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Planning Commission Workshop Meeting Notes
Serra Center Project

By Jeffrey D. Rhoads

February 25, 2015

Staff Presentation by Adam Petersen and Steve Mc Harris (SMH)

1.

N

The Midtown Specific Plan states in several places a desire for first class office on the
Serra Center site as a gateway project for the midtown area

The office overlay places additional focus on the site for office development

Specific Plan policies referenced include 3.16 Retail, 3.17 Office, 3.18 Density Bonus for
office (FAR of 1.5)

Reference was made to the Cal Poly SLO planning project and the value of the work as a
source of ideas if not site-specific planning solutions. An emphasis was placed on retail
and entertainment on the Serra Center site rather than office.

A reminder was provided to the commission regarding the emerging policies in the city
against changing zoning in commercial and industrial areas to classifications allowing
residential.

Planning commission comments in response to the staff presentation:

1.

A

Chair Mandal: Pacific Commons is an example of the development type and quality he
would like to see for Serra Center. He asked if input by the Milpitas Economic
Development Commission has been received on Serra Center Project (SMH: not to date).
He encouraged the owner and development team to not undersell the site.
Commissioner Maglalang: Felt Santana Row was a good model for the kind of
development he would like to see on the site. He suggested underground parking.
(SMH: Noted that housing is a significant component in the Santana Row project)
Commissioner Sandhu: Asked the status of the last plan for Serra Center. (SMH stated
the plan did not move forward due to the recession The owner is in the process of
collecting input form stakeholders to prepare new submittals to move forward with a
Serra Center project)

Commissioner Madnawat: Stated he was inclined to support increases in FAR for the site.
SMH Reminded the commission about some of the different classifications of mixed use
in the city’s zoning code. Some allow residential anywhere in the zone and MXT-2
requires commercial on the ground floor.

Gary’s Presentation of slides 1 -7



1. A Commissioner asked if a convention center had been considered for the site. Gary
indicated this use had not been considered.

Jeff’s Presentation of slides 8-15

Slide 8 People and Iconic

1 Commissioner Maglalang: Expressed a desire to see the kinds of uses developed on the
property to be targeted to be more affordable. An example given was smaller housing
units for people entering the workforce. He also recommended visiting Alviso Adobe Park
and Murphy Park for Milpitas historic References. A specific reference to little cornfields
was made.

2. Commissioner (?): Would like the project to have as mall town feel and felt the
agricultural imagery was appropriate.

3. Vice Chair Ciardella: Likes the crop circle idea and expressed a need for people places in
Milpitas where folks could relax, hang out and enjoy a cup of coffee.

Slide 9 Creetside Trailways

1. Chair Mandal: Felt the team’s emphasis on creating nice spaces along the creek edge
was appropriate.

Slide 10 Street Events

1. Chair Mandal: Encouraged the team to consider the bigger picture and Millenial values
on the environment. Think long term. Consider alternative energy and sustainability

2. Commissioner Madnawat: Stated the site has been in commercial use longer than any
other in Milpitas (This is not believed to be correct and may be mistaken for the village
crossroads at the intersection of the Milpitas/Alviso Road and Oakland/San Jose Road
today’s intersection of Serra Way and Main Street). He thought the site should reflect
Mission traditions.

3. Commissioner Morris: Referenced Seattle as a city that has walkability and an emphasis
on Millenials

4. Commissioner Malalang: Liked City Walk (Universal City Los Angeles) as a reference for
family oriented places

Slide 11 Additional Main Street Images and Junipero Edge Conditions

1. Two commissioners Madnawat and one other suggested moving the parking structure to
front on Junipero. The idea of upholstering the parking structure was not well received. It
was felt the units would only have windows on one side and wouldn’t be desirable.

2. Commissioner Madnawat: Wasn’t enamored with straight residential along Junipero.

Slide 12 Residential Alternative

1. Commissioner Morris: Seemed to support the idea of a lower density residential
transition to the Junipero neighborhood.



