center, caters to the surrounding residents. Harbour Village has been 100% occupied over the last three years with the exception of April to July 2005 when the Outback Steakhouse was being built-out. The subject’s immediate market area has no tracts of vacant land available for retail development with frontage along the primary roadways.  The vacancy rate in the submarket currently stands at only 2.2%, despite recent construction outside the immediate neighborhood.  

Development / Additional Supply Risk: As discussed in the market section, there are a total of 808 units among three properties coming on line in the subject market over the next two years (208 were recently completed).  In addition, a mixed-use development containing a 250 unit student apartment tower is proposed for a vacant parcel of land at the intersection of 3rd Street and Springfield Avenue, which is located a few blocks west of the subject properties.      

Mitigants: (1) The three new properties that will come on line over the next two years are located in inferior locations in comparison to the subject properties, as they are not located within walking distance of the U of I campus, and therefore will not directly compete with the subject property.  On the contrary, the proposed 250-unit student apartment tower would not compete with the subject due to the fact that it will be superior to the Properties in terms of overall condition, amenities, and age, and therefore, demand much higher rents than the subject.  Additionally, it is still in the preliminary planning stage, and thus the delivery of these units would not occur for at least another two to three years at best.  (2) As of 4th Quarter 2006, the subject submarket reported an overall vacancy rate of 3.0%, and all ten of the rent comparables are currently 100% occupied.  The subject property is 100% occupied for the current school year and has been 100% occupied in each of the previous three school years.  Rental growth in the subject submarket is strong with an average increase of 5% to 7% over the past few years.  (3) The growing number of students should result in an increased demand for student housing, which should in turn, insulate the subject properties from the effects of additional supply.  The University of Illinois currently has 42,000 total students, with enrollment increasing 22.7% from 2000 to 2006.  

Market/New Competition Risk:  There is currently one hotel under construction in the market and two additional hotels proposed that will increase supply by an estimated 439 rooms.  A 131-room Hilton Garden Inn is currently under construction one block south of the subject that is projected to open in 2006.  The key principals of the Borrower are considering constructing a 200+/- room Westin hotel across the street from the subject with earliest opening scheduled for 2008.  Additionally, there is a proposed 108-room Homewood Suites (1.5 miles north of downtown and the subject) in a Class B office park.  Timing and plans not finalized. 

Mitigants:  The Hilton Garden Inn is considered a limited service hotel that will offer breakfast only and contain just 2,200 SF of meeting space.  It will likely compete most directly with the Marriott Courtyard and Hampton Inn and is projected to have daily rates of $15 to $25 less than the subject.  

Development of a 200-room Westin hotel is currently under consideration by the key sponsor, Steven Griswold.  Mr. Griswold is working with the city of Portsmouth who would like to see this additional hotel to accommodate the city’s need for meeting space.  Since Portsmouth lost Yoken’s Conference Center in 2004, the city has lost conference business to other Northeast cities.  The proposed Westin would include approximately 19,381 SF of meeting/ conference space, which would help attract additional business from the meeting and group demand sector, which currently lags the business and leisure segments due to the lack of conference space in the market. The Westin and the Sheraton’s combined meeting space would total approximately 33,000 SF.  This combined with a new total of 381 rooms at these two hotels would offer the premiere facility in the market to accommodate large groups and conferences, and would finally allow the subject market to compete for this segment of business with nearby Portland, Maine; Manchester, N.H.; Nashau, N.H.; and Boston’s northern suburbs.  The total SF of meeting space per room fits in with what the sponsor has found to be the optimal range of 75 to 85 SF.  Plans for the Westin development are in the early phases of city review and opening is expected to occur in 2008 at the earliest.  Westin represents Starwood’s luxury brand and this hotel would likely compete directly with the Marriott Wentworth-by-the-Sea in term of daily rates.  Should the Westin come to fruition, it is anticipated that room night demand will increase at the Sheraton. (The Borrower commissioned a Market Study done by Hospitality Consulting Services in September 2005 to analyze hotel market conditions in Portsmouth and evaluate supply and demand factors and come up with a 10-year cash flow projection for the proposed Westin Hotel based on preliminary plans.   The findings of the market study were incorporated into the appraisal for the Sheraton Harborside and are presented in the Market Analysis section below.)  

The Homewood Suites has been “on the drawing board” for several years.  Homewood represents Hilton’s extended stay brand and this hotel will likely compete most directly with the Residence Inn.  The site is inferior to the subject site as it is located outside of town in an older office park.  At this time, no announcements have been made concerning when this hotel might open, but in an effort to be conservative, the appraiser has forecasted it’s opening in January 2007.  

If all of these new hotels are constructed, the subject lodging market’s room count is projected to increase from 1,220 to a stabilized level of 1,659 (36% increase).  Over the 12 months ended August 2005, the market has achieved an overall occupancy rate of 75% for June, July, August, September and October (the busiest months in the region).  According to the appraiser, “when a market demonstrates occupancy rates in excess of 70% in a given month, it is generally considered to be evidence of substantial levels of turn-away demand.  With increased capacity, the market will be able to accommodate demand that was previously turned away”.  The appraiser has taken all of this into account in determining his market occupancy, ADR and RevPAR for the coming years.

The appraiser clearly states that the market suffers from a lack of supply and that the overall market, which will initially suffer from lower occupancy rates, will be bolstered in the form of increased ADR and RevPAR as a result of increased business caused by these new hotels (particularly the Westin).  The markets ability to absorb new supply has historically been very good as evidenced by the absorption of the Courtyard by Marriot, the Hampton Inn and the Residence Inn.  All of these hotels came on line in between 1996 and 1998.  Through the year 2000, market occupancy was driven as high as 76.6%.  The market fell off after 9/11, but stabilized in 2002.  The U.S. invasion of Iraq as well as the opening of the Marriott Wentworth-by-the-Sea caused the market to dip in 2003 to a low of 68.8%, but this occupancy rate was still very strong compared to national averages.   The opening of the Marriott Wentworth is worth noting because it led to the market exhibiting more “modest” occupancy rates.  That said, ADR and RevPAR growth in the wake of the Marriott Wentworth’s opening was particularly strong as the market gained 12.3% in ADR and 10.5% in RevPAR in 2004, despite lower average occupancy.  Through July 2005, ADR in the market increased 5.9% and RevPAR increased 4.7%.

Based on the above, the underwriter agrees with the appraiser that the market is currently underserved and the addition of these new hotels (in particular, the Westin) will bolster the market in the long term.  The appraiser calls for increased ADR each year up to stabilization (projected for fiscal year 2009/10).  Market occupancy is expected to dip to a low of 69% in 2007/8 when all three hotels listed above are projected to have opened for business.  As a test of reasonability, based on current underwriting and using the subject’s 2004 ADR of $151.66 (which is $6.73 lower than the T-12), the Property would need an occupancy rate of just 65% to maintain a 1.20x DSCR and could achieve breakeven DSCR of 1.00x with an occupancy rate of just 57%.  Since January 1, 2002, the Property has only had four months where occupancy fell below 57%.  These instances occurred in December and January, which are traditionally the slowest months for hotels in the northeast.  As occupancy consistently has increased in February and March leading into the spring, potential low occupancy numbers over the winter months are not considered to be a concern for this Property.

Development / Additional Supply Risk: As discussed in the market section, there are a total of 808 units among three properties coming on line in the subject market over the next two years (208 were recently completed).  In addition, a mixed-use development containing a 250 unit student apartment tower is proposed for the vacant parcel of land across the street from the subject.      

Mitigants: (1) The three new properties that will come on line over the next two years are located in inferior locations in comparison to the subject property as they are not located on the U of I campus, and therefore will not directly compete with the subject property.  While the proposed 250-unit student apartment tower would directly compete with the subject it is still in the preliminary planning stage, and thus the delivery of these units would not occur for at least another two to three years at best.  (2) As of 3rd Quarter 2006, the subject submarket reported an overall vacancy rate of 3.0%, and all 8 of the rent comparables are currently 100% occupied.  The subject property is 100% occupied for the current school year, and 75% pre-leased for the 2007-2008 school year at increased rents of approximately 8%.  Rental growth in the subject submarket is strong with an average increase of 5% to 7% over the past few years.  (4) The growing number of students should result in an increased demand for student housing, which should in turn, insulate the subject property from the effects of additional supply.  The University of Illinois currently has 42,000 total students, with enrollment increasing by 22.7% from 2000 to 2006.  

No Franchise:  

Independent Operator/ No Franchise Agreement:  The subject hotel is operated as an independent hotel and has no national affiliation.

Mitigants:  The Property has operated as an independent hotel since 1990 and has continued to outpace the market in terms of ADR and occupancy, even though it competes with several nationally affiliated hotels.  The subject has historically outperformed most of the other hotels in town due to its location and strong local management.  The Property draws approximately 30% of its reservations from UNIRES, a national reservation system used by independent hotels.  The other 70% of reservations come directly from guests calling the Property.  According to Shawn Doyle (Key Principal), many guests are repeat customers.  Others find the hotel through the internet and are attracted by the name of the property as there is a Sierra Suites brand that includes several hotels across the county (The subject property pre-dates the formation of Sierra Suites brand and the subject hotel was allowed to maintain the name).  In essence, the subject property gives the appearance (down to the recently updated signage) of a flagged hotel, even though it operates as an independent.  Finally, recent renovations made to the hotel were done in a way that would allow the subject to easily allow the hotel to enter into a franchise agreement with a national chain if need be.  These improvements were discussed in the property section above.

No Local Comps:

Risk:  Neither the Appraiser nor the UW were able to find local rent comps.

Mitigants:  The appraiser was unable to find any local auto dealership rent comps.  The UW performed a search of two national databases and placed calls to four (4) South Florida based appraisers, but he was unable to find any local rent comps.  The local appraisers explained that car dealerships are typically owner occupied and they were not aware of any local lease transactions comparable to the subject.  The appraiser did provide the list of thirty-eight (38) national auto dealer leases that took place over the last four (4) years.  The subject rental rate of $33.80/SF did fall within the range of the comps but above the average.  Based on the size and age of the building as well as the excellent location, this rental rate is reasonable.  If the subject were leased for $23.54/SF (the average of the comps), the UW DSCR would be 1.09x (1.41x I.O.) and the actual NNN coverage, inclusive of 3% management fee, would be 1.21x (1.57x I.O.).  If the subject were leased for $18.14/SF, which is the current average for submarket per REIS, the actual NNN coverage would be 0.96x (1.25x I.O.)

Risk:  It should be noted that limited market data was available for the subject area.  A MarketView Report generated by CBRE indicates a retail vacancy rate of 11.4% for the Southeast Grand Rapids submarket.

Mitigant:  (1) The subject property has been 100% occupied since being acquired by the Borrower in 1998.  It is located along the premier retail corridor in Grand Rapids where, according to the Appraiser, big box retail centers are typically 100% occupied (as supported by the rent comparables). (2) If an 11.0% vacancy factor were utilized, the Loan would still underwrite to a 1.10x DSCR on a 25-year amortization schedule.  (3) Retail properties currently under management by Spencer Management consist of a mix of big box and small in-line centers, which report a current combined occupancy of 96.9%

Non-Standard Income:

Non-standard Income:  The subject property currently derives approximately $74,552 of net rental income from 7 condominium units located in the top levels of the Property and 8 condo units adjacent to the Property in the Market Wharf mixed-use development.

