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SUMMARY

I ssue: Should the Housing Commission accept the completed feasibility study that recommends
the establishment of the San Diego Capital Collaboretive, afor-profit family of funds governed
by a non-profit umbrella organization?

Recommendation: That the Board accept the feasihility sudy (Executive Summary provided in
attachment) on the San Diego Capitd Collaborative, that will be formed to provide equity capita
for funding affordable housing projects.

BACKGROUND

The Reinvestment Task Force (RTF) is aquas-public agency established by a City and County of
San Diego joint resolution in 1977. The RTF's purpose is to monitor and impact banking practices
in the region in concert with the federd Community Reinvesment Act (CRA) and to develop
drategies for reinvestment. It has a successful record of creating lending intermediaries for small
business credit needs. In addition, it has asssted in the formation of numerous Community
Development Corporations that do job development and affordable housing development. In recent
years it was the lead agency to establish the firss Community Development Financid Indtitution in the
country totaly funded by lender investments. The RTF is charged by the City and County to link
private/public and community strategies to benefit low-income communities throughout the region.

The RTF is overseen by acommittee that is co-chaired by a San Diego City Councilperson and a
member of the Board of Supervisors, and it includes five lender representatives, five non-profit
organizetions, and representatives from three citiesin the County. The RTF encourages lenders to
use CRA to support the following needs. home purchase loans in low-income communities,
congtruction and long-term financing for affordable housing
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construction, access to smdl business credit in low-income neighborhoods, community development
investments for area lending intermediaries, and access to grant funds from lenders for area nort
profitsinvolved in housing and economic development. In 2001 this activity generated $1.932 billion
in reinvestment throughout the County.

The Comprehensive Credit Needs Assessment study produced by the RTF in October of 1999
identified an unmet equity capital need. In May 2001, as part of the business plan, the RTF
proposed to evauate the feasibility of establishing an equity capitd fund for San Diego. From May
of 2001 through September of 2002 the RTF received funding from the County, City, Washington
Mutual Bank, Wells Fargo Bank, Bank of America, Caifornia Federal Bank, San Diego Nationd
Bank, and Fannie Mae totaling $165,000, to develop awork program for an experienced
consultant. An Advisory Committee was established to oversee the process and to advertise,
interview and recommend a candidate to the RTF and the Housng Commisson.

Economic Innovation International and itslocad San Diego partner, Economic Research Associates,
were hired and a contract was executed in July of 2002. Economic Innovation Internationa isa
management-consulting firm specidizing in drategic economic action in this country and oversees.
Over the past 32 years, the firm has created more than $50 hillion of privately capitaized
development funds to accomplish public purposes in North America, Europe, and the Pacific Rim.
In thirty-seven States and eeven countries, Economic Innovation has invested in market-driven,
performance- based development funds to create measurable wedlth and high-qudity jobs for
residents of low and moderate-income neighborhoods. The RTF Advisory Committee reviewed a
draft feasibility study on September 17, 2002. Revisions were suggested and have been
gppropriady incorporated into the final document. The full RTF reviewed and endorsed the report
and directed RTF gaff to establish the not-for-profit umbrella corporation, the San Diego Capital
Collaborative.

DISCUSSION

The document being presented to the Housng Commission recommends that the RTF proceed with
the development of a“ Smart Growth” Fund and a so recommends establishment of the “Mezzanine
Fund” in partnership with Neighborhood National Bank and the Certified Devel opment Corporation.
“Mezzanine’ is afixed rate subordinated expanson capital loan with some form of equity
component. These flexible instruments may involve warrants, coupon reates, exercise price, and other
means of convertibility. The Smart Growth Fund will invest equity in commercid, indudtria and
mixed-income housing and workforce housing, and focus on mixed-use projects that can be made
commercidly viable, but are not yet sufficiently attractive to private developers and investors to
benefit low and moderate-income populations. The Mezzanine Fund will provide an gppropriate
form of high-risk finance or subordinated debt with near-equity features to growing small
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firms that need accessto higher risk capital than commercia banks can provide, but are not yet
growing fast enough to be able to employ venture capitd profitably.

Phase | in the development of the San Diego Capitd “ Collaborative’ has three principa dements.

1) Egablishthe overdl fund development strategy for the Collaborative. This strategy will govern
the evolution of the Coallaborative as it builds a San Diego family of funds throughout the first
decade of the 21% century.

2) Desgn agrong, sdf-sufficdent umbrela organization that has the capacity to:

o createthe Smart Growth Fund and the Mezzanine Fund, the first for mixed-use commercid,
indudtrid and mixed-income housing development (including support for public, not-for-
profit and related uses and amenities gppropriate for sustainable mixed use development),
and the second for smdl business finance;

0 asss and oversee implementation of the two funds, and

a monitor and report on the success of the funds in producing measurable outcomes with
regard to the “three ES’ of sustainable economic devel opment—Economic returns, Socid
Equity returns and measurable Environmentd returns. These trandate as (1) financid returns
to investors, (2) job and wedlth creation for low and moderate income residents of target
neighborhoods, and (3) measurable contributions to a saf-sugtaning environment. Together,
these three sets of measurable returns are referred to as the “triple bottom ling” returns.