Slides 13-15 Building Massing from the northwest, Gateway to Prosperity,
Perspective view down Serra Way

1. Vice Chair Ciardell and others liked the gateway plaza concept and pavement based on
the crop circle idea.

2. A Commissioner Expressed a concern about the ugly higher building on the plaza (The
team responded This is the proposed location for an iconic building that hadn’t been
designed yet. The perspectives are conceptual massing models and not yet architecture)

3. Commissioners Morris and others: Responded favorably to the idea of LED panels
incorporated into the buildings both on the main addressing street and the gateway
plaza.

4. Chair Mandal: Was concerned the pork chops were not part of the gateway scheme.
(SMH expressed the city’s willingness to take the lead in working with Caltrans to
incorporate the pork chops into the gateway)

5. Several commissioners expressed support for the design direction of the project.
Commissioner Sandhu expressed a concern: Will the owners be able to implement all of
the grand ideas and stick with the project through the multiple phases? (Team response:
The project hasn’t been designed yet and the objective is to get your input. Also by
acting prudently, having housing as a component, and designing each phase in response
to the market at the time of roll out the project would be successful)

Respectfully submitted Jeffrey D Rhoads

The following are meeting notes provided by Steven McHarris in an e-mail to Gary
Wong:

Hi Gary-

The next step will be to present to the Economic Development Commission. | will be working
with the staff liaison to that Commission on a date. | would recommend you address each of
their requests and points in your plans and for upcoming presentations. Adam Petersen will
continue to be your Project Planner/Manager and you primary point of contact. The following is
a brief summary of comments that | noted during the Planning Commission study session:

Take item to Economic Development Commission

Enhance Economic Support of City

Obtain ideas from an economic team

Do not underestimate Milpitas

Look at Fremont Pacific Commons Center as example

Provide staff with experience in similar past project examples
Incorporate Cal Poly vision study

Work with Cal Poly to further the concept

Santana Row style activity

© 0O NS~ LN R

10. Revisit Floor Area Ratio
11. Gateway to the City



12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.

Residential will be above commercial (no ground floor residential)
Iconic appearance needed

Affordable commercial and residential rents

Serra Center theme, historic.

Look at Alviso Park for history

Attractive, enjoyable spaces and experience

Incorporate alternative energy solutions

Beautify and orient toward adjacent creek channel

Emphasize pedestrian design

Design for convertible internal street(s) (can be closed for festivals, events)
Not in favor of residential along Junipero

Consider moving parking structure closer to Junipero, no residential.
Work on Serra Calaveras “pork chop” for gateway design.



Planning Commission Presentation
Serra Center Project

By Jeffrey D. Rhoads

April 15, 2015

Serra Center/ Milpitas Economic Development Commission Workshop
April 13, 2015

1. Introductions:

e Thank staff and EDC (Tom, Steve, Adam) for the opportunity to meet this evening

e Owner: Henry Horng

e Project Team Leader: Gary Wong of ArcheSpace

e Development Director (primary responsibility for entitlements and environmental
clearance Serra Center): Jeff Rhoads

e What we do must be economic viable: no one wants a failing project

e The owner has not bias for any particular land uses - their primary concern is to be
economically successful and build a project we can all be proud of

e [tistime to move from conceptual planning to preparation of an application for a viable
project

2. Purpose:

e Identify solutions that meet the city’s and owners planning and economic development
objectives

e Gain your input and expectations regarding economic development objectives in a
context of what is supportable in the current Milpitas market

e Arrive at a mutually acceptable approach to conduct market focused economic analysis
for the project

3. Overview (Slide 1)

e Owners purchased the property prior to the recession

e Revival of the economy and renewed project focus

e Conceptual consensus with Staff, Planning Commission, community stakeholders on the
project design: Massing, Circulation — the idea of an internalized addressing street,
Design theming, Circulation Framework and the notion of Gateway to mid town.



10.