Mitigants:   Of the 12 condominiums located in the Sheraton Harborside building, 7 are controlled by Stephen Griswold and included in a condominium rental pool which contributes income to the hotel’s bottom line.  Three of the 8 units can  be keyed as suites or divided into 2 keys (up to 11 keys within these units to accommodate demand if needed).  In addition, there are 21 residential condominium  units in the adjoining Market Wharf development.  Owners of 8 of the 21 have chosen to be included in the Sheraton Harborside rental pool.  These condos (both inside and outside) offer multiple bedrooms and kitchens and are viewed as a value added amenity at the Property.  There are no all-suite or extended-stay hotels in downtown Portsmouth.

The income generated from the sponsor-owned condominiums is based on a 90%/10% split and provides minimal income to the bottom line.  The income from the 8 adjoining condominium units operate on a 60%/40% split and are the primary source of condominium income.  The units include 5-year contracts with two-5 year automatic renewals, unless the owner gives 60 days written notice of intent not to renew.  If a condo is sold,  the new owner must agree to honor all existing reservations, although the Hotel will attempt to relocate these guests to other suites.  The units are rented through a computer system operated by the hotel that equally distributes rental income among the units when requests for suites or long-term reservations are received.  The condo pool has proven to be a steady and sustainable form of income to the property.  The condominium income was $63,000 in 2001 and $55,000 in 2002.  In late 2002, the hotel required that owners renovate their units to hotel management specified standards in order to remain in the rental pool.  During the 2003 and much of 2004, the outside condo units were removed from the pool for renovations for much of the time.  Condo income was $13,640 in 2003 and $28,660 in 2004.  Now that renovations are complete, the 8 outside units have generated $74,552 for the T-12 ending September 30, 2005.  The underwriting is based on the T-12 condo rental income, which is considered reasonable and supportable.

Non-Retail Tenancy: A total of 50,940 SF (28.5% of rentable area and 36.3% of GPR) of the center is occupied by a non-traditional retail tenant, Heartland Payment Systems, Inc. 

Mitigants: In the event that Heartland elects not to renew its leases upon expiration, sufficient TI&LC reserves (see Lease Rollover below) and a debt service coverage reserve of $300,000 (equivalent to 6.5 months of debt service) will mitigate the refinancing risk.  Additionally, Heartland’s sales in 2004 totaled $599.9 million and represented a 58.9% increase over the preceding year.  Income before taxes in 2004 totaled $14.9 million.  The company reports total shareholder’s equity of $6.3 million and is rated a Financial Stress Class 1 by D&B with a low risk of financial stress over the next 12 months.  Heartland filed for an initial public offering in August 2004 and will be listed on the NYSE under the proposed symbol HPY.  With all 50,940 SF of the Heartland space vacant, the DSCR is 0.61x resulting in an annual cash flow shortfall of $219,638 ($18,303 per month).  The debt service coverage reserve of $300,000 will be sufficient to cover 16 months of shortfall in this event although it is not anticipated that it will require 16 months to lease this space due to the generally low vacancy rate in the market and the fact that the Heartland leases will expire over a period of three years.     

Non-Standard Unit Type:

Risk: The subject property 3-bedroom units have only one bathroom which is not common within the market.  The 3-bedroom rent comparables all have 1.5 bathrooms, which contribute to higher in-place rents at these properties. 

Mitigant:  The subject offers 25% (18) 3-bedroom units versus an average of 5.6% of units in the rest of the market.  Therefore the subject is considered to offer a larger number of units that tend to be in greater demand in the market.  The subject property 3-bedroom units achieve rents of $0.55/SF which are considerable lower than the 3-bedroom units at the rent comparables which have a range of $0.59 to $0.65/SF with an average of $0.61/SF.
Non-Traditional Asset Type:

Non-Traditional Asset Type:  The property represents a non-tradition asset type with sole reliance on the restaurant and entertainment industry.

Mitigant:  The subject is one of AMC’s strongest locations with sales of approximately $400 K per screen.  Box office receipts at the subject property have been trending upward since it opened in December 1998.  From 1999 to 2006, receipts grew at an average annual growth rate of 7% from approximately $6.3 million in 1999 to $9.6 million in 2005.  This year, it is projected that receipts with be $9.78 million or $407,500 per screen, approximately 30% higher than AMC’s average of $314,000 per screen.  

No Warm Body:

No Warm Body Sponsor/Key Principal:  NL Ventures V, LP is an investment fund under AIC Ventures.  

Mitigants:  AIC Ventures (“AIC”) is owned by Mr. Paul M. Robshaw, Mr. Peter S. Carlsen, Mr. Michael J. Baucus, and Ms. Meredith S. Hardy.  AIC is a real estate acquisition and asset management company organized to acquire single tenant properties.  The aggregate return to investors from the private partnerships sponsored since 1990 has been in the millions.  Since sponsoring its first fund, AIC’s investment funds have acquired or are under contract on 34 assets in 19 states with purchase prices totaling more than $250 million.  NL Ventures V, LP is required to maintain a minimum net worth of no less than $50 million and a minimum liquidity of $2.5 million.  These minimums must be maintained throughout the loan term, as supported by quarterly tests.  If the minimum covenants are not maintained, ABC Lending has the right to cash flow sweep and/or require cash reserves.  Furthermore, the Borrower has a net worth in excess of $86 million and liquidity of approximately $12 million.

No Warm Body Guarantor: Unlike the previous transaction with CDC, non-recourse carveouts are to Continental Development Corporation versus Richard Lundquist.

Mitigants: Continental Development Corporation shall covenant in the Loan Documents to maintain net worth of $25,000,000, and a minimum liquidity of $4,000,000 for the term of the loan.

Parking:

Parking:  Due to the age of the Property and site configuration, there is no on-site parking at the Property. 

Mitigants: Both parking and public transportation are easily accessed from the Property. Visitor and monthly parking is provided for the Property by a surface/underground lot located directly behind the property on Sansome Street.  Access is provided by the Property’s covered walkway running from Sansome Street through to Battery Street. This lot currently provides monthly parking to the Property’s largest tenant Keker Van Nest. Other nearby lots that provide both monthly and visitor parking, are all less than five blocks from the Property.  The Bay Area Rapid Transit (BART) is easily accessed with stations located at both The Embarcadero, and Montgomery Streets, each of which are located approximately four blocks from the property depending on direction. Discussions with local Brokers revealed that the lack of on-site parking in the Jackson Square area does not impact the desirability or marketability of space at the subject or other office developments without parking, as evidenced by the historically high occupancy at the Property and in the submarket. While many properties in the financial district provide some subterranean parking, the majority of buildings in Jackson Square are historic in nature and do not provide on-site parking. The Property is zoned C-2, Commercial Planning District 3 or Community Business, which dictates that the commercial use must be consistent with the character of the uses in the adjacent area. Permitted uses include multi-family residential, hotel, retail sales and services, offices and recreational uses. Zoning compliance (with respect to parking an all other requirements) will be confirmed prior to closing via a zoning report.  
Potential for Increased Vacancy:

Increased Rents Leading to Increased Vacancy:  As rents at the Property are expected to increase between $180 and $629/month, the Borrower runs the risk of losing tenants, thus, increasing vacancy at the Property.  

Mitigants:  The current rents at the Property are below market (per the appraiser).  Based on other local apartment communities that have undergone similar renovations in the neighborhood, the Borrower’s projected rents are in-line overall with the rents being achieved at these other properties.  In addition, these two renovated properties currently are demonstrating occupancy rates of between 97% and 100%.  Finally, there is a major affordability gap in Santa Clara County when it comes to purchasing house.  According to the California Association of Realtor’s Affordability Index, more than 80% of county residents cannot afford the median home price.  As of April 2005, the median home price in Santa Clara County was $750,000.  Two neighboring condo projects are selling small one-bedroom units for $450,000 and larger two bedroom units for over $1,000,000.  This affordability gap is reflected in the occupancy rates at the subject (98% current occupancy), the submarket (95% average occupancy in Mountain View), the rent comps (98% average occupancy) and specifically the two recently renovated rent comps (98.5% average occupancy).

Property Age / Condition:

Property Age:  The property was built in 1980 and 1982.  

Mitigants:  The property is currently scheduled to undergo approximately $3.78 million in renovations ($9,000/unit). The renovation will include the following:  landscaping and irrigation; patching, sealing and repairing of parking areas; drainage upgrades and plumbing repairs; repairing and replacing public amenities; signage replacement; utility repair/replacement; clean-up/trash removal & demolition; roof/gutter repairs/replacement; termite treatment; upgrading exterior lighting; structural & building repair; upgrading and repairing public function rooms and interior renovations.      

Age:  The Property was originally constructed in 1906 for warehouse use.  

Mitigants:  The building was first renovated in the 1960s, at which time it was converted to its present use as an office building with ground floor retail.  In 1986 parapet bracing was added and in 1994 the building was seismically retrofitted with walls that were connected to the floor and roof diagrams, and braced frames, moment frames, and concrete shear walls added. The Property has been well  maintained, and is compatible with other buildings in the submarket.  Per the engineer, there is no deferred maintenance at the Property.

Age of Buildings:  Five of the RL Stowe Buildings were initially construction between 1910 and 1925.  

Mitigants: The office building at 100 N. Main Street was expanded and completely renovated in 1988 so the building is effectively 17 years old rather than 85 years old.  The industrial buildings at 710 E. Catawba and 1 Belmont have been valued at approximately $11.00/SF with a rent of 1.25/SF, well below the market average of $3.45/SF for the northwest submarket that is commanded by newer buildings.  In addition, the Belmont location along I-85 just ten minutes from the Charlotte-Douglas Airport makes the location attractive for manufacturers and other industrial space users.  Finally, the Tennessee buildings have been valued at less than $4.69/SF to $5.24/SF with rents of $0.51/SF to $0.58/SF making them an attractive cost alternative for users that don’t require high-cube space. 
Older Construction Risk: The two buildings (106 & 503) were constructed in 1977 and 1967, respectively

Mitigants: (1) The subject properties are both currently 100% occupied and were 97.3% pre-leased for the 2007-2008 school year as of February 13, 2007.  Additionally, the Properties have been 100% occupied for each of the past three years.  (2) The average in-place rent for each of the three unit types at the subject properties are below the current market rent levels. (3) The subject properties benefit from excellent locations, as they reside within a few blocks of the majority of the education buildings, the main quad, and Green Street.

Raw Vacant Space:

Raw Vacant Space Risk: The 8,040 SF of vacant space at the Property is currently in raw condition.
Mitigants: An upfront deposit in the amount of $175,875, which represents 125% of the Engineer’s estimated cost of $140,700 ($17.50/SF) to bring the raw space to vanilla box condition, will be established at loan closing.

Refinance Risk:

Refinance Risk:  10 years remain on the Rite Aid lease after loan maturity.  Mitigants:  The note will mature on 05/30/17 when the Loan balance will be equal to $3,261,803.  This loan could be refinanced at a 9.25% constant at a 1.22x DSCR based on Rite Aid’s rent in place (increase to $418,126) expense growth of 3% annually for 10 years and the current underwriting assumptions.  
Should the loan not be refinanced at maturity, the loan is structured with hyper-amortization/ARD. Excess cash flow from Property and the inherent land value are sufficient to pay off loan balance per the following calculation.  The Rite Aid lease is projected to expire on 06/30/27.  If the lender began collecting the excess cash flow ($150,266 assuming Rite Aid rent increase plus adjustments to exclude UW expenses, vacancy, etc. which are not actual expenses) at our loan maturity and continued through the end of the rite Aid lease, this would total $1,502,660 ($150,266 X 10 years).  If this was used toward the $3,261,803 balance, that would leave $1,759,143 ($3,261,803 - $1,502,660).  The current appraised land value is $2,000,000, which already exceeds the $1,759,143 remaining loan balance indicated above at the end of the Rite Aid lease term.  Given the strong demographics of the growing submarket and excellent corner location of the site, it is not illogical to assume that the site’s value will not decline during that time frame.  

