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September 12, 2002

TO: The County Board of Arlington County, Virginia

FROM: Ron Carlee, County Manager

SUBJECT: Modification of terms and conditions of Affordable Housing Investment
Fund (AHIF) financial assistance for the acquisition of the Gates of
Arlington Apartments (Gates).

RECOMMENDATIONS:

1. Approve the revised terms of the $17,000,000 loan from the FY
2003 AHIF to allow the loan to be made either to AHC, Inc., or
a County-approved affiliate of AHC’s, Inc that would be a
member of the partnership subject to the terms and conditions
of the County Manager recommendation as outlined in this
report.

2.  Extend the term of the previously approved County AHIF loan
to a maximum term of 91 days after the maturity of the existing
primary loan on the property (approximately nine and one-half
years), or upon refinancing or sale of the property whichever
term is shorter.

3. Authorize the County Manager to approve the ownership
structure of the AHC affiliates, if any, and to execute the
required loan documents and subordination agreements for a
loan up to $17,000,000 to AHC or its affiliate subject to
approval by the County Attorney of the loan and the standstill
and subordination documents.

4. Authorize the County Manager to extend the previously
approved three-year term of the Fannie Mae Credit Facility to a
term of up to five years.

Staff: Kenneth Aughenbaugh, DED, Real Estate Development Group

Reviewed by the County Attorney:______________________________________
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5. Authorize the County Manager, with the concurrence of the
County Attorney, to approve program revisions, prior to or
subsequent to execution of the County’s financing documents
that are necessary to ensure that the County loan conditions
meet all of the requirements of the primary lender in order to
enable the assumption of the existing first mortgage by the AHC
affiliate purchaser.  Such documents may include a comfort
letter expressing the Board’s present intention to support the
project and AHC’s role in it in the future.

ISSUE: Should the County extend the term of a bridge loan and revise
other loan terms and conditions to AHC or its affiliate to enable the
assumption of the primary loan for the acquisition of the Gates of
Arlington Apartments?

SUMMARY: As AHC, Inc. has pursued the assumption of the primary mortgage
originated by General Electric Capital Corporation (GECC), it has
encountered several conditions that must be met in order to have the
assumption approved.  Since this loan was sold into a mortgage backed
securities pool by GECC, it is subject to certain federal tax Real Estate
Mortgage Investment Conduit (REMIC) rules pertaining to such
mortgages.  GECC’s master servicer “GEMSA”, the special servicer GMAC,
and Allied Capital, the major at-risk investor in the loan pool, all must
approve the assumption.  Finally, the bond rating agencies (Moodys and
Fitch) must review the proposed transaction relative to any impact on the
rating of the securities pool.  Any such assumption is at the sole discretion
of these parties.

The GEMSA and GMAC underwriters have identified key issues including
the overall structure of the transaction and the financial strength of the
“assumptor” (AHC’s ownership affiliate) and the “indemnitor” (AHC, Inc.) of
the primary loan.  In addition, they have questioned AHC’s plans for
repayment of the County loan, absent a binding forward commitment for
refinancing.  The current County-approved loan has a term of only three
years while the GECC primary loan has a ten-year term.  GEMSA has
expressed concerns about control of rents and expenditures by the County
and want some flexibility to increase rents beyond the 60% of area median
income level in the event that a cash flow shortfall would put their
investors at risk.

Approval of the recommendations in this report will provide more latitude
for AHC and its affiliates to meet the conditions of the REMIC rules, and
help secure the approval of the underwriters in order for the assumption of



#43..DOC 3

the primary loan.  Due to the short time extensions that the sellers are
allowing for this approval to proceed, these actions are critical to the
acquisition of the Gates property.

BACKGROUND: On June 22, 2002, the County Board approved a bridge loan of
up to $17,000,000 to assist with the acquisition of the Gates of Arlington
Apartments located between N. Glebe Road and N. Thomas St. and South of N.
Henderson Road.  The loan was to be made to AHC or its affiliated ownership
entity for a term of up to three years or when the project was refinanced,
whichever event occurs first.

The County Board also approved an item on June 22, 2002 to allow the County
to enter into an agreement with Fannie Mae for a $17,000,000 credit facility from
Fannie Mae to the County.  This credit facility would be earmarked for the
acquisition of the Gates of Arlington Apartments, would not be secured by the
property, and would be subject to repayment by the County based on
appropriation by the County Board. The 465-unit Gates of Arlington Apartment
complex is located in the Buckingham area between North Glebe Road and North
Thomas Street.  It is a locally designated historical area.  The property consists
of 43 buildings, constructed during 1938 to 1942 and is situated on
approximately 17.83 acres.