Some variance in point of view regarding what can be a successful program
We have assembled a team to move forward with land uses applications, a specific plan
amendment and EIR

Key Market and Economic Factors

Managing different least expiration dates: (This is not an unencumbered site)

Defining a development program for the initial phase that responds to market realities
and meets our shared goals

Submitting a revised plan with viable products for the first phase

Designing the project, lease terms, reciprocal access and egress agreements with
flexibility for later phases

We can’t know exactly what build out will be as it will need to respond to changing
market conditions and development phases over time

Some lessons learned

In our efforts to engage consultants for economic analysis we identified three different
perspectives and have proposals addressing each:

Brokers point of view: (Colliers Land Advisors)

Conventional empirical economic analysis of various product types: lease rates,
vacancies, absorption velocities and the like: (Concord Group, Gruen Associates, and
EPS)

A more nuanced point of view of merchandising retail, restaurants and entertainment
and symbiotic relationships with other uses. (Main Street Property Services)

Our current plan (even if possible to proceed as a single phase development) doesn’t
meet cash on cash return expectations of equity investors or lenders

We will likely need to consider distributed parking and start off with a development
program that can evolve with the market over several phases.

Milestones

Conduct economic analysis that tests the current program and identifies viable product
types and provides the basis for a revised program. Simply looks at what is possible
now: Scope finalized proposal approved by May 1.

Present findings to a joint City Council/Economic Development Commission/Owner
Workshop (Beginning of June)

Owner revises the conceptual design program for the project, submits land use
applications, and applicable fees (Mid June)

Staff and Owner staff ifinalize scope for land use actions and EIR (Mid July)

EDC Input
Open up to the EDC for input

Next steps.



Milpitas City Senior City Staff Comments and Questions
Meeting Date: June 1, 2015

Serra Center Response Italicized and completed July 24, 2015 Rev Aug 10, 2015
Meeting Attendees:

City of Milpitas

Edesa Bitabadal, Economic Development Manager

Darrell Boyd, Planning and Neighborhood Services Project Planner
Bill Ekern, Planning and Neighborhood Services Interim Director
Adam Petersen, Planning and Neighborhood Services Senior Planner

Serra Center

Gary Wong, Principal ArcheSpace GWSC

Henry Horng, Owner Serra Center

Jeff Rhoads, Director Entitlements, Planning and Urban Design for ArcheSpace GWSC

Meeting Purpose:
e Present Serra Center’s preliminary findings on market conditions and economic viability of
various land uses for the property
e Present Serra Center’s preliminary development phasing findings for the property
e Present Serra Center’s initial findings for a proposed Phase 1/1A development program
e Seek input for input, comments and guidance from City Staff

Comments and Guidance From City Staff:

Edesa Bitbadal
1. Economic Development’s primary objectives are to preserve and enhance the city’s fiscal
health by promoting activities that generate tax revenues and provide jobs.
So noted

2. Making sure that the community has a diversity of commercial and employment activities
to support a range of choices and a high quality of life is also a priority.
So Noted



3. The city views land use decisions in the long term. Conversion of commercial and industrial
land use to residential is seen as a decision that permanently removes these properties out
of the city’s inventory of land available for the generation of tax revenues and
employment.

So Noted

4. Presently and in the recent past (following the recession) the city has received many
requests to convert industrial and commercial lands to residential. A number of these have
been approved. There have been a couple of recent discussions with project proponents to
consider conversion of strip shopping center sites to residential.

So Noted

5. The city has received recent inquires from potential investors regarding the Serra Center
Site regarding potential for acquisition or participation in development.

Serra Center welcomes any referrals from the city including potential tenants, build to suits and

purchasers.

6. A potential restaurant operator has expressed interest the King Egg Roll Building.
Serra Center welcomes any referrals from the city including potential tenants, build to suits and
purchasers.

7. The city views the Serra Center site as the prime development opportunity property in the
city.

The owners also view the site as a prime development opportunity. However, constraints are

placed on the site by the marketplace, real estate economics, existing leases and location

limitations such as the adjacent land use context. Visibility is lacking from | 880 and

constrained by a narrow view window on Calaveras Boulevard for the initial phase of the

project.

The owners are committed to pursuing the highest and best use possible consistent with
prudent economic analysis and risk including meeting or exceeding lender expectations for
return on investment. If these criteria are not met financing will not be available for the project
to be implemented.

8. A potential use that could be used as an anchor for the site in addition to a grocery store is
a Fitness Center. Based on observations elsewhere in the Silicon Valley, this kind of use
has the potential to activate adjacent food and beverage, retail, and services.