Looking at the refinance risk from another perspective, a $1,759,143 loan could be refinanced at a 9.25% constant at a 1.25x DSCR based on a scenario considering today’s average submarket retail rent of $18.07/SF, NNN, grown 2.0% annually for 10 years, 5% vacancy, 5% management fee, $0.15/SF replacement reserves, and normalized TI/LCs.  

Refinance Risk:  14.8 years remain on the Walgreens lease after loan maturity.

Mitigants:  Excess cash flow from property (assuming hyper-amortization/ARD takes effect at our loan maturity) and the inherent land value are sufficient to pay off loan balance if Borrower is unable to refinance per the following calculation.  The Walgreens lease expires on 1/31/32.  The note will mature on 3/31/17 when the Loan balance will be equal to $5,217,636.  If the lender began collecting the excess cash flow (NOI - Debt service = $428,045 - $390,119 = $37,926) at our loan maturity and continued through the end of the Walgreens lease, this would total $561,305 ($37,926 X 14.8 years).  If this was used toward the $5,217,636 balance, that would leave $4,656,331 ($5,217,636 - $561,305).  The current appraised land value is $3,775,000.  It would require 1.58% annual growth in land value to allow the land value to equal the remaining balance at the end of the Walgreens’ lease term.
Refinancing Risk: The subject property has been approved to participate in the Lower Manhattan Energy Program (LMEP) from the New York City Department of Business Services.  This program reduces the total electricity bill by approximately 28% for a period of 10 years followed by a 5-year phase-out.  The Property receives a tax reduction under New York City’s Industrial and Commercial Incentive Program (ICIP), which exempts from the real property tax the portion of a property’s assessed value attributable to new construction or renovation.  Taxes attributable to renovation construction are fully exempt for 8 years followed by a 4-year partial exemption beginning at 80% of the exemption base and declining by 20 percentage points each year.  Beginning in 2010 the exemption in reduced by 20% annually. The exemption reduces 2005 taxes by $1,222,259.  
Mitigants:  A refinance analysis was completed which was based primarily on the appraiser’s fifth year of the DCF approach. Adjustments to the appraiser’s analysis included increasing the vacancy to 10%, excluding all electrical rebates and tax exemptions and eliminating 50% of the rent attributable to the telecom leases in the basement (point of entry for the telecommunication lines). We believe this represents a worse case basis as the tax and utility rebates phase-out in years 6-10 rather than entirely in the fifth year. Also, the point of entry space is very valuable to telecom users and as long as there are telecom tenants, this space will be leased. Considering these conservative assumptions, the NCF based on the Property’s operations at the end of the Loan term (year 5) results in stress coverage of 1.08x based on a 9.25% Fitch constant. The LTV is 76% assuming the NOI capped at 8% (0.5% increase from current cap rate) and a takeout conduit loan can be supported at a DSCR of 1.26x based on a coupon of 7% and a 30-year amortization schedule. Therefore, the Loan should be readily refinanced at the end of the Loan term.
Refinancing Risk:  The FedEx lease expires nine months after the Loan’s maturity.
Mitigants:  The FedEx lease includes two, five-year renewal periods.  The tenant must give notice of renewal 12 months prior to the expiration of the current lease (renewal notification date is 8/1/10).  The site is a strategic location for FedEx Ground and that there are currently plans to expand the employee parking area and add approximately $500,000 in sorting and packaging equipment to the warehouse (which likely would not have been approved if there were plans to close this facility), it appears there is an excellent chance the Tenant will renew at the end of the current lease term.  As detailed above, this assumption was confirmed by the on-site senior manager who fully expects the company to exercise the renewal option in 2010.  As previously stated, FedEx Ground is currently expanding nationally with new hubs in Memphis, Dallas, Maryland and Cincinnati as well as a recently announced hub in Pompano Beach.  The Pompano Beach facility is of particular interest as this new building will house both FedEx Ground and FedEx Home.  Per the on-site senior manager, FedEx is planning on moving the Little Rock branch of FedEx Home into the subject building, which has expansion capabilities, when the FedEx Home lease expires.  In addition, the fact that FedEx Ground is currently building new facilities in Dallas and Memphis, while expanding the subject property (via the new parking lot and sorting equipment) leads to the conclusion that FedEx Ground plans to keep the Little Rock facility open.    If FedEx Ground renews, the renewal rate of $7.20/SF would allow for debt service coverage of 3.19x based on current underwriting and would allow for refinance as there would be approximately six (6) years left on the lease term at that time.
In addition, Lender has structured a hyper-amortization feature to the Loan.  In the event that the Loan cannot be taken out at maturity, Lender shall require that the Loan be hyper-amortized.  During the extended term, the interest rate on the Loan will be increased to 300 basis points plus the greater of (i) the initial note interest rate or (ii) the then current 10-year Treasury rate.  This feature should allow the Borrower to “buy more time” while looking for another tenant if FedEx were to decide not to renew.  The appraiser has determined a market rate of $6.00/SF for the subject building based on comparable rental properties.  Based on a stress constant of 9.25% and a loan amount of $1,400,000 or $24.85/SF (this equals the balloon loan net of $550,000 cash flow sweep), a lease rate of just $2.69/SF would be required to achieve a 1.05x DSCR.  This is $3.31/SF less than the current lease rate and below the range exhibited by the rent comparables.  According to the appraiser, downtime for a property this size (56,336 SF) is estimated at 12 to 18 months in this market.  Based on market TI ($1.50/SF) and LC (4%), if the Property were to take 15 months to lease, total re-tenanting costs including 3 months of downtime (in addition to FedEx’s 12 months notice provision) would be approximately $182,106.  This amount is less than one year’s CfaDS for the subject.  Please note that  the appraiser’s downtime estimate was based on releasing the Property at a rental rate of $6.00/SF.  However, as described above, the Property could be released at a much lower rental rate and still support a takeout loan at a decent stressed DSCR.  Consequently, the Borrower should be able to easily re-tenant the building and pay for any TI/LC costs needed.   Furthermore, at loan maturity, the sponsors will still have over $1,000,000 of cash equity in the deal, and hence will be incentivized to support the property. 

While the rent comps come mostly from the west side of Little Rock (all of the newer properties surrounding the subject are owner-user in nature), conversations with local brokers revealed that the subject’s location is very desirable.  Several build to suits have taken place in recent years and additional industrial/commercial pad sites near the subject have been receiving a lot of interest over the past several months.  It is the underwriter’s opinion that due to the interstate and airport access, as well as the availability of graded industrial sites (already equipped with amenities such as power, water and sewer), this area will see an increase in industrial development over the next few years.
Finally, the total replacement cost new of the Property including a 5% entrepreneurial profit is estimated to be $4,401,792, which equates to $78.13/SF.  Assuming an 8.0% cap rate, 29% expense ratio, and 7.5% vacancy factor, rents of $7.58/SF are required to justify new construction.  The Property is currently achieving rents of $6.00/SF.  The rent level necessary to make new construction economically feasible is currently 26.3% greater than the average rent currently being achieved by the subject Property.  In short, no company could build a similar building in this location without paying a significantly higher rental rate than is currently being achieved at the Property.

Interest Only Risk/Refinance Risk:  In the event the rollover risk is mitigated, the remaining lease term for either Mettler-Toledo Thornton or the replacement tenant would likely be for the standard 5-year term, which would result in refinance risk at that time. The note will mature on May 31, 2017 with an unpaid principal balance of $3,000,000, as the loan is interest only for ten years.
Mitigants: Assuming that at the end of ten years there is a tenant in place paying rent of $10/SF on a NNN lease, the resulting cash flow of $403,937 ($414,720 - $10,783 Replacement Reserves) would allow the $3,000,000 balloon balance to be refinanced at a 9.43% cap rate and 70% LTV.  In addition, should the loan not be refinanced at maturity, Lender has structured a hyper-amortization feature to the Loan.  
Release of Collateral

Collateral Release:  The Loan will allow for the release of the Breckenridge Building.  The release price will be at par with the allocated loan amount.  Mitigants:  CW has allocated $12,000,000 to Breckenridge.  In order to release this collateral (after the Prepayment Lockout Period) i) the loan balance attributable to Breckenridge will need to be defeased, iii) the remaining collateral will need to achieve a DSCR of 1.70x, iv) the remaining collateral will need to have a maximum LTV of 40%, and v) the release will need to have no material impact on the operations or amenities of the remaining collateral.  Based on the remaining loan amount of $38,000,000 and current underwriting, the remaining collateral will cover at a DSCR of 1.88x (see UW template).  In addition, the remaining collateral will represent a LTV of just 43.8% (this is due to the fact that the initial application did not include Breckenridge as collateral).  Finally, if Breckenridge is removed from the rental pool, the subject’s competitive set will be reduced by 7.2% which will likely result in higher occupancy and higher RevPAR for both Island Grand and Sandpiper.

Rent Abatement Clauses:

Rent Abatement: There are $477,188 in rent abatements in 2005 and 2006. The Landlord has granted TIs in the amount of $1,520,000 for the build out of Internap’s expansion space. Internap can take the TI credit in the form of rent reductions for twelve months beginning 4/1/05. Additionally, rent is underwritten for three tenants who are not in occupancy (please see Other Loan Features and Special Conditions section for details).

Mitigants: A reserve will be established at closing in an amount equal to all future abatements and will not be released until the abatements expire. An escrow will be established for the tenants who are not in occupancy in an amount equal to the monthly rent from the closing date of the Loan to the anticipated occupancy date. Should there be a delay in occupancy, a cash flow sweep will be implemented in the amount of the monthly rent. The sweep will be discontinued and the escrow released upon the occupancy of the tenant or satisfactory substitute tenant. A reserve or LOC will be taken for the Internap TI allowance of $1,520,000.

Rent Abatement Clause: Keker Van Nest is permitted four months of free rent associated with their expansion on the six floor commencing in July 2006 through October 2006.  

Mitigants:  A rent abatement escrow account will be required at closing with a reserve equal to the four months free rent, and there are no other future landlord obligations

Reserves Waived:

No TI/LC or Replacement Reserves:  Reserves are waived per Loan application.
Mitigants:  Replacement Reserves -The Property Condition Assessment concludes the Property is in overall good condition with no deferred maintenance.  Replacement reserves over a 12-year term total just $244,525.  The Borrower has spent approximately $660,000 in capital improvements over the last three years.  The Borrower occupies 14.9% of NRA at the subject and self manages the Property as well as all the properties within Continental Park.   ABC Lending has made two previous loans to the Borrower on properties within Continental Park which were also well maintained (as verified in site inspection) Class A assets.  TI/LC Reserves – Based on the appraiser’s market TI/LC’s, the annual estimated need is $162,239.  The highest year of need is 2013 with $317,598.  The estimated cash flow after debt service in year 2013 is $1,115,117, which is sufficient to cover the possibility of TI/LC need.  Furthermore, the estimated cash flow after debt service for every year of the Loan is projected to cover any expected TI/LC costs.  The Borrower reports that retail tenants typically do not received TI allowance and that the small office suites receive only “paint and carpet”, therefore, the market estimate of $12.50/$5.00 for all tenants is likely excessive.  Continental Development Corporation is highly experienced real estate owner who has a large investment in Continental Park and the financial wherewithal to cover all TI/LC costs.  CDC currently has over $25 million in liquidity.
Risk:  Normalized TI/LC collections are waived as long as subject Property is achieving a 90% or greater occupancy.

