MEMORANDUM

Tor City of Pelican Rapids

From: Tammy Omdat

Date: June 11,2019

Re: Tax Abatement Assistance for Housing Project

The City of Pelican Rapids {the “City”) received a request from D.W, Jones, Inc. {the “Developer”) for
Tax Abatement for the proposed development of an approximate 36-unit multifamily rental housing
facility at an estimated cost of $4.8 million, to be owned by Colony Housing LLC (“the Project”). The
Developer plans to request Tax Abatement from Otter Tail County {the “County”) and from
Independent School District No. 548 (the “School”), together the “Taxing Jurisdictions”.

The Developer submitted a request to the Taxing Jurisdictions for Tax Abatement in year 2016. The
Taxing Jurisdictions approved the request and adopted resolutions in year 2016 authorizing the Tax
Abatement. The Project did not proceed as planned and was not constructed based on the original
anticipated timeline. There has been no Tax Abatement certified for the Project.

The Developer is now ready to proceed with the Project, with financing identified, and is requesting
the respective Taxing Jurisdictions rescind the original Tax Abatement resolutions and adopt new
resolutions for the maximum term of 15 vears and provide a combined not to exceed $642,000 in Tax
Abatement assistance, The Developer will enter into a Tax Abatement and Financial Assistance
Agreement {the “Agreement”) with the City {or the Taxing Jurisdictions, respectively} to provide for
the terms of assistance. The Developer is requesting reimbursement of $480,00C of project costs from
Tax Abatement from the Taxing Jurisdictions, payable over a maximum term of 15 vears with 4.65%
interest. The total estimated Tax Abatement payments, principal and interest, will not exceed the
$642,000. The Developer is seeking to mortgage the Tax Abatement with a lender to provide
proceeds for constructon.

Background of Developer

D.W. Jones was established in 1976 specializing in helping families find affordable housing
throughout central and northern Minnesota. The Developer has developed 46 rental properties
totaling 1,518 rental units with full management services. Based on information reviewed by
Northland, it is our opinion that the Developer has the resume, experience, and capadty to complete
the Project.

Tax Abatement Assistance

Due to the extraordinary costs associated with development of the proposed site for workforce
housing, the Developer is requesting Tax Abatement assistance from the City, County, and School.
The request for assistance is to make the Project financially feasible for the Developer with respect to
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estimated return on equity and debt service coverage. This memorandum provides a review of the
need for the requested assistance based on Northland's analysis of the Developer's pro forma for the
Project.

In addition to Tax Abatement, the Developer is seeking conveyance of the land from the City to the
Developer at a reduced cost (i.e, $1.00). The Project will be supported by $710,000 of grant funding
from the State of Minnesota Housing Finance (MHFA) Workforce Housing Development Program
(the "Program”). The Program targets communities in Greater Minnesota where a shortage of
housing makes it difficult for businesses to attract the workers they need. The Program is a
competitive grant program that offers financial assistance to build market-rate residential rental
properties for workers. Units of local government, non-profits or the benefiting businesses must
contribute $1 for every $2 provided by the Program. The Program funding does not allow for any
income restrictions. Without the local match, the Project is not eligible for the Program.

Northland conducted a review of the Developer’s pro forma to ensure all anticipated sources and
uses for the Project were properly included and consistent with industry standards. Exhibit A
provides information on the sources and uses of funds for the Project. Based on our review of the
pro forma and under current market conditions, we find that the Project may not reasonably be
expected to occur solely through private investment within the reasonably near future. Due to the
costs associated with the Project (including payment of anticipated special assessments for
construction of public infrastructure) and construction of the workforce housing units, this project is
feasible only through assistance, in part, from Tax Abatement assistance.

Source of Tax Abatement Revenue

The source of funds for the Project includes Tax Abatement, among other sources. The Tax
Abatement for the Project is proposed to come from the City, County, and School, respectivelv. To
allow for the maximum term of 15 years for the Tax Abatement, each of the respect Taxing
Jurisdictions will need to hold a public hearing. Following the respective public hearings then each
Taxing Jurisdiction may consider a resolution rescinding the original Tax Abatement (approved in
2016} and consider adopting a resclution with updated terms for the Tax Abatement. The terms in
the individual resolutions for each of the jurisdictions will set the maximum amount and number of
years for the Tax Abatements to be collected by each of the jurisdictions. Exhibit B provides
information on the proposed amount of Tax Abatement for each Taxing Jurisdiction.

After approval of the resolutions, the Taxing Jurisdictions may consider final terms for assistance,
including amounts to be provided and pavment dates. The final terms within the Agreement must
be consistent with the terms within the adopted resolutions,

Review of Need for Developer Assistance

Based on our review of the pro forma for the Project, and under current market conditions, we find
that the Project may not reasonably be expected to occur solely through private investment within
the reasonably near future. Facts supporting this finding are as follows:

® Asshownin Exhibit A, the Developer is proposing to finance 58.9% of the Project from a
morigage, 8.3% from equity, 14.8% from the MHFA Program, and 10.3% from local contributions
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from Tax Abatement. The Developer is anticipating the convevance of the land from the City at
no cost. As shown in Exhibit C, the estimated present value of the combined tax abatement
assistance reduces the effective cost of the project by an estimated $480,000. Tax Abatement is
needed to assist with the costs of the construction of the housing units and public infrastructure
to increase the Project’s annual income to provide return on equity and debt service coverage.