A potential incentive for including a major fitness center in the project is increasing foot traffic

and associated sales in adjacent retail and restaurant space. In this scenario the rent for the

fitness center would cover costs of construction and associated operating expenses but support
higher rents from retail and food /beverage tenants. These higher rents would presumably
offset the higher costs and in many cases non-existent return for the fitness center. This loss
leader approach commonly applies with highly desirable anchor stores in a regional shopping
center.

Subsequent to the meeting, the owners’ team contacted brokers to determine fitness center

operators in the market for sites in the Milpitas area, their programmatic requirements and



transaction terms. The findings did not support the scenario identified here. Trends in the full
service fitness center business are to build “category killers’. Like a casino, their business model
is based on providing a one stop immersive experience. You go in but you never leave! Fitness
centers now provide a range of services including point of sale for soft goods and dietary
supplements, day care and food and beverage sales. Unfortunately they act as destinations
that don’t support adjacent tenants.

Additionally, current transactions in Milpitas at S 2.00 per sq ft VS S 3.00+ per square foot in
Cupertino do not deliver sufficient rents to support the highly specialized and costly building
type and high parking ratios. This use requires high ceiling heights, larger clear span spaces
and elaborate mechanical systems. The land use type doesn’t meet return expectations in
either Milpitas or Cupertino. It doesn’t support land values and construction costs.

Smaller fitness tenants including yoga, cross fit and similar tenants can be accommodated in
conventional retail space and support external retail and services. These tenants match rents
similar to other retail tenants and will be considered viable tenants for a retail center.

The project team continues to consider a specialty grocery store as a possible tenant for the
project. The economics are challenging, as the rents are lower, the space is specialized, there
are large service area requirements and higher parking ratios for this type of use VS
conventional retail. Cross shopping is also not as robust as desired since possession of
perishable and frozen goods discourages shopping elsewhere.

9. Consideration of anchors and branding for an “A” retail center is important.

The ownership team is committed to an effective retail strategy and land use context that will
be viewed by potential tenants as a quality retail location if not class “A” as defined in the
trade as a high sales volume per square foot regional shopping center or highly productive
glamour retail street location. Unfortunately many credit tenants (Apple, Gap, Anthropology,
Tesla, Channel and the like) will not likely consider this an appropriate location in the regional
context.

10. A hotel operator has expressed an interest seeking a site in Milpitas.
Serra Center welcomes any referrals from the city including potential tenants, build to suits and
purchasers.

11. The city is having difficulty retaining industrial users due to a lack of suitable space.

So noted as a reference to the desire to maintain a robust employment base and land suitable
for non-residential uses in the city. However, both the Mid Town Specific Plan and the owner do
not anticipate industrial uses for this site.

12. Edessa pointed out challenges associated with leasing vacant space at McCarthy Ranch and
building out some of its vacant parcels due to the negative impact of the adjacent landfill
operation northwest of the properties. She suspected this could be the cause of McCarthy
Ranch vacancies rather than regional office demand.

The owners’ team contacted brokers and others to dig deeper into the Milpitas/International

Business Park class “A” office market and more specifically the Golden Triangle and McCarthy



ranch markets subsequent to the meeting. The team sought answers to two initial questions:

How much actual class “A” office space is in the Milpitas market, is there a differential in rents

and vacancies between the Golden Triangle (the area south of SR 237 between | 880 and US

101), and if so why.

Research Findings:

e The class “A” office market is quite limited in Milpitas IBP market, less than 320,000 square
feet. A substantial inventory of high quality class “B” space is available at McCarthy Ranch
and the Milpitas portion of the “Golden Triangle”. This class B space is also commonly
referred to R&D space. It is typically available in recently built 2+ story tilt up buildings
designed for tech tenants seeking large floor plates. Irvine Company’s McCarthy ranch
inventory has extensive well-landscaped surface parking, common areas and amenities
such as a Pete’s Coffee that also serves food. The project exhibits the characteristics of a
well managed and maintained master planned business park. This includes first class
maintenance of buildings and grounds, a consistent signage and graphics program and
programmed activities for tenants. The property has vacancies in the mid teens, a large
inventory of available space, sublease rents in the $1.00 per foot range (asking rents in the
S 1.60 range), visibility from 1-880, and an established and respected brand. This represents
formidable competition for new properties within the submarket area. Additionally there is
a large inventory of vacant land with available utilities immediately available for
development.