Mitigants:  Normalized TI/LC collections are projected to peak in Year 5 of the loan at $43,901.  Cash Flow After Debt Service is estimated at $103,330 which should provide ample funds for re-tenanting costs.  Also, Borrower and sponsors Alan and Barbara Gindhi have the financial wherewithal to cover TI/LC costs for re-tenanting the property.  In addition, four of the in-line tenants have been in the subject Property since early 1995 when the Property was initially constructed.  The in-line tenants have benefited from the excellent access and visibility of this Kroger anchored center.

Right of First Refusal:

Risk:  Tenant has a Right of First Refusal to purchase Property is the Landlord elects to sell.

Mitigants:  Per the Lease, this ROFR “shall not apply to any sale or conveyance of the Leased Premises in foreclosure sale (or similar proceedings) of a bona-fide mortgage deed of trust or to any conveyance in lieu of foreclosure of such a mortgage or deed of trust, or to any transfer subsequent to a foreclosure sale or deed in lieu thereof in connection with requirements of the Rating Agencies if the Loan is securitized”.  

Rollover Risk:

Rollover Risk:  The single-tenant lease expires on November 30, 2013, approximately 3.5 years prior to the loan maturity. 

Mitigants: (1) The loan has been structured with a Springing Reserve to account for potential rollover costs and debt service in the amount of $650,000.  In the event that the tenant does not exercise their rent option, assuming annual debt service of $174,600 and a replacement period of one year would result in a residual balance of $475,400.  The $475,400, or $11.46/SF, would be utilized for TI/LC fees.  (2) The tenant initiated the negotiations for the First Amendment and the lease was extended from June 30, 2008 to November 30, 2013. The tenant is adequately maintaining the Property and is continually customizing the space for their operational requirements.  Based on conversation with the tenant’s representative, the tenant had recently sought a 15 year lease extension although the Owner would only agree to five years.  Their desire to remain at the location for the long-term, together with their substantial investment in customizing the space increases the likelihood that the tenant will exercise its 5-year option in 2013.  

Rollover Risk: 17% of the subject net rentable area expires in 2010; 24.1% in 2012 and 23.6% in 1015. 

Mitigants: The majority of space rolling in 2010, 2012 and 2015 is occupied by the 4 largest tenants (Williams Mullen in 2010, Wachovia Bank and Davenport & Company in 2012 and McGuire Woods in 2015); these 4 largest tenants have been at the Property for an average of nearly 18 years and are very committed to this location.  The largest tenant, McGuire Woods, one of the most prestigious law firms in the Richmond area, has been in occupancy at the property since 1985 and uses the property as its headquarters.  The company is currently in discussions to expand its space at the property.  Additionally, the property is a Class A trophy asset in a great location, two blocks from the Federal and County courthouses and the state capitol building.  Market vacancy for class A buildings within the Richmond CDB is only 7.7% indicating a limited supply of class A space and specifically large blocks of Class A space that would be required for any large tenant.  In addition, since 2001 the four major tenants have spent in excess of $1,800,000 with an additional $6,895,000 contributed by the owners on interior tenant improvements in just the past four years.  Finally the Loan has been structured with TI/LC reserves and potential cash flow sweep, which will be sufficient to re-tenant the property and cover any potential shortfall in debt service payments.  For example, if McGuire Woods does not renew its lease, in addition to the required $2.1 million in TI/LC reserves via letter of credits, approximately $4.6 million would be swept from cash flow, which will be more than sufficient to cover rollover cost and debt service shortfall relating to that tenant.

Lease Rollover: The lease for the largest tenant, Bechtel with 68% of the subject’s net rentable area, expires during the loan term. 

Mitigants:  Bechtel is expected to renew its lease because the building was essentially built to suit for Bechtel and it’s strategic to their worldwide operations.  Bechtel conducted extensive research over approximately two years prior to deciding to relocate to the subject.  The majority of the company’s employees reside within close proximity to the subject. Additionally, the Loan has been structured with reserves and cash flow sweeps, which would help to mitigate potential rollover cost in the event that Bechtel does not renew.  Approximately $2.65 million would be collected compared to an estimated blowout cost of approximately $2.7 million.  Finally, the class A office market in the Glendale area is very strong with a 4.5% vacancy reported for the third quarter of 2005.
Risk: The largest tenant space will roll eight months prior to the loan maturity. 

Mitigants: Although the TowneBank’s lease (21,624 SF, 40% NRA) expires on 3/31/2015, the tenant has three 5-year renewal options. TowneBank has invested more than $1,000,000 of its own money in improvements to its space at the Property.  The loan has been structured with cash flow sweep to account for potential rollover costs.  During the third (3rd) and fourth (4th) years of the loan Lender will sweep the difference between (i) the debt service payment based upon the interest rate on the loan, and a 30-year amortization schedule and (ii) the debt service payment on an interest-only basis in a reserve to be utilized for TI/LCs.  This equates to principal that would have been paid to Lender an average of approximately $70,500/year subject to final locked rates.  In addition, commencing April 1, 2013, Lender will sweep Property cash flow into a TI/LC reserve account until TowneBank provides written notice to Borrower that they will exercise their first 5-year lease renewal option or until a new tenant takes occupancy and is paying market rent in the former TowneBank space.  This cash flow Sweep (approximately $485,000) combined with the interest only delta sweep (approximately $141,000) will result in approximately $626,000 in total reserves.  The total blow out cost for the Townebank space assuming a 3-month downtime (in addition to the required six months notice provision) is approximately $714,000, resulting in a shortfall of only $88,000.  The shortfall is considered insignificant given the sponsors’ financial strength and the $2.3 million cash equity remaining in the deal.  

The Property is well located in a strong market with low vacancy and positive absorption. Although the property was nearly vacant when the Borrower acquired it in February 2005, Borrower’s sponsor has successfully leased the property up to stabilized level since then, which is a testament to the strength of the market.

Lease Rollover:  The tenant’s lease is scheduled to roll in 2013. 

Mitigant: The lease is structured with 2 , 5-year renewal options at a rental rate that is below market.  Unless the tenant renews, twelve months prior to PRC’s lease expiration, Borrower will be required to post a Letter of Credit in the amount of $1,650,000 to be utilized for retenanting costs.  Additionally, discussion is underway between the Borrower and IAC for IAC to be relieved of its obligation under the guaranty in exchange for tenant waiving its below market lease option.  If this agreement is consummated, 12 months prior to tenant vacating the premises, or if the tenant goes dark or bankrupt, Borrower will be required to increase its Letter of Credit from $1,650,000 to $2,200,000.  The blowout cost is estimated at $1,625,367 based on a blowout analysis assuming market rent of $11.00, 6 months of downtime, $5 TI’s and 4% LC’s, and approximately $2.2 million with 12 months of downtime.  The underwriter confirmed with the engineer that the costs of converting the space from a call center back to a retail property is estimated at around $5 psf or $$545,425.   Additionally, the Property is located in the South-Dade sub-market of the greater Miami-Dade retail market with a vacancy rate that has remained stable at around 5.4%and favorable rental trends, with average rents increasing from $14.57 to $17.20 (for all retail properties). The loan’s Sponsor has a minimum net worth and liquidity covenant of $20,000,000 and $2,000,000, respectively.  This agreement will be subject to an acceptable review by ABC Lending of PRC’s financial statements.  

Lease Rollover: The largest tenant at the subject, Hawthorne Savings, F.S.B (d.b.a. Commercial Capital Bank), occupying 61,190 SF (or 32.3% of the total NRA), is scheduled to roll in late November 2005. The regional bank has decided to consolidate space into the Bank’s headquarters located in Irvine, California. Of the total 61,190 SF, Commercial Capital has indicated that they are only likely to renew 15,000 SF. Upon expiration, if Commercial Capital gives back the entire 61,190 SF, the debt service shortfall equates to approximately $840,000.
Mitigants: The loan has been structured with a $1.28MM Debt Service Reserve to cover debt service shortfalls as part of a Debt Service Reserve account. This is sufficient to cover 18 months of downtime (assuming entire space remains vacant, no interim lease-up).  According to the Appraiser, the estimated maximum downtime for the Commercial Capital space is 8.5 months.  The Borrower is required to replenish the Debt Service Reserve every six months if it is drawn upon.  

Lease Rollover:  In 2006, 77.7% of the rentable square footage is scheduled for rollover.  The total anticipated need for tenant improvements and leasing commissions in this year is approximately $209,704.  Club Demo, the subject’s largest tenant, represents 39.3% of the rollover and the subject’s second largest tenant, Charlotte Russe, represents 28.1%.  

Mitigants:  TI/LC’s will be reserved annually at $51,262, capped at $100,000.  In addition, $100,000 for TI/LC’s will be held-back from loan proceeds at closing.  If Charlotte Russe renews or a replacement tenant takes occupancy and begins paying rent (at a minimum of current rent in place for a minimum lease term of five years), the escrow will be capped at $125,000 and excess will be returned to borrower. If Club Demo renews or a replacement tenant takes occupancy and begins paying rent (at a minimum of current rent in place for a minimum lease term of five years), the escrow will be capped at $100,000 and excess will be returned to borrower.  If both Charlotte Russe and Club Demo renew or replacement tenants take occupancy and begin paying rent (at a minimum of current rents in place for a minimum lease term of five years), the escrow will be capped at $75,000 and excess will be returned to borrower.  

Club Demonstration Services, Inc., has been a tenant at the Property for 11 years.  The company specializes in marketing consultation and product demonstration for retailers of consumer products, including performance of product demonstrations at regional Costco locations.  Club Demo’s current lease rate is $13.20/SF, which is well below the market rent of $17.40/SF.  Charlotte Russe Holding Inc., is a publicly traded clothing retailer that houses the majority of their real estate and accounting divisions at the Property.  Investment firm Saunders Karp & Megrue owns 32% of it stock and as of September 8, 2005, the stock was $14.57 with a 52-week high of $15.21 and a 52-week low of $8.84.  The 2004 retail sales were $539,400,000.  Furthermore, the Property had an average three-year occupancy of 94% from 2002 to 2004.  In February 2004, a major tenant (28.1% of NRA) vacated its space.  The space was vacant for only 3 months before a replacement tenant was found through full service brokerage firm Grubb & Ellis.  Supply within the local submarket is limited, demonstrated by its 3.6% vacancy.  Prior to this tenant vacating, the Property occupancy had ranged from 95% to 100% beginning January 2002.  The subject occupancy is currently 100% and year-to-date occupancy has averaged 95% with no rollovers remaining for 2005.

If Club Demo does not renew, the DSCR will be 0.52x, thus creating a CFaDS shortfall of $102,095.  If both Club Demo and Charlotte Russe do not renew their leases, the DSCR will be -0.35x, thus creating a CFaDS shortfall of $287,256.  The Borrower will provide a $100,000 debt service guarantee at closing.   The upfront TI/LC reserve ($100,000) plus a year of normalized collections ($51,262) plus the debt service reserve ($100,000) are sufficient to cover the shortfall if one tenant vacates, and close to covering the worse case scenario.  In addition, the Borrower has liquidity of $7,721,310 and will have $1.7 MM in market equity upon closing, which should provide incentive for the Sponsors to cover any shortfalls that may occur.  