3) Asxssthe market for the first fund.

Economic Innovation Internationa will draw on their experience with the three preceding Cdifornia
Regiond Families of Fundsto build afinancidly sdf-sufficient, not-for-profit San Diego Capitd
Collaborative.

The proposed fund development strategy for the Collaborative is based on a 60-day initid review
that included the RTF, its Advisory Committee and over 40 interviews with key investors, for-profit
and not-for-profit developers, public sector, neighborhood and other community stakeholders. This
review led to the recommendation of the Smart Growth Fund as the first fund (keystone) of the
Collaborative.

The compdling market conditions and policy initiatives that leed Economic Innovetion Internationa
to make this recommendation include acute market needs throughout the County for (1) new,
improved and rehabilitated housing at al income levels to reduce, rather than increase sprawl; (2)
new policy initigtives for smart growth, trangportation investment, affordable and inclusonary
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housing; and (3) unique resources within the banking and foundation communities thet creste specid
opportunities for smart growth in the San Diego politica economy.

Smart Growth Fund

The study proposes a Smart Growth Fund of both for-profit and below market not-for-profit and
public sector resources as an integrated group. Thiswill creste a properly structured and closdy
connected not-for-profit and for-profit management capable of one stop financing for mixed-use
development and mixed-income housing. Recent palicy initiatives in the San Diego regon remove
barriersto smart growth, and encourage affordable housing in al neighborhoods of the City, thus
creating a more attractive market for the success of the Smart Growth Fund. Some of the driversfor
smart growth in the region include; trangportation corridors, mgor employment centers,
decommissoned military bases and Cdifornia designated Enterprise Zones.

These drivers present the potentid for further smart growth development in the region. Moreover,
the long-term practice of impact feesin the San Diego region encourages smart growth devel opment.
This fund will place a premium on choosng a fund management team with extensve experience
financing commercid, indudtrid and mixed-income housing to employ both market and below market
financid and management resources.

The gteps to implement the Smart Growth Fund include: establishing the management and legd
structure of the not-for-profit umbrella corporation, the San Diego Capita Collaborative, as Specid
Member; identifying a proven fund management team; identifying potentia investors, and closing the
Fund.

M ezzanine Fund

The study aso proposes financing of the Mezzanine Fund to address the needs of growing small
companies asidentified in the 1999 Credit Needs Assessment. Thiswill be the fund in the Smdl
Business Finance section of the San Diego Capita Collaborative. Additiona components of the
Smadl Busness Finance are dso suggested, indluding an expansion or evolution of Emerging
Technologies Loan Fund, which is overseen by the City of San Diego Economic Development
Divison, and modds to expand technology and biotech companies from North County to lower cost
neighborhoods of the City and South County.

Theinternd rate of return (IRR) history of smart growth funds and business equity funds targeted to
low and moderate income urban emerging markets is nearly three decades old. One of the oldest of
these, the Massachusetts Capita Resource Company, has consistently produced high teensto low
twenties returns since its founding in 1977, even though sixty percent of the $500 million capita
invested has been targeted to disadvantaged areas. The specific modes upon which the Mezzanine
Fund will be based have produced smilar returns. The privatdy capitaized smart growth fundsin
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Cdiforniaare only five yearsold. Returnsto date have substantially exceeded the expected mid to
high teens outlined in progpecti to investors. Most historic workforce and affordable housing fund
experience is substantialy lower because of the high added cost (seven to ten percent) in the lost
time and effort dealing with requirements of federd housing tax credits and the required fifteen year
holding time.

The market assessment concludes there is more than sufficient dea flow to support a $25-$40
million for-profit San Diego Smart Growth Fund. Itisthisleve of potentia ded flow that will attract
aproven fund manager who will, in turn, atract investors committed to the San Diego Smart Growth
Fund. Thirty years of experience confirm that development funds like this often operate best in
“contrarian” markets. Times of market contraction often cregte the best development opportunities
and private funds created for a public purpose are often unique in their capacity to gppreciatein
contrarian markets. Loca governmentswill benefit from the San Diego Smart Growth Fund by
cregting a new source of equity capita for low-income communities. This funding will alow low-
Income aress to revitdize.

Specid efforts will be made to recruit and sdect a fund management team with a proven capacity to
(1) operate in commercid, industria and mixed income housing markets in low and moderate income
aress, (2) work with market and below market resources; and (3) work well with the Collaborative
to ensure that key smart growth devel opments contribute to a changing development paradigm in

San Diego.

Other potentia funds and tasks for the Capitd Collaborative after the two keystone funds are in
operation include formalizing a reaionship with the exiging Cdifornia Environmental Redevelopment
Fund as apart of the Smart Growth Fund.

Respectfully submitted, Approved by,

Jm Bliesner Elizabeth C. Morris
Reinvestment Director Chief Executive Officer

Attachment:  Executive Summary
Digribution of the full report islimited dueto itslength. A copy isavailable for review a the Housing

Commission’s 1625 Newton Avenue office and the Office of the City Clerk, 2 floor, 202 “C”
Street. Y ou may aso request a copy of the report by calling 858-694-8729.