Currently, the property has outstanding debt in the amount of $21.4 million from
GECC that will be assumed by AHC, but not paid off until after the required two
year holding period and when the permanent financing structure is in place.  The
GECC primary mortgage does not allow for prepayment or subordinate financing.
Because of this prohibition, the County loan is unsecured by a lien on the
property.  However, AHC will be prohibited from placing any encumbrances on
the property without County approval, therefore, approximately $14 million in
property value would be available to protect the County.   As explained below,
this would only be available upon sale or refinancing.

REVISIONS TO OWNERSHIP STRUCTURE: It was originally envisioned that
the County loan would be made directly to an AHC ownership affiliate, Gates of
Ballston, LLC.   Due to the REMIC regulations covering such mortgage backed
securities transactions, the County loan may need to flow through a separate
corporate entity, or members of a separate partnership, since there are
restrictions on the owner of the property assuming any more debt than the
existing first trust.  The County loan may have to go to an entity that does not
itself directly have an interest in the property.  Although the underwriters are
considering whether to allow the loan to go directly to AHC, and then have the
equity pass to the ownership entity through a partnership agreement, they have
some concern that AHC is also slated to serve as the “indemnitor” in the
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transaction.  The indemnitor is the party who is held responsible for illegal acts
by the ownership entity, such as fraud or mismanagement.

REVISIONS TO COUNTY LOAN TERMS: The underwriters believe that
extending the term of the County loan to a maturity date at least 91 days
beyond the due date of the GECC loan, eliminates their investor’s risk that the
County loan would mature with no refinancing option in place.  There are
approximately nine and one-half years remaining on the GECC loan.
GEMSA/GMAC also want the repayment terms of the County loan to AHC or its
affiliate to be a discretionary distribution of the cash flow from the property to
AHC or the affiliated corporation, and then AHC would forward those funds to
the County.  The County Board previously approved loan had all of the remaining
flow after operating costs and primary debt service being paid to the County.  In
the new structure, the County will have no legal claim on cash flow.  The
County’s sole right is repayment upon refinancing or sale of the property, which
could happen as early as 19 months from now, or any time before the maturity
date of the GECC loan.

SUBORDINATION AND STANDSTILL AGREEMENT: The underwriters have
asked the County to agree to a subordination and standstill agreement in the
event that the property or AHC declared bankruptcy.  Although the County
regularly executes subordination agreements when its loans are in a subordinate
position, it is not recommended that the County execute a standstill agreement
that would waive its rights in the event of a bankruptcy.  It is recommended that
the Board authorize the County Manager to execute a subordination and
standstill agreement that does not require the County to be treated any
differently than any other unsecured creditor.   The subordination and standstill
agreement will effectively limit the ability of the County to enforce any of its
covenants under the agreement with AHC and the related loan documents until
such time as the refinancing occurs or the primary loan matures.

AFFORDABLE RENTS: The Board previously approved an interim plan in which
AHC could not raise rents without written approval of the County Manager or his
designee, and in no event would rents exceed levels affordable to households
earning 60% of the area median income (MFI).  GEMSA and GMAC have an
obligation to their investors to ensure that no greater restrictions exist on the
property after the assumption.  As a practical matter, the current condition of the
property would make it highly unlikely that the market could support rents
above the 60% level.  However, the County will impose the restriction on the
borrower of the County loan and provide penalties of non-compliance payable at
the end of the loan term.  Still GEMSA and GMAC, want as part of the
subordination and standstill agreement language that would prohibit the County
from enforcing the rent restrictions directly against the property or assumptor
until after their loan is matured or paid off.
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FANNIE MAE CREDIT FACILITY: GEMSA has also questioned the use of the
Fannie Mae credit facility to fund the County loan to assist with the purchase of
the property.  Primarily, their concern is ensuring that there is no recourse for
the Fannie Mae Credit Facility to the property itself.  The current structure of the
Fannie Mae credit facility meets these requirements and the County is working
on conveying this information to the underwriters.  The term of the Fannie Mae
Credit Facility as previously approved by the County Board was for a maximum
term of three years.  Since the term of the County loan is being extended as
described above, the County is attempting to gain approval from Fannie Mae of a
term of up to five years for the Credit Facility in order to provide more time to
ensure that permanent financing options are available to refinance the property
and defease the GECC loan.

FINANCIAL STRENGTH OF ASSUMPTOR AND INDEMNITOR: The
underwriters have expressed concern about the weaker financial strength of the
assumptor, Gates of Arlington, LLC, and the indemnitor, AHC, Inc. relative to the
strength of the existing ownership entity and indemnitor, Hall Financial Group.
Although the assumptor (ownership entity) issue has been resolved since no
ownership entity can own anything beyond the property, the indemnitor issue
remains somewhat open.  Although Allied Capital has expressed relative comfort
with AHC and its history of County financial support, it remains possible that AHC
could conceivably need to partner with another strong financial backer to resolve
the indemnitor issue.

FISCAL IMPACT: None