Rollover:  There are high concentrations of tenant rollover in 2010 (16.5% of space) and 2011 (12.6% of space).  Replacement reserves are capped at $49,500.  Based on normalized rollover assumptions, there is a shortfall in the TI/LC reserves account in these years.  Mitigants:  First, the reserves are replenished if drawn upon.  The normalized rollover assumes 65% renewal probability.  The likelihood of tenants renewing at this excellently located strip center with its strong shadow-anchor tenancy is more likely 80% which would decrease the shortfall.  On average, the rent in place is below market, and each of the tenants has at least one renewal option at favorable rates.  Notice by the tenant is required allowing for marketing time with minimal downtime, should tenants decide to vacate.  The market is strong with average occupancy greater than 95%.  The Borrower has significant cash equity in the transaction and would likely pay for any excess TI/LC requirement out of pocket before walking away from loan.
Risk:  13 of the 14 total tenants at the Property could potentially roll in Years 5 & 6 of the Loan term, resulting in approximately $200,000 in TI/LC costs.  TI/LC reserves will not be collected throughout the Loan term.

Mitigants: (1) The Borrower’s cash equity at risk (initial cash equity less cumulative cash flow after debt service) at the end of year 5 is projected to be approximately $1.3 million.  The Borrower has incentive to protect his prevailing equity by re-tenanting the Property over years 5 & 6 for $200,000.  (2)  The Property has a diversified mix of tenants that cater well to the local demographics.   The vast majority of tenant leases feature renewal options and have no encumbering clauses.  All tenant rents are at market.  (3) The subject is located in an excellent area for retail.  The local area features strong demographics and a growing population pool.   

Month to Month Tenancy and Near Term Roll:  Month to month leases account for 15.62% of the total net rentable area.  A total of 47.5% of the tenants roll in 2007 (inclusive of month to month tenants). The underwritten DSCR based on full funding at closing is only 1.05x.  Mitigants:   The Property is located in a prestigious and well maintained office park (Newport Center) in an area characterized by a strong economic environment with low unemployment, premier living conditions and above average wages.  The subject’s micro-market, Newport Center, exhibits an overall occupancy 94.7%, above the 92.7% exhibited by the Orange County market and 94.4% exhibited by Newport Beach.  A strong amenity base drives demand in the immediate area.  The subject Property sits across the street from Fashion Island, a well known upscale retail, specialty shop, fine restaurant and hotel development.  The Property is also proximate to Irvine Regional Hospital and Medical Center, a 176 private room hospital, which is a major office space demand generator for the properties in the immediate area.  The Property was recently renovated and is currently 100% occupied.  While the overall rent at the Property is below market ($34.71/SF average), recent leases have been signed at market rent of $45.00/SF and higher.  Based on the net funding ($8,500,000) at closing, 40% of the month-to-month tenants could vacate the building and the Property would still underwrite at a 1.0x DSCR.  Finally, the loan is structured with a Cash Flow Sweep and an $800,000 Springing Letter of Credit should the underwritten DSCR drops below a 1.05x for three consecutive months at any time during the loan term.  Reduction in Minimum Net Worth and Liquidity Requirements:  Upon hitting a 1.20x DSCR on a trailing six months income and trailing twelve months of expenses (to include ground lease rent bumps), minimum net worth and liquidity requirements will reduce to $10MM and $1MM with the Springing Letter of Credit to be released.  Mitigants:  Borrower added equity partner, Fund II as a guarantor to provide for ample liquidity on an aggregate basis.  Also when considering the reduced liquidity requirement of $1MM, this is equivalent to 1.24 years of debt service payments.  Property sits in a very  strong submarket with 94.7% occupancy. 
Section 8 Tenancy:

Section 8 Tenant Risk:  21% of the tenant pool at the Property is Section 8 tenants.  
Mitigants:  In discussions with Ms. Melanie Bailey, VP of Integrity Asset Management (property manager), they do not perceive the concentration of Section 8 tenants as a risk to operations.  Section 8 tenant leases are identical to non-Section 8 leases with the exception of a 2-month grace period for rent payment before they are allowed to commence the eviction process.  Section 8 tenants do not received a reduced rental rate.  Ms. Bailey stated HUD (responsible for portion of rent) sends payment on a timely basis.  A check of the Property delinquency report revealed few late payments and no delinquencies over 30 days.  Collections were also confirmed via property bank statements.  Upon acquisition (April 2006), Section 8 tenants made up approximately 34% of the pool versus the current 21% at the subject property.  The percentage of Section 8 tenants has been dropping for two reasons: 1) Since acquisition, the Borrower has habitually increased rents as leases expire.  2)  Since acquisition, utility costs have been allocated to tenants.  Per subject management, Section 8 government assistance does not approve new leases with allocations.  Therefore, the percentage of Section 8 tenants should continue to decline.  In general, there is typically some Section 8 component to the majority of multifamily product in El Paso based on the lower income demographics in the area (per subject management).

Single Tenant:

Single Tenant Occupancy:  The Property is 100% leased and occupied by a single tenant.

Mitigants:  (i.) Preferred Freezer is the fifth-largest public refrigerated warehouse company in the United States with customer base of over 1,200.  (ii.) ABC Lending currently services seven loans single tenant Preferred Freezer loans that have been paid as agreed.  (iii.) Preferred is backed by TA Associates, who holds a 49% ownership interest in the company.  TA Associates is one of the oldest and largest private equity firms in the world with a $10 billion capital base.  (iv.) The lease is structured with a guaranty of payment by Preferred Freezer throughout the loan term (tenant on lease is a subsidiary of Preferred Freezer).  Additionally, if Preferred Freezer’s net worth drops below $15 million, ABC Lending has the right to sweep cash (Preferred’s current net worth is $42 million).  Should Preferred Freezer vacate, the exiting building would be an alternative to new construction for a single tenant user.  It is unlikely that Preferred Freezer will vacate.  The location is ideal with many demand generators for frozen storage space nearby.  

Risk:  The Property is leased to a single tenant.

Mitigants: This risk is mitigated by the following:

1. Strength of Tenant:  Warren Henry Automobiles, Inc. has been a successful auto dealer for over 30 years.  WHA owns five other luxury car dealerships in Southeast Florida including an Infiniti dealer in Miami.  The owners, The Zinn family, have been affiliated with the automobile industry for decades, dating back to David Zinn’s status as the first Toyota dealer in Florida.  For YE05 (the most recent financials available) WHAs net sales totaled $331,177,962, a 25.6% increase over YE04.  Operating income for 2005 rose 108% to $7,266,705 and net income increased 68.5% from $2,900,647 to $4,888,420. 

2.  Location:  The Property is located in the growing City of Davie in Broward County.  The average HH income within a three-mile radius of the Property is $109,729/year.  The Property sits at the corner of a “clover leaf” and fronts Griffin Road (S.R. 818) as well as I-75 which have a combined daily traffic count of 135,000 cars.  Across the highway from the subject is Rick Case Honda, which was the leading seller of Honda vehicles world wide in 2003.

3.  Land Value:  The land value of $3,100,000 ($870,787/acre) represents 59.8% of the loan amount.

4.  High DSCR:  The UW DSCR is 1.59x (2.07x I.O.).  The actual DSCR, assuming NNN, is 1.75x (2.27x I.O.)
5.  Borrower Cash Equity:  At closing, the Borrower will have cash equity of approximately $4.35 million cash equity (45.6% total cost basis).
Single Tenant Occupancy:  The Property is 100% occupied by a single tenant (FedEx Ground). 

Mitigants:  FedEx has a BBB stable credit rating per S&P.  According to the on-site manager at the Property, this location is ideal for the ground operations.  This location is the only FedEx Ground Facility in the city and was selected due to its proximity to the Interstate/Highway system (I-440 is approximately 1 mile from the Property).  The closest FedEx Ground facility is located in Memphis, Tennessee, approximately 137 miles east.  

On the site visit, the senior manager indicated that there are plans to relocate the FedEx Home Delivery branch (a much smaller location) to the subject building when FedEx Home’s lease expires (the manager did not disclose when FedEx Home’s lease expires or the exact size of their current location).  While FedEx Ground is fully utilizing the Property at this time, the subject building is the only FedEx property in Little Rock with expansion capabilities, and by merging the two operations FedEx will significantly save on rent and travel expenses in this region.  The subject is also an OTP (Overnight Transfer Point) for FedEx Ground and it provides service from Fayetteville, Arkansas to Monroe, Louisiana.  

The manager also shared plans (including architectural drawings) detailing the Company’s plans to add approximately $500,000 in sorting and packaging equipment to the warehouse area.  The on-site manager further stated that these future improvements were already budgeted, approved and will take place in the first or second quarter of 2006.  In addition, FedEx, at its sole cost and expense, will be expanding the employee parking lot (in 2006) by 6,804 square feet.  Based on these capital investments in the Property, the chances of FedEx breaking their lease, or not renewing, are slim.  

Single Tenant Risk:  Tractor Supply Co. is not a credit tenant as they are not rated by a major rating agency and there is no springing lien if a blow-out scenario was to occur.   
Mitigant:  1) Tractor Supply just began its 15-year NNN lease in a built-to-suit property with four 5-year extension options.  The Tenant reports $2.07 billion in sales and EBITDA of $170.46 million as of FYE 05.  Borrower equity of $2,041,608 is invested in this transaction, representing significantly more than the estimated TI/LC’s costs of $170,467 necessary to replace the Tenant in the event of a blow-out. The loan amount of $1,895,000 represents an LTV of 48.6% and an LTC of 48.4%.  2) A Direct Pay Cash Management Agreement shall be put in place at closing, under which all income derived from the operation of the Property shall be paid directly into an account of the Lender.  A Hyper-Amortization provision also exists in the event that the Loan cannot be refinanced at maturity. 

Single Tenant Occupancy:  The Properties are 100% leased and occupied by single tenants.  

Mitigants:  Leases for the tenants are long term and range from 13 to 20 years, which exceeds the loan term of five years.  Additionally, according to the Borrower, United Fixtures has occupied its building since it was constructed in 1995.  Rite-On has occupied its building since it purchased it in 1996.  RL Stowe has also occupied its buildings since the buildings were constructed, with five out of six properties in occupancy in excess of 80 years.

Risk:  The Property is property is 100% leased to a non-investment grade tenant with less than optimal historical financials.

Mitigants:  This risk is mitigated by the following:

1) In mid-2005, The Yucaipa Companies acquired 40% of Pathmark (and have since upped investment to 48%) and agreed to invest $150 million in Pathmark to upgrade stores and open new ones, as well as provide the chain with consulting services.  Pathmark has recovered from its debt problems and appears to have turned the corner in 2006 toward exhibiting upward trending sales and operating income.  2)  Ideal location:  Should Pathmark vacate, the site is ideally located for a replacement grocery retailer with 155,000 neighborhood residents within a 3-mile radius.  There is no land remaining for future retail development.  3) Pathmark’s longevity at location: Pathmark has operated in this locale for over 30 years.  They upgraded to the current location 12 years ago from one less than one mile away.  2) High DSCR:  The UW DSCR is 3.17x.  3) Low LTV:  The loan to value is only 27.3%.  4) Land Value:  At $3,230,000, the land value represents 68% of the loan amount.  At deal maturity, and assuming 3% land appreciation per year, the land value will be approximately $4,340,850, or 111% of the loan amount.
Small Unit Sizes:

Comparatively Smaller Unit Sizes:  The average unit size of 667 SF is smaller than several competitive properties.
Mitigants:  The extensive interior renovations ($18,000 per unit) and exterior improvements will appeal to buyers seeking semi-luxury quality.  With median single-family home prices in the vicinity more than twice the average unit price in the project, affordability should be a key selling point for units in the project.  Additionally, it should be noted that that the subject’s units are very well laid out for functionality and have large balconies for further appeal to the tenant.