o A low-rise steel frame office building with structured parking on the Serra Center site would
require rents in excess of $3.00 per square foot to be economically supportable. The parking
structure costs would need to be amortized solely through office rents. Pay parking would
not be competitive in a market where free parking is the norm. The current submarket will
not support the rent required for a viable project.

e A lJune 25, 2015 Interview of a long term employee of a company at the McCarthy Center
offered the following observations: Odor from the landfill was noticeable inside of the
buildings at the Irvine Company operated properties approximately 5 years ago. The
landlord installed filtration equipment in the HVAC system (The tenant’s employee said it
was a carbon filtration system). Ever since the filtration equipment was installed odor has
no longer been noticeable inside the building. In addition exterior odors are much less
evident. (The tenant’s employee believes this is due to a misting system on the perimeter of
the landfill property).

e A subsequent interview with an executive of Irvine Company (owners of office/R&D space
inventory at McCarthy Ranch) confirmed Edessa’s observations about proximity to the
landfill having a potentially negative impact on leasing. The executive noted the ongoing
challenge of achieving full occupancy of their holdings. While he did not attribute this solely
landfill proximity, it’s a factor. Indoor air quality and odor is managed. Odor outdoors is
dependent on wind direction and mitigation efforts by the landfill operator. He noted this
was less of a problem on the southern portions of McCarthy Ranch. Unfortunately brokers,
tenants, lenders and investors analyzing the Serra Center property consider McCarthy ranch
rents in sub area market comps.

e Total Milpitas IBP (A+B) inventory is 830,112 sq ft. Available space (vacant and sublease) in
the market is 104,066 sq ft. The current available inventory equates to 12.5% of total. The
average annual absorption over the last nine-year period for combined A and B space is
3,684 sq ft. The market has been quite volatile with negative absorption in the years 2008



through 2010 (the recent recession), and positive absorption from 2011 to present. Average
annual absorption since the recession has been 32,683 sq ft. If this rate is sustainable, the
available inventory will take approximately three years to lease up. (Source CBRE 6/16/15)

e Market data doesn’t differentiate between the Golden Triangle and McCarthy Ranch.
Antidotal evidence suggests the lease rates are higher and the vacancies lower in the
Golden Triangle. According to brokers this isn’t due to proximity to the landfill. Golden
Triangle is perceived in the market as a preferred location. Reasons given include: Golden
Triangle has a critical mass and concentration of tech companies, and it’s a well-established
sub market.

13. Edesa encourages Serra Center to look ahead longer term and anticipate market conditions
beyond the current. (Perhaps 3 to 5 years ahead and greater)

The owners are committed long term to the Serra Center site. Financial prudency requires that
each phase of the development is self-sustaining in the market that exists at the time it’s built
and leased. Any other action would result in failure for both the project and the city.

14. Pacific Mall is a regional shopping center the city sees as a model for class “A” retail space
of the type they would like to see on the Serra Center site.

The project owners will continue to track the progress of the Pacific Mall and learn from its
example. We would like to know more about the tenant mix for the mall. A different retail
merchandising and branding strategy will be needed to successfully differentiate a project on
the Serra Center site from competitors.

Bill Ekern

1. The housing issue is a both a political as well as a fiscal one. Staff, city council members and
the public have voiced growing concerns about the impact of housing growth on the fiscal
health of the city and quality of life. While some of these concerns may be misplaced,
perceptions are very important.

The project owners are very sensitive to the public, city staff and the City Council concerns and

are seeking land use solutions for the Serra Center property that reflect community values and

aspirations while being economically feasible. We understand the city’s fiscal objectives related
to land use.

2. Evenif the city’s fiscal and services concerns can be addressed technically, the political
issues remain. A project that includes housing on a commercial site must address the
political issues to receive support by staff and the city council.

So noted and acknowledged. We will continue to seek guidance from staff and elected and

appointed officials. The project team plans to engage in a community outreach effort. We are

focused on reaching out to the community to understand their desires and concerns and gain
their input on a development concept we believe will work on the site.