= The total estimated cost for the Project is $4.8 million or $133,476 per unit for 36 units. Based on
Northland’s experience with similar projects and given the location of the Project, we would
expect total development costs to range between $130,000 and $160,000 per unit. The total
estimated costs are within this range.

®  The total budget for the Project includes $114,516 of financing costs, which is approximately 2.4%
of total uses of funds. The contractor fee is $412,543 or 8.6% of the total. For a project of this
nature, we would expect to see the fee to be less than 10%. The proposed financing fee and
contractor fee are both within the expected thresholds.

= The estimated average monthly net rent for the total units is $861 per month. The Project is
estimated to include four {4) studio-units, twelve (12) one-bedroom units, seventeen (17) two-
bedroom units, and three (3) three-bedroom units. Monthly average net rents will range from
$475 for a studio-unit to $1,150 for a three-bedroom unit. The total income assumptions for the
Project are reasonable.

»  The total expenses, operating and non-operating (including utilities), are projected at
approximately $5,530 per unit. The projected operating costs for the Project are within industry
standards for the Project as proposed.

* The budget does not provide a contribution to replacement reserve. We would typically expect
this type of project to include a provision for contribution to replacement reserve. This may be an
ttem the City will want to include in the Agreement.

*  Asshownin Exhibit C, the Developer's estimated effective return after Project completion is 8.4%
with Tax Abatement and 7.5% without assistance. The estimated average retum with the Tax
Abatement is reasonable for what we might anticipate for this type of project. We would
anticipate an average effective return between 8-10%. Other factors may influence the
Developer's expected effective return from the Project.

= The estimated annual cash on cash return (net annual operating income divided by total
development project costs) with tax abatement assistance is estimated to average 6.0% in the first
ten vears of operations, and 4.7% without tax abatement assistance. See Exhibit D for details on
the calculation of the estimated cash on cash return. The cash on cash retum of 6.0% with the tax
abatement assistance is reasonable for the Project.
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City of Pelican Rapids, Minnesota

36 Unit Residential Apartment Building

EXHIBIT A

The Colony

Developer Sources and Uses of Funds for Construction

Total % of Total Per Uinit
Sources of Funds
Morigage 52,835,000 58.9% 378611
Tax Abatement Paygo Mortgage 5494319 1.3% 31375
City of Pelican Rapids Contributions/Reimbursen $373.500 7 8% 510378
DEED Workforce Housing Frogram 5710,000 14.8% $19,722
Equity/Developer Contributions $397,203 8.3% $11.033
Total Sources of Funds 54,805,122 TO04,0% 5133476
Uses of Funds
Land Acquisition {Special Assessments Onlyl §710,001 14.8% $19,722.25
Construction 53,350,213 £9.7% 593,061
Professional Feas 5154415 3.2% 54,289
Financing Fees 5114518 24% $3,18%
Contrctor Fee (Develoner Fee was eliminated) 5412,343 8.6% $11,480
Contingency 533434 0.7% 5929
Operating Reserves 434,000 0.6% $833
Total Uses of Funds $4,805,122 100.0% $133,476
Number of Units 36
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EXHIBIT C

{ity of Pelican Rapids, Minnesota
The Colony
36 Unit Residential Apartment Building
Estimated Effective Return on Equity With and Without Tax Abatement Assistance ©

A 8
Scenarios
Without Tax Abatemant With Tax Abatement
Effective Annual Gross Income before Tax Abatermnent $361,330 $361,35¢0
Estimated First Year of Tax Abatermnent after Project Completion 560,873
Effective Annual Grass Income After Abatement $361,350 5422223
Totat Costs 54,805,122 54,805,122
Net Present Value (NPVY of Tax Abatement at 4.0% ° $480,000
Total Costs Less NPV of Tax Abatement 54,805,122 54,325,122
Effactive Return 7.5% 8.4%

Nates:

1/ This amount represents the estimated present value of payments from City (County and School) to the Developer 1o
reimburse costs of constructed the housing, discounted at arate of 4.65%. A Development Assistance Agreement will needto
define the costs to be reimbursed and tetms of payment. Total estimated payments (o the Developer is $8642,304, payzble ovara
maximur term of 15 years at a rate of 465%. The Note will is estimated to be payable semi-annual with interest pursuant 1o
terms in the Development Assistance Agreement. The Note is payable from tax sbatement revenue only andis not a general
obligation of the City {County or School). The Note shall terminate after 15 years or when principal is repaid, whichever occurs
first. Payment on the TIF Note shall be based on the actual tax abatement revenue collected and will vary from the estimated
amounts included here,

27 All figurss are estimated,
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