Student Housing

Student Rentals:  Approximately 95% of the tenants are students.

Mitigant:  Due to its close proximity to the University, there is a strong demand for student housing in the immediate area.  All leases are 12 months and all student leases have parental guarantees (except in cases where the students have adequate income).  The property was 97.5% occupied within three months of opening its doors. The overall occupancy in the immediate area is 98%.  The subject has an ideal location, directly north of the Monroe Campus of Virginia Commonwealth University.  VCU ranks among the top 100 universities in the country in sponsored research and enrolls more than 30,300 students.  On-site student housing accommodates only 4,160.  Leases include parental guarantees if credit search does not reveal a sufficient income level for the student alone (mostly graduate students).
High Student Population Tenant Base: The property has a tenant base that is 100% students.  Mitigants:  The property is in close proximity to Florida State University (1.3 miles), Florida A&M  University (2.6 miles) and Tallahassee Community College (2.2 miles) that have a non-commuter student  population of 62,337.  At the present time, these schools combined have 9,711 beds on campus indicating an off-campus bed demand of 52,626.   Per the appraiser, the Tallahassee multifamily submarket is 93.4% occupied overall and student housing is 96.8% occupied.  The apartment units at the subject are currently 97% occupied.  The units are leased on a per unit basis, which is market for general student housing at FSU.  All leases are 12 month leases and are signed joint and several by all student occupants.  Property management implements a credit scoring system for each tenant.  Prior to 2007, if a tenant scored at an acceptable level, parental guarantees were not required.  Going forward, management will continue to use the scoring system, but will also require parental guarantees for each student on each lease.  Currently, 10% to 15% of the units have parental guarantees.

Tenant Partial/Not In Occupancy:

Physical Occupancy Risk:  At loan closing, only one of four tenants will be in occupancy.

Mitigants:  (i) The loan will be full recourse until all tenants open for business.  All spaces have been delivered to the tenants and all tenants, with the exception of Countrywide which is scheduled to commence paying rent on February 19th, 2007 (as confirmed in its estoppel), will be paying rent at loan closing.  The largest tenant, Ted’s Montana Grill, which occupies 39% of the subject’s rentable SF, will be open at closing; Countrywide (25.4%) and Chocolate Bar (10.9%) are scheduled to open February 19th and the buildout of both of these spaces is well underway; Tossed (24.7%) is scheduled to open mid-April and will have commenced the buildout of its space prior to loan closing.  It should be noted that Tossed delayed the buildout of its space at the subject location, as it just opened its first Atlanta area location the last week of January, and wanted to iron out any design issues before starting the buildout of the subject location.  Upon the opening of Countrywide and Chocolate Bar, which is scheduled to occur within a couple weeks of loan closing, the Property will be at 75% occupancy.  (ii) A holdback in the amount of $194,267, representing all outstanding tenant allowances and leasing commissions, will be established at closing. 

Hayward Bancshares Sublease Risk:  Hayward is currently only occupying 2,960 SF of its 4,960 SF space.
Mitigant: (i) Hayward just recently entered into a new 10-year lease with two 5-yr renewal options, and the tenant’s intent has always been to sublease a portion of its space until which time it has the need to expand into the full space, which is anticipated within the next three to five years.  The lease includes a provision acknowledging that the Tenant intends to only occupy a portion of the Premises and provides Landlord consent for the sublet of a portion of the Tenant’s space.  (ii)  Hayward has a history of steadily growing its asset base, most recently evidenced by FYE 12/31/06 equity capital of $36.05 million on total assets of $317.32 million, representing year-over-year growth of 8.6% from FYE 05’s $292.25 million in assets.  Revenues increased 19.0% over the same period from $17.83 million in FY 05 to $21.21 million in FY 06, resulting in net income of $6.84 million.  Hayward is successfully operating three other banking locations, the first of which opened of business in 1925.  (iii) Given that Hayward’s contractual rent of $24.75/SF is above the Appraiser’s concluded market rent of $19.50/SF for all other inline space at the Property, the 2,000 SF of sublease space has been marked down to $19.50/SF.  It should be noted that Hayward’s contractual rent is well-supported by the bank comparables provided, and is in line with the Appraiser’s concluded market rent of $25.00/SF for the space.  (iv) If the 2,000 SF of sublease space is included as vacant, the Loan still underwrites to a 1.00x DSCR.  (v) The Property has a successful lease-up history as it began leasing in mid 2006 and was 100% leased by February 2007.  Both the Reis submarket occupancy of 94.2% for neighborhood shopping centers and the 94.1% occupancy of the competitive set evidence the strength of the retail submarket.  Furthermore, there has been 129,000 SF of positive net absorption has occurred in the submarket since 2005. 
Occupancy Risk: Jimmy John’s will not be open for business or paying rent at loan closing.

Mitigants: (1) Jimmy John’s (1,400 SF) only represents 8.3% of the subject’s total net rentable area and 9.5% of Gross Potential Revenue.  (2) Tenant is expected to open for business and commence paying rent on February 14, 2007.  The space has been delivered to the Tenant and buildout is currently underway, and was actively in progress at the time of inspection.  An estoppel stating a rent certain commencement date within 45 days of loan closing will be required, and ABC Lending will holdback three months of gross rent ($12,735) due from the Tenant at loan closing. (3) A downside analysis was performed by treating Jimmy John’s as vacant, and the resultant DSCR was a 1.27x based on a 30-year amortization (a 1.56x on an Interest Only basis). (5) Any outstanding TI/LC’s will be heldback at loan closing

Temporary Certificate of Occupancy:

Temporary Certificates of Occupancy Risk: Tenants will be in occupancy under temporary C of O’s at loan closing.

Mitigants: (1) The issuance of permanent C of O’s is not contingent upon FEMA approval of the LOMAR application and will be issued regardless of the flood determination once all of the Building Department requirements have been satisfied (This was confirmed via a signed letter from the City of Taylor.) (2) Determination of exactly what needs to be done to obtain permanent C of O’s, as well as the costs associated with doing so, will be required prior to closing, and a holdback in the amount of said costs will be established at loan closing.

Termination Rights:

Termination Rights for Two Tenants:  Progressive Casualty Insurance has an early out option at the end of the 42nd month with 180 days written notice.  Bankers Life and Casualty has an early out option in month 39 with 90 days written notice

Mitigants:  Progressive Casualty Insurance: The penalties equal $95,700.20 plus unamortized commissions and 50% of the unamortized construction allowance.  Commissions and construction allowance shall be amortized monthly basis over the original term with interest at a rate of 8%/year.  The penalty and 6 months’ notice are considered to offset the risk of the early out.  Bankers Life and Casualty: Penalty includes 4 months’ base rent plus unamortized TIs and leasing commissions.  TIs and leasing commissions shall be amortized on a straight line over the length of the term plus interest at the rate of 8.5%/year.  Given the relatively small amount of space leased by this tenant (2.24% building share) as well as the penalties, the early out option presents minimal risk.  In the event that Progressive Casualty and/or Bankers Life exercise their termination options, Lender will require that Borrower assign all termination penalty collections to Lender.

Termination of KBL Cable Lease:  KBL Cable vacated their leased space of 51,233 SF (27.7% of the total leasable area and 26% of GPR) earlier this year and stated that they would not renew their leases upon the expiration date of 8/31/05.       

Mitigants: An initial TI&LC reserve of $850,000 will be retained at closing representing $16.59/SF of the KBL space.  The KBL premises represent prime space on the second floor overlooking the atrium and were leased at the currently below market rate of $15.50/SF.   Based upon the strength of the submarket the premises will be readily marketable at the current asking rent of $17.50/SF.   Of note, KBL vacated their space to occupy a portion of a building recently purchased by their parent company – Time Warner (S&P rated BBB+).  Additionally, the Praedium Fund V, LP., will guarantee debt service for the Loan for the first 24 months of the loan term.
Termination Rights:  Tenants with termination options representing significant square footage include Allied Administrators (14,600 SF), and Tong McNew Inc (7,000 SF).  

Mitigants:  Termination option for Allied Administrators states the tenant has a right to terminate five years into their ten-year lease term (6/1/2010), however tenant must pay a termination penalty of $282,874.95 which equates to approximately 10 months of rent. Appraiser’s estimate of downtime between tenants is equal to eight months. Termination right also includes 150 days prior written notice from the 5th anniversary of the lease term or 12/1/2009.    Termination option for Tong McNew Inc. consists of a one-time right to cancel the lease, effective 7/31/2009 by delivering notice no later than 11/30/2008. Tenant agrees that Keker Van Nest is  negotiating an expansion in the building. If Keker exercises their  expansion option, the Landlord may terminate the lease effective 7/31/2009 by delivering notice to the Tenant no later than 11/30/2008. This right will be evidenced by Keker’s exercise of their expansion right.

Risk:  Two tenants, Lockheed Martin (21,126 SF and 25.9% of space) and General Dynamics (9,605 SF and 11.8% of space) have the right of early termination.  Lockheed Martin’s first right begins in March 2009 and is rolling, with a 6 month notice requirement.  General Dynamic’s right begins in April 2008 and requires written notice to Landlord by October 2007.    

Mitigant:  Lockheed:  It is unlikely that Lockheed will vacate as it recently invested $1 million of its own cash into improvements in the space.  General Dynamics:  In the event General Dynamics vacates, a penalty payment of $117,414 is payable to the Landlord, which will be required to be assigned to ABC Lending.  ABC Lending will escrow $200,000 at closing into a TI/LC reserve and will commence normalized monthly collections to a cap of $350,000.  Total Blowout costs for both Lockheed Martin and General Dynamics is estimated at $336,900 ($8.00/SF TI and 4% LC).  
Risk:  Additional tenants, Aetna Insurance (7,984 SF), Mortgage IT (7,495 SF), SunTrust Mortgage (3,575 SF), Dillon Development (2,684 SF), and EPC Global contain lease termination provisions.  Please refer to Rent Roll Comments column on UW template for details.  Mitigants:  Tenants must first provide a 6-month notice and various penalty/termination fees apply.  Lender to trap termination fees as follows:  Aetna Insurance (7,984 SF, $127,786), Mortgage IT (7,495 SF, $87,360), SunTrust Mortgage (3,575 SF, $80,435 ), Dillon Development (2,684 SF, $51,048), and EPC Global (2,351 SF, $26,447).  For each of these tenants, the termination fee exceeds the TI and LC blowout costs.  The termination risk is also mitigated by the strong submarket with a 97.2% occupancy for Class A product and principal’s leasing track record in the submarket.  Sponsor, Mr. Cross also has the financial wherewithal to cover operating costs. 

Early Termination Risk:  The GSA/USAF (Quad III) may terminate its lease at any time on or after December 1, 2011 upon 120 days written notice to the Lessor.    