3. Perhaps it may be possible to provide housing on the site in either a vertical or horizontal
mixed-use format if adequate commercial/employment uses are also included on the site.
This may well be a workable solution and will be considered in preparation for any land use
actions for the project.



4. Affordable housing is now a major concern by the city as reflected by comments received
from the city council as recently as yesterday. A moratorium on housing approvals has been
broached to consider identifying ways to address this problem. The city has not required
residential projects to include a percentage of the units for reduced purchase price or rent. No
in lieu fees for affordable housing have been required and none have been collected.

Entry level market rate housing and other lower cost homes types including senior housing are
not currently being delivered in the Milpitas market. These will be considered in more detail
market and economic analysis as the project progresses.

5. Consider a live work option along South Abel as a potential use for the critical visual
frontage along this major arterial roadway and for its relationship to the Mid Town Mixed use
district.

The project team will give this consideration.

6. Bill asked if the owner had offered the property for sale to other potential investors
interested in proceeding with a first class office project on the site.

The owner has not entertained any potential investors or purchasers for the site at this time.
Our market analysis conclusions don’t support a compelling case for office this location other
than modest amounts of professional offices seeking a more retail environment. If the city
identifies a user for a build to suit, the owners would welcome any referrals.

7. He asked if providing a first class office development on a portion of the site would equate
to an incremental land value increase for the remainder of the site.

If the site were sufficiently large to build a sizable inventory of office space that could achieve
market support, tenants and their brokers might consider the location a viable submarket. This
scenario would equate to a symbiotic mass of office use that could support higher lease rates.
Unfortunately this would require an order of magnitude more space than can be
accommodated on the Serra Center site (or be supported by the market). Additionally
McCarthy Ranch has a substantial inventory of completed office space and a very large
inventory of served vacant land available for new office projects. No new office projects are
proposed or under construction. This is compelling evidence of a weak submarket. Our
conclusion is an incremental land value increase would not be realized on the remaining
inventory from office development on a portion of the site. An unsuccessful office project would
likely have a detrimental impact on adjacent land values.

While it’s not uncommon to see support retail and services associated with successful and

sizable concentrations of office space there are some significant challenges. These include:

e Retail activity success is influenced by the success of the office leasing. High development
and construction costs, high vacancies and low rents bring into question the probability of
success for conventional office on this site resulting in no benefit to adjacent retail.

e Poor shared parking profiles as both activities parking needs tend to overlap.

e Office centered retail requires massive amounts of office space (Embarcadero Center in San
Francisco is a good example of this).

e Office centered retail has difficulty driving foot traffic after 6:00PM.



e Retail on this property will likely derive a substantial majority of its customers from off site
regardless of other on site non-retail uses.

8. The Integral site proponents are seeking modifications in the entitlements to allow 100,000
square feet of retail.

The project owners will continue to track the progress of the Integral Site and learn from its
example. A different retail merchandising and branding strategy will be needed to successfully
differentiate a project on the Serra Center site from competitors.

9. The Pacific Center Project is seeking adjustments in its entitlements that do not result in a
reduction of the retail or the hotel.

The project owners will continue to track the progress of the Pacific Center and learn from its
example. We would like to know more about the specific uses. A different retail merchandising
and branding strategy will be needed to successfully differentiate a project on the Serra Center
site from competitors.

Darrell Boyd:

1. Proposed Phase 1/1A lacks critical mass. Has the owner looked at the cost of buying out

existing leases to determine if this makes economic sense and results in a better project?
The project owners have and continue to consider the possibility of buying out leases from
tenants. Unfortunately the length of critical leases will result in very high buy out costs. This
adds to the imputed land values, which are already quite high due to the income generating
uses on the property. Buying out leases could be justified if a compelling land use or uses with
high potential returns could be identified for the property. The market analysis has not
identified such compelling uses in spite of the team’s motivation to do so.

2. The City will likely ask the developer to provide a fiscal impact study to the city particularly
if the development proposal reduces the scope of commercial and/or office development
from what was proposed in the Mid Town Specific Plan.

