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memorandum to Emeryville Oversight board

Board meeting of July 9, 2013
	TO:
	Members of the Emeryville Oversight Board (the “Board”)

	FROM:
	Paula S. Crow, Legal Counsel to Emeryville Oversight Board

	DATE:
	July 9, 2013

	RE:
	Successor Agency Request for Approval of Payoff of Bay Street Partners Promissory Note by Madison Bay Street, LLC



	
	Client-Matter No. 2104/0001

	



On your agenda for the July 9, 2013 Board meeting is a request to approve the Successor Agency’s approval of the payoff of the Bay Street Partner’s promissory note for $12,000,000.


The promissory note, executed in 2001 by Bay Street Partners, LLC, and subsequently assigned to Madison Bay Street, LLC, has a current principal balance of $18,345,000.  It is secured by an option to purchase for $1.00 the air rights parcel containing the parking structure of the Bay Street project.


Payoff of the promissory note for the discounted amount of $12,000,000 is prohibited by Health & Safety Code Section 34177(f)and Health & Safety Code Section 34163(c)(3).  Section 34177(f) requires the Successor Agency to enforce all former redevelopment agency rights for the benefit of the taxing entities, including collecting all amounts due on loans.  Section 34163 (c)(3) specifies that upon the effective date of AB 26 the former redevelopment agency has no authority to modify any existing agreements with any entity, including forgiving all or part of any balance owed on a loan, or changing any term of a loan.


The promissory note allows prepayment of the principal of the note with the written approval of the Redevelopment Agency (now meaning the Successor Agency).  This means that the Successor Agency could approve the early payoff of the full principal balance of the loan in the amount of $18,345,000.  This would not be a modification of the terms of the loan because it is specifically permitted by the terms of the note.


There may be an argument that discounting the note back to present value to determine the early payoff amount is also not a modification of loan terms (and therefore would be permitted under the law)  because it keeps the holder of the note “whole” in its receipt of all amounts owed under the loan


However, if the note were discounted back to present value the discount rate used would have to be something like 1%.  Discounting the amount owed under a promissory note back to present value involves adding up all the amounts the Successor Agency would have received over the life of the loan and then figuring out the lump sum that if paid to the Successor Agency now it could invest and still receive the same return as if there had been no early payoff.


The Successor Agency is probably getting something around 1% per annum from its bank deposits. Whatever that interest rate is is what would have to be used to determine the lump sum payoff amount.  Since the applicable interest rate is so low it would not provide much of a discount off the amounts the Successor Agency would otherwise receive over the life of the loan and therefore discounting back to present value would provide next to no value to the party obligated to pay the note.


The 6.5% used to determine the lump sum payoff amount approved by the Successor Agency is a cap rate for the shopping center.  The cap rate for an asset is the percentage return a purchaser of the asset will require for its investment in the asset based on the current and projected return the asset will produce and the perceived risk of that return.  The cap rate is then used to determine the purchase price that the investor is willing to pay.  The higher the cap rate the lower the purchase price because for the revenue produced by the asset to equal the cap rate (i.e., the desired percentage return on the purchase price) the amount invested will have to be lower than it would be with a lower cap rate.


The point being that a cap rate for the Bay Street shopping center would be used to determine what an equity investor would pay to buy the center.  It’s not the appropriate interest rate to use to determine what lump sum amount the Successor Agency would need to invest to get the same return on the note that it would receive if there were no early payoff; unless, coincidentally, there is some place the Successor Agency could invest the lump sum and earn a 6.5% return.


Because the note is secured by an option to purchase real property it is arguably an interest in real property that needs to be passed through the long-range property management plan process.  It could be designated in the plan as an asset to be sold.  Once the plan is approved it could then be offered for purchase by a third party.  There have been plenty of real property secured note purchases in recent years.  There are investors who have specialized in such purchases.  

If the note were offered for sale in the open market it could conceivably bring in a fair market offer that would be less than outstanding principal balance that is required for early payoff by the terms of the note.  However, that kind of a sale can’t happen until the property management plan has been approved by the California Department of Finance.
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