Mitigants:  The GSA typically negotiates leases with private owners to include early termination provisions in lieu of appropriation clauses (if Congress declines to fund the agency that is leasing the space).  In most cases, the termination rights are never exercised and the underlying leases continue without disruption.  In general, benefits of GSA leases for landlords are 1) the GSA usually takes longer lease terms, 2) has higher renewal rates, 3) grants landlords protection from operating cost increases, 4) requires low recurring capital expenditures by landlords, and 5) has the back of the US government as a credit.   A the Property, GSA/USAF has spent over $1 million in upgrading security in Quad III to  include a “skiff” room with high level encryption.  Quad III is used as USAF’s Headquarters of Combat Command, the entity that coordinates global air force fighting strategy.  USAF relocated into Quad III from Langley because their previous Langley space was older and obsolete.  Langley is demolishing many of the obsolete facilities and forcing occupants to find privately leased space.  As an additional strength, there is a complimentary relationship between tenants in Quad I and Quad III such as instructors for the NIA  may come from the USAF located in Quad III.  In turn research completed by the NIA supports the USAF. This relationship may come into play for any decisions made to vacate either of the spaces.  Another strong mitigant is the financial strength of sponsor, FAP which has $7,355,253 in combined cash ($1,353,913 unrestricted and $6,001,340 restricted) and the ability to call on investors for additional cash reserves.  Demand is also strong in the submarket with a 95.4% occupancy and the Property has an excellent location opposite Langley and the Langley Research Park.   Finally, the loan is structured that in the event that the GSA elects to exercise its early termination option, Lender shall require a cash flow sweep of all the net income from both Quad I and Quad III after debt service, applicable reserves, and approved property expenses.  The cash flow sweep shall be for a period of 120 days, prior to the GSA vacating (equal to the GSA notice period).  
Risk:  CIT may terminate the lease on the last day of the 69th month if it provides 6 months notice to Landlord.

Mitigants: If tenant, CIT terminates they must pay a Termination Fee of $3,181,723.99.  Lender will trap this fee.  The termination fee would cover TIs of $7.00/SF, LCs of 4% and 10 months of downtime for the CIT space.  The likelihood of CIT vacating its space early is also mitigated by CIT’s substantial $10 million tenant improvement investment in the subject property.

Weak Management:

Limited Management Experience:  There is currently no third party management company at Palmetto Pointe Apartments. The Property is currently managed by an on-site property manager and one assistant property manager, both of whom get a salary as well as free rent. 

Mitigants:   Due to the limited property management experience currently in effect at the subject, the loan will be structured to provide for an independent professional property manager at the discretion of the lender in the event that the Property fails to maintain a minimum DSCR of 1.05x during any calendar quarter.  Mr. Rausch, and a local real estate consultant, Skip Kassinger, visit the Property every two weeks and new management software was just installed which will make “real time” information available to all management personnel, either on-site or off-site.   Both Mr. Rausch and Mr. Kassinger are long time real estate professionals who have successfully owned, developed and managed residential communities in the southeast.  These properties include a 200-unit apartment complex in Clearwater Beach, Florida that was owned and managed for 32 years and a 300-pad mobile home park in Clearwater that has been owned and managed since 1978.  In addition, Nickel Plate is considering hiring a full time, on-site maintenance technician, as opposed to the use of subcontractors, which is the current practice.  The five-member board of directors for the Grace C. Bergquist Trusts all visited the Property prior to acquisition.  They met with the property manager and were impressed with her abilities and relationship with the tenants.  This, combined with the fact that either Mr. Rausch or Mr. Kassinger visit the Property every two weeks, allow the board of directors to get comfortable with existing management at the subject.  

Weak Sales:

Weak Tenant Sales: The Food Lion located in the Centre Stage S.C. in Springfield, TN has a history of declining sales per square foot.  Sales have declined from $250/SF in 2001 to $179/SF in 2002 to $131/SF in 2003, primarily due to the 2002 opening of a Super Wal-Mart in the subject’s immediate neighborhood.  The Big Lots at this same center has what appear to be low sales of $59/SF and the largest anchor, Belk’s, does not report sales.  The Rose’s in Marion City S.C. also has what appear to be low per square foot sales.

Mitigants:  Food Lion’s on-site 2004 sales of $131/SF (the same as 2003 sales) indicate that the location’s performance has stabilized.  The tenant’s occupancy cost as a percentage of sales is only 4.7%.  It appears that Food Lion is committed to maintaining its presence in the Springfield area.  Food Lion has been located at the center since its 1989 construction.  Its original 20-year lease rolls in November 2009.  However, it also contains six, five-year extension options.  In the event Food Lion were to vacate the property, the DSCR for Centre Stage would decline to 1.10x.  The portfolio’s overall occupancy would remain at 1.20x as the Food Lion rent falls within underwritten economic vacancy.  The Loan’s break-even occupancy rate is 78.1%.  If Food Lion were to vacate the property, collected TI/LC reserves will be used to re-tenant the space with the Borrower’s limited contingent guarantee of $500,000 per property used to cover any re-leasing and re-tenanting costs in excess of the collected reserves.  Additionally, the Borrower has indicated that it has in its possession a letter of intent from Dollar General Marketplace to sub-lease the entire Food Lion space should it become available prior to the expiration of its lease.

While Big Lots sales are $2.1 million at the subject location compared to the average per store average of $2.9 million, this furniture retailer is still new to the market.  The Big Lots lease extends through 2010, with four five-year renewal options.  Rent is at market and occupancy costs are low at only 7.73%.  Based on preliminary conversations with Big Lots real estate department, sales are reasonable for a new furniture location.  Underwriter is waiting on a call back from Vince Catano, who is in charge of site selection in the Eastern U.S. for Big Lots, for additional feedback on subject location.  Belk’s, a privately held department store, is not required to report sales at the property.  Underwriter is working with Borrower to obtain feedback from tenant regarding satisfaction with sales at this location.  Based on the site inspection, the Belk’s department store appeared to be a successful leverage.  The Roses at Marion City Square has operated at the shopping center since its construction.  While sales appear low, Roses is a discount retailer.  Sales at the subject property have stabilized in the $42 to $48 range over the past three years.  In addition, Roses’ occupancy cost of 9.63% appears to be reasonable. The Roses’ lease expires in 2007 but is also tied to the limited contingent guarantee discussed above.

Risk: For the year ending 11/30/06, Factory Card Outlet reported sales of $63/SF, which results in an approximate occupancy cost of 35%, below the chain’s average store sales of $112/SF (for the fiscal year ended 1/28/06).

Mitigants: (1) Per conversation with Tim Benson, an executive at Factory Card corporate headquarters, the company has no intentions of closing the subject store.  Additionally, Mr. Benson stated that the company typically does not close stores (even if a store is under performing) until the end of the lease term due to the high costs associated with such a closure, unless of course the store is losing a substantial amount of money.  Mr. Benson confirmed that the subject store is not losing money at its current sales level, and mentioned that it is typical for newer stores to achieve store sales below the chain average.  Mr. Benson is optimistic that now that construction of the Petco building is finally complete, customer traffic at the subject store should increase, and thus improve sales.  Additionally, the company is actively updating its marketing database in an effort to improve customer awareness for a number of selected stores throughout the region, including the subject store.  Subject store sales for the most recent 12 months ended 11/30/06 are right in line with sales for the previous 12 months ended 1/31/06, thus indicating that subject store sales are being maintained. (2) The Borrower will have substantial cash equity in the Property at closing in excess of $2.68 MM. (3) The subject Property is located in a primary retail corridor adjacent to a SuperTarget store and within a very strong retail market (comps are 97.7% occupied), thus in the event Factory Card Outlet vacates its space, it should be easily released to an acceptable replacement tenant.  Additionally, in the event that Factory Card Outlet vacates its space, up to $100,000 of the Earnout Reserve shall be accessible to the Borrower for the re-leasing of the space, so long as the Borrower agrees to fully replenish the reserve within 12 months.   
Winn-Dixie Declining Sales:  Sales at the subject Winn Dixie (tenant required to report per lease) declined from $318/SF in 2003 to $220/SF in 2006.  Mitigants:  The significant decline in sales was due to the 2005 opening of a Publix store directly across the street and a Wal-Mart Supercenter approximately four miles from the Property. According to Cyndi Reynolds, Director of Real Estate for Winn-Dixie, the opening of new grocery anchored competition generally has an impact of up to 30% (as is the case with the subject) on existing Winn-Dixie stores.  There is typically a two to three year recovery period until sales reach prior sales levels.  Sales at the Property bottomed out in 2005 at $211/SF with the initial grand opening marketing for the two new grocers.  Beginning in 2006, as the market absorbed/accepted the new retail competition, sales increased to $220/SF in 2006.  T-12 month sales through March 2007 are $225/SF.  The Winn-Dixie occupancy costs of 4.43% are within Winn-Dixie and industry norms.  Ms. Reynolds provided sales for seven Winn-Dixie stores in Jefferson and Shelby Counties (AL) which range from $218 to $356/SF and average $274/SF.  While the subject is currently performing below the average, it is not illogical to assume (based on overall Winn-Dixie chain performance trends) that the current sales of $225/SF should increase to $274/SF (average for area) to $307/SF (sales prior to opening of new competition).

As additional mitigants, the Property is located in an area with excellent demographics. Population within a 3-mile radius of the Property has increased 127% from 1990 to 2006 and is expected to continue to increase. The Property itself has stable occupancy trends.  Five of the seven current tenants have remained in occupancy since the center opened in 1998 and have renewed with increased rents. Our sponsorship is strong.  Lamar Western L.P. and its principal owner have extensive retail experience, owning 25 additional retail projects, including four other Winn-Dixie locations. The guarantor and Mr. Kalkus have very strong financial positions and at closing the Borrower will have 18.2% cash equity in the transaction.  Finally, the loan is structured with a springing Letter of Credit.  The Borrower will provide a Letter of Credit in the amount of $600,000 in the event that Winn-Dixie goes dark, vacates, provides notice to vacate, files for bankruptcy, or is unable to refinance at the Anticipated Repayment Date.  
Island Nails Performance Risk:  The owner/operator of Island Nails reported that sales for the first month of operations were below expectations.
Mitigants:  The tenant has only been operating at the subject location for one month and is expanding the scope of its advertising to grow its customer base.  To the immediate west of the subject, an extensive multifamily development is currently under construction, which will ultimately increase demand at the subject Property.  The owner is successfully operating three other nail salons in neighboring Woodbury, manages a staff of 20 employees, and has several years of industry experience.  Furthermore, the Property manager reports that the tenant has not been delinquent on any of its rent obligations since lease execution.  In the tenant were to be included as vacant, the Loan would still underwrite to a 1.10x DSCR.   
Weak Sponsorship:

Inexperienced Sponsorship Risk: The two carveout guarantors have ownership in two commercial real estate properties (not including the subject).  

Mitigants: (1) The Property is managed by an experienced management company; Dalan Property Management LLC (DPM) of the Daly Group.  Currently, DPM manages a portfolio of 1,140,000 square feet of retail and office space among seven properties located throughout the Midwest, with a weighted average occupancy level of approximately 95%.  (2) Both properties that the subject sponsorship owns (a 122,000 SF retail center and a 50,000 SF industrial building) are 100% occupied.  (2) The two carveout guarantors are financially strong with a combined net worth of $10,817,543 and liquidity of $984,747.
Sponsors Low Liquidity:  The loan sponsors/guarantors have combined liquidity of $948,056.  Mitigants:  The Borrower will be cashing out $9,146,205 at loan closing.  The existing loan on the Property is with ABC Lending (2004) and the Borrower has paid as agreed and complied with all structure.  Based on current UW, the going in DSCR is 1.78x inclusive of all UW reserves.  Based on TTM operating statements, the DSCR is 2.53x.  The LTV is low at only 38.9%.   
Sponsor Financials:  Sponsor has low liquidity at $245,000 (7.8% of loan amount).  Mitigants:  Sponsor's liquidity will increase after loan closing with a $2.3 million cash out.  Sponsor has long history of real estate investment in Tallahassee market. His net worth is strong at $19 million.  Property is in excellent location with strong occupancies and rent growth.  Property is anticipated to continue to exhibit positive cash flow after debt service.
Lack Of Experience Of Borrower and Manager: The key principal’s real estate portfolio consists of two office properties located in the Bay area. The Borrower’s affiliated management company has been in existence since 1995 when the key principal acquired his first office property. 