This is a request that none of the project team members (with many years of land development

experience) have ever encountered. We are concerned the assumptions would be highly

speculative. The uses envisioned in the Specific Plan reflect desires and intensions identified
through the Specific Plan process; however, they are not based on market conditions or real
estate development economics. We suspect the fiscal impact of vacant office space (as an
example) would be far less attractive to the city than other successful uses including retail,
professional offices and residential accessed at current market values and generating taxes at
current levy rates.

3. Has the owner considered identifying alternative sites in the city that would be better
suited for office development than Serra Center and contractually restricting development
of other site/s or transferring development rights as a condition of approval for residential
on Serra Center? Edessa pointed out that this must not result in net loss of
commercial/employment in the city.

This is also a bit out of the norm and may require a landowner or landowners willing to accept

development restrictions on their land. While we would consider transfer of development rights



to another parcel or parcels not owned by Serra Center our preference would be to transfer
these rights (such as the O-0 overlay and increased FAR) to future Serra Center development

phases.

4. If a mixed-use development were approved for the site, a likely condition of approval
would be construction of the commercial office components before the housing
components.

While we are sensitive to the city’s concerns, in all probability the owners would want

components of a mixed use project to move forward concurrently considering the following: 1)

Much of the building inventory would likely be vertical mixed use which would be designed to

be built at one time, and 2) The project economics and marketing strategy would be to

implement a complete environment and minimize disruptions to tenants associated with

multiple small phases. In addition the success of the project would based on creating a

compelling district with extensively used and well-loved public and quasi-public places.

5. The City Council Workshop is scheduled for August 18",
So noted and on our project schedule.

Meeting notes respectfully submitted by Jeff Rhoads June 2, 2015



Serra Center Market and Economic Analysis

Executive Summary:

Based on August 8, 2015 model run (rev August 19, 2015)

Purpose:

The Serra Center preliminary Market and Economic Analysis (Analysis) has two primary objectives. These
are: 1) To inform the owners of land uses and building types that are supportable by current local and
regional market conditions and 2) To provide the project team evidence based findings to inform city
staff, the community, elected and appointed officials of development scenarios that are most likely to
be successful on the Serra Center site given the constraints of the Milpitas market and regional
construction practices and costs.

Methodology:

The market portion of the Analysis is based on data commonly available in the brokerage community as
well as proprietary information available to the Analysis team members. This includes the specific
knowledge of the team members, and interviews with brokers, potential tenants, contractors and
construction managers.

Serra Center design documents are conceptual and are subject to considerable revisions and refinement
as the project proceeds through land use actions, specific plan amendments and environmental
clearance. The market conditions will likely change significantly as the project works through this
process. Since the design is conceptual, hard and soft cost estimates are based on unit costs and
building square footages (for example costs per square foot and per parking space) rather than more
detail line item Construction Specification Institute (CSl) estimates based on quantity take offs from a
highly developed set of construction documents.

This Analysis is a first pass. It will need to be supplemented with more robust and detailed analysis as
the project proceeds to delivery. This will enable the owners and project team to target the land use
product types based on up-to-date market information and tenant negotiations. Lending terms and
requirements will also be better defined. In addition the project design will be much more complete
enabling a higher level of confidence in cost estimating.

Location

Milpitas lies between Fremont, Santa Clara and San Jose. Serra Center is the geographic center of
Milpitas.

The property is well located with frontage on Highway 237 approximately % mile east of the Interstate
880 interchange. High traffic volumes, excellent access and visibility and proximity to the core of the



Silicon Valley provide opportunities to be capitalized on. This is also the route to Milpitas’ City Hall,
which creates tremendous expectations of being the front door to the city. The design currently includes
significant design elements such as a gateway plaza, a main addressing street with park plazas, special
pavements and features such as structures reminiscent of barns and silos. And although these design
elements increase the cost of the project, they are likely to be required in some form to satisfy the city
and support project success.

Modification of driveway locations and curb cuts required for access and egress for more intensive land
use will require approval by the city and Caltrans. There may be additional costs for queuing lanes and
traffic signals that have not been incorporated into the projections.

Property

Serra Center is a redevelopment project situated on 16.49 acres. There is 93,326 square feet of existing
leasable area including a Big Lots! anchored shopping center with pad buildings. The building area
excludes two motor inns on ground-leased parcels. The leases for these parcels expire far into the
future. One NNN lease tenant, a Walgreