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The Underwriting Process

Purpose. For any investment made at Wells Fargo, we start our underwriting analysis
with two fundamental questions: does the request meet both the letter and the spirit of the
Community Reinvestment Act; and do we feel comfortable in dealing with the people who
present it? While these questions may seem obvious, they nonetheless form the foundation
of our review. Wells Fargo is interested in funding investments or projects that deliver not
only economic returns to our shareholders, but also help revitalize neighborhoods, eliminate
blight, and create employment opportunities. We seek opportunities for investments in proj-
ects where capital may not be readily available in the marketplace, and where, without our
involvement, they may not get done. The Wells Fargo Community Development Corpora-
tion also uses our local community development representatives to ascertain the community
impact of a project in their markets, and makes sure that the local Wells Fargo Bank manage-
ment is supportive of the project.

People. The “people” aspect of our review cannot be understated. It may seem old fash-
ioned to base our underwriting on the people involved, but even NMTC investing is all
about relationships. Since many of our investments require creative thinking, alternative
forms of capital, and often involve local or government agencies, we strive to make sure the
investment sponsor has a track record of similar experience and activities. Also, we want
to feel comfortable with all of our partners since the investments often require long-term
partnerships that span good times and bad. In addition, many of our investments present
opportunities for positive public relations for all parties, so we want to make sure we are
comfortable with any potential press opportunities.

Our due diligence starts with obtaining information about the investment sponsors and
their firms. Does Wells Fargo have a depository, lending, or prior investing relationship with
the company? Do any of the principals or governing officers have a personal banking relation-
ship with Wells Fargo? If so, how long has it been in place, and how has it been managed?

If the firm and/or the principals do not have a relationship with or are not known by
the Bank, we check banking references. We also require other references from banks and
investing entities that can vouch for the integrity and track record of the principals for similar
activities. Our due diligence also includes background investigation that involves a look
at business credit reports and public records (e.g., Office of Foreign Asset Control, Bank
Secrecy Act, and Patriot Act).

Wells Fargo also reviews audited financial statements, portfolio and project metrics from
existing investments (losses, returns against plan, etc.), as well as staffing and personnel. These
factors are very important as they help the Bank understand the organizational support for
the ongoing asset management once an investment is made.

We also look at the sponsor’s management information and reporting systems, as well
as data and information security. Face-to-face meetings, office visits, and multiple telephone
conversations are used to help verify and confirm the data. Taken together, Wells Fargo will
assess the organizational capacity and track record as well as financial strength of the invest-
ment sponsor: track record, capacity, and integrity are the cornerstones of our due diligence.
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Project. After the organizational sponsor passes the “purpose” and “people” tests, we then
review the specific investment proposal. Our review generally focuses on two aspects: (1) the
underlying or first level asset; and (2) the upper-tier fund. In reviewing the financial terms of
a proposed investment, any investor needs to determine the minimum return hurdles it may
have, as well as any preferences for leverage, interest payments, and tax credits. For example,
we will consider the amount of equity or down payment the borrower has agreed to fund
into the project, and the loan-to-value ratio this equity yields. There are many different ways
to structure investments, and there may be different investors in a single project. An NMTC
investment generally needs to produce cash flow to cover interest payments, and be struc-
tured to allow investors to capture the allocated tax credits. Since the structure of the credit
itself only provides a return of 39 percent of invested capital to investors over a seven-year
period, understanding the underlying economics of the project is vital. Both the credits and
the cash flow need to produce a return of capital and a return on capital.

For example, most of Wells Fargo’s NMTC projects involve some form of commercial
real estate. Many have also involved ground-up construction or major rehabilitation. These
types of projects have their own set of special risks, and prior underwriting experience is vital
to understanding project viability. This is true not only to ensure the project is economically
viable and will stay in compliance with the tax credit program, but also because the project
must throw off enough cash to pay back the investor. In this regard, the NMTC program is
quite different from the deeper subsidy of the Low Income Housing Tax Credit.