Mitigants: Since One Jackson Place was acquired in 1997, Mr. Thornton has invested $1.9MM in tenant improvements and $2.4MM in other capital improvements for a total cost basis of $16.9MM. After closing costs, fees and reserves associated with the loan, the Borrower’s cost basis will increase to $18.8MM. Borrower’s has significant cash equity remaining in the transaction.  At closing, the Borrower’s remaining cash equity will be $4.8MM or 26% of total costs.  Market equity will be $7.7MM based upon the appraiser’s “as-is” valuation of $21.7MM.  Additionally, Borrower’s Management Company has successfully kept the Property occupied since its acquisition, with current occupancy of 95%, and a three-year average occupancy of 90%.  The largest tenant, a highly recognize national law firm, has been at the Property since 1994, and has just executed an expansion to take the sixth floor.

Borrower History:  Security Properties disclosed multiple foreclosures and litigations as part of their borrower certification.  Mitigants:  SP Investments II, LLC and SP Investments, Inc. are both entities created by Security Properties, Inc (SP).  During the course of due diligence, SP disclosed multiple foreclosures related mainly to low income housing syndicates structured before the Tax Code Revision in 1986.  In an attempt to gain comfort with the Borrower, ABC Lending performed extensive due diligence including calling multiple lender and equity references, performing background (ChoicePoint) searches and speaking directly to asset managers at HUD (who made most of the foreclosed loans).  In addition, ABC Lending confirmed that neither SP nor any affiliates are listed on the governments Debarment List or HUD’s Limited Denial of Participation List.  Based on the facts gathered, it is the opinion of the underwriter that SP has acted responsibly in terms of dealing with their creditors.  In addition, companies like GE, GMACCM, Met Life, NY Life, ING and Greystone have all leant money or acted as equity partners in SP deals in recent years.  A summary of all foreclosures as well as lender references and Borrower disclosed litigations with explanations can be found as an addendum to this credit memo.
Previous Bankruptcy: The key principal has a previous bankruptcy related the payment of tenant improvement allowance, which was paid by CDC in order to attract a large tenant.  

Mitigants: A letter submitted by CDC explained that Continental Development Corporation (CDC) was the general partner of C and L Properties, LLC (C&L) who owned an office building in Continental Park.  When the two tenants who occupied this building moved out, the Lender agreed to restructure the debt in order to convert this Class B building to Class A.  As part of this restructure, C&L was required to maintain a large cash reserve ($19 million) for TI’s.  C&L was able to quickly lease the building to several credit tenants including Unocal, Anderson Consulting, Sybase and Wolfgang Puck.  As all of these leases occurred during a short period of time, the amount in the reserve account was not sufficient to cover the TI’s and since the building was still empty, there was a lot of money going out and no money coming in.  When the Lender refused to honor its commitment to modify the Loan to complete the leasing and renovation effort, C&L was forced to file a Chapter 11 bankruptcy proceeding in order to protect its sole asset and to force a court mandated restructuring.  The Loan default was the first that CDC had incurred in over thirty years in the development business, and it was done only after carefully considering the consequences of defaulting on this particular loan versus the financial threat to the entire company by not defaulting.  Mitigating this bankruptcy is the fact that, since 1993, CDC has securitized numerous loans on its office buildings.  This is mitigated by the fact that the Borrower’s explanation above is satisfactory and the borrower has had many loans securitized since this occurrence, including a previous loan from ABC Lending, which closed in 2005 and has been securitized.

Key Principal is a Foreign National: One of the Key Principals, Jacobo Cababie Daniel, is a citizen of Mexico.  Mr. Cababie is not a US taxpayer and the majority of his assets are outside of the US.  
Mitigants:  Although a relatively small proportion of his total net worth of $222 million, Mr. Cababie’s assets include domestic assets including an investment in Cabi Holdings, Inc. and a US residence in Miami with a combined value of approximately $31 million.  The ABC Lending legal department will determine the enforceability of any potential judgment rendered against Mr. Cababie under his guaranty, will obtain any necessary legal opinions and will confirm the need for a formal service of process arrangement.   Additionally, the lease and loan guarantees are structured on a joint and several basis with Jeffrey M. Soffer, an individual with a net worth and liquidity of $330 million and $50 million respectively.    
Weak Tenancy:

Tenant Risk/ Weak Financial Results:  Each of the three tenants have encountered earnings issues in the past, which includes RL Stowe Mills’ loss of $27 million over the past five years.  Mitigants: All three tenants have stabilized their business operations. United Fixtures is owned by deep-pocketed private equity groups and Rite-On has owners who have proven that they will reinvest capital into the company when it is needed.   There are several mitigants for the loss experienced by RL Stowe Mills.  First, a significant portion of the loss for RL Stowe Mills was attributed to the closure and sale of surplus facilities. As RL Stowe Mills refocused on specialty yarns, they were able to close and dispose of some of the facilities used for the production of the less profitable commodity yarns.  Second, RL Stowe Mills continued to generate significant cash flow from operations over the past five years notwithstanding the losses. This is because of the heavy depreciation deductions associated with all of the equipment.  The ability to generate cash was important due to the debt load taken on by RL Stowe Mills associated with their 1999 purchase of the Dixie Mills mercerizing plants in Chattanooga. Third, the Stowe family has stood behind the company throughout the difficult times including investing over $8 million of capital back into the company. Lastly, the sale/leaseback is paying off a significant portion of the outstanding debt.  Post sale/leaseback, RL Stowe Mills will have approximately $19 million of debt, down from more than $83 million five years ago.  

Additionally, should United Fixtures vacate, the loan supports a 1.67x DSCR (1.04x stressed at a 10.09% constant); should Rite-On vacate, the loan supports a 1.65x DSCR (1.03x stressed); and should RL Stowe vacate, the loan supports a 1.21x DSCR (0.75x stressed).  Borrower’s sponsor will also provide Lender with a debt service guaranty and all tenants security deposits in the form of an original letter of credit and/or cash provided by the tenants to secure their obligations under the lease and the lease guarantees will be pledged to Lender as additional security for the Loan.  The total deposited amount at closing will be $1,829,068.  If all tenants were to vacate, $1,835,019 would be required to re-tenant the buildings at market TIs and LCs.  The Borrower has a net worth in excess of $86 million and liquidity of approximately $12 million, more than sufficient to cover any shortfalls.  The Borrower will also have approximately $7.4 million of cash equity in the deal after closing.  It is highly unlikely that all tenants would vacate at the same time.

Furthermore, although it’s highly unlikely, should Rite-On and RL Stowe default together, there would be a debt service shortfall of $1,518,029, assuming a 12-month downtime. However, as discussed above, the Sponsor, NL Ventures V, LP, will provide a debt service guarantee to cover any debt service shortfall during the Loan term.  NL Ventures V, LP has a net worth of $86 million and liquidity of approximately $12 million, which should be more than sufficient to cover any such shortfall.  The Borrower also has $7,397,245 of cash equity in the deal, which should provide sufficient incentive to support the properties.  Furthermore, of the five NL Ventures funds formed thus far, only one tenant has defaulted, which further validates the Sponsor’s strength and discretion regarding single-tenant properties.  Finally, Rite-On is in a position to continue to grow and ultimately increase revenues and net income.  Project revenue for 2005 is currently estimated to exceed $25 million.  The 2005 numbers are solid, as Rite-On has actual contracts in place to achieve this.  RL Stowe has been in business for over 100 years and the company has occupied five out of the six subject properties for more than 80 years.  The likelihood of RL Stowe closing all six properties is small, given its history and strength across the Belmont, NC and Chattanooga, TN markets.

Weak Major Tenant: The Tuscany Market occupies a total of 6,912 SF (47% of the rentable area and 46% of GPR) in two suites of 5,607 SF and 1,305 SF under the terms of a 10-year NNN lease with a base rent of $22.00 for the 5,607 SF suite and $24.00/SF for the 1,305 SF suite.  This is the only location of the Tuscany Market.
Mitigants: The tenant has invested over $1,000,000 in tenant finishes, equipment and inventory.  Sales at the Market have increased steadily from $138,000 ($239/SF annualized) in March 2004 (when the Market opened) to $195,000 ($338.54/SF annualized) as of October 2004.  Sales declined slightly in November to $163,000 ($282.99/SF annualized) as many of the local employees and residents are away during the holidays.  The owners indicate that, on an average day, they serve approximately 500 customers.  The owners, with a combined net worth of $6.7 million, have personally guaranteed the Tuscany Market lease. 
Winn-Dixie Recent Bankruptcy: Winn-Dixie, the grocery anchor at the Property, filed for Chapter 11 bankruptcy in 2005, and recently emerged from bankruptcy in November 2006. The reorganization plan is expected to stabilize its remaining operations; however, the success of the plan is not a certainty. 
Mitigant: The Winn-Dixie at the Property is a newer store with an excellent location.  Although the location was negatively impacted by increased competition, sales at the store are increasing. With increasing population and rapid residential development, Winn-Dixie’s sales should continue to increase. In the event that this location or if Winn-Dixie’s failure would lead to the store closure, the excellent location should enable the owner to attract a replacement tenant. Furthermore, the transaction is structured with a spring letter of credit and guarantee to cover the re-leasing risk. 
Risk:  Tenant Sun Control Systems posted weak December 31, 2005 Financials.  

Mitigants:  According to Sun Control Systems CFO, James Mullen, the primary driver for the negative earnings was due to the company’s entry into the case work business which entailed office area build outs (cubicles, space dividers, etc.).  The case work business was very labor intensive with low profit margins. Sun Control Systems exited this business in mid to 3rd Quarter 2005.  The Borrower shall be required to deposit at closing cash in the amount of $525,000 or a letter of credit from a bank acceptable to the Lender for $525,000.  This will cover normalized tenant improvement reserves ($1.64/SF TI, 4% LC New, 2% Renewal) and blowout costs (3 months of down time) for Sun Control Systems.  In addition, during Years 1 and 2 of the Loan Term, Lender will escrow the difference between:  (i) the debt service payment based upon the actual interest rate on the loan and a 30-year amortization schedule; and (ii) the debt service payment on an Interest-Only basis into the TI/LC Reserve.  (This amount being equal to the Years 1 and 2 principal that would have been paid to Lender on a 10/30 amortization schedule).  This amounts to $247,090 which requires replenishment if drawn upon.  The $525,000 posted at closing coupled with the $247,090 delta sweep is sufficient to cover an additional 3 months of down time for re-tenanting.  Should Sun Control Systems vacate, it would not likely occur all at once.  Borrower has cash and market equity remaining in the subject building and controls Sun Control Systems a major tenant in the building.  As such, John Buckingham and Sun Control Systems  would likely downsize in increments, re-leasing space in stages.  Submarket vacancy is strong with a 91.70% occupancy.  