Wells Fargo starts with a standard “sources and uses” spreadsheet for the project. We
focus on understanding construction costs, financing costs, as well as other project soft costs
that go into a real estate project. Construction costs and contingencies are reviewed by our
in-house costing and engineering experts, as are sample leases and letters of interest. We also
commission a standard appraisal of the subject property to have validation of comparable
properties, costs, lease terms, and neighborhood demographics. This is all done so that we
will have a good understanding of the costs associated with the construction of the building,
and to determine whether the sources of funds will be sufficient to complete it. Additionally,
understanding lease terms and any competing projects in the market service area are needed
in order to ascertain the projected cash flow as a source of repayment. We also conduct a site
visit to get a feel for the development, the surroundings, and the neighborhood.

Financial Structure. Since NMTC investments need to be substantially deployed for the
seven-year term, most loans amortize little if any. This can become a problem in the seventh
year when the compliance period is up and the property needs to be refinanced in order to
pay off the investors. This is especially true if the project starts out with a higher than market
loan-to-value ratio. Additionally, one needs to be aware of any tax liabilities that may be due
in the seventh year, and to make sure the property can support a refinance loan large enough
to pay off the existing debt as well as provide funds for any taxes due. When reviewing
the financial structure of transactions, we examine financial models that outline our capital
account through the term of our investment so that we can determine if we will incur a tax
liability as we exit the investment.
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It is at this point that the NMTC equity is reviewed. The equity funded by the NMTC
will generally constitute 20-35 percent of the capitalization and as such plays a vital role in
determining the viability of a project. Many community-driven projects include support
from local, state or federal programs. We will often consider this additional support as equity
in the projects when underwriting our investments.

At the next level up, Wells Fargo wants to understand the structure of the Community
Development Entity, or CDE. It may be a single investor or multi-investor structure, and
may contain single or multiple Qualified Equity Investments, or QEIs. If the CDE has
multiple investors, we also reach out to the other investors in the structure to make sure
we are all obtaining the same information and feel the same way about the proposal. We
then turn to the legal and accounting professionals to help navigate us through accounting
and tax complexities. This process has been laborious, costly, and time-consuming, yet we
feel we have learned quite a bit about how to structure a good deal. We believe a good deal
includes the collaboration of multiple sources of capital all working together to support the
underlying project or business.

During the underwriting process, we have also had very frank discussions about costs,
fees and structure with project sponsors. Because we feel strongly about limiting up-front
fees to a reasonable level and require cost justification for ongoing asset management, many
sponsors have chosen not to deal with us. We believe that this is part of the maturation
process of the program, and that in the future the industry will begin to establish standard
transaction fees.

Once a deal has been approved by all the necessary parties, we develop a checklist of
performance criteria. This list includes construction completion milestones, occupancy mile-
stones, financial statements, tax credit information, and completion certification. We also
require quarterly progress reports as well as financial statements from the sponsoring entity
to evaluate its viability as a going concern. It is important to remember that the funding of
the investment is not the end of the work!

Successful investing requires a tremendous amount of up-front work. Various data are
obtained, compiled, reviewed, and analyzed. Extended negotiations are often needed, as
is the ability to compromise. Legal documentation, title reports, cash flow statements, and
leases are all integrated into a decision about an investment, as is a certain amount of trust.
It has been interesting to watch the NMTC program evolve and work out the operational
kinks, just as the Low Income Housing Tax Credit program did years ago. And while we all
strive for more efficiency in the industry, we must never lose sight of the purpose of the
credit, which is helping distressed communities.

Bob Taylor is the President of the Wells Fargo Community Development Corporation, a wholly-owned
subsidiary of Wells Fargo ¢ Company. In this role, he works with team members across Wells Fargo’s
23-state service area to help meet the requirements of the Investment Test of the Community Reinvestment
Act. Taylor, who has been with Wells Fargo for 18 years, manages a portfolio that includes Low Income
Housing Tax Credits, New Market Tax Credits, private equity, as well as equity-equivalent loans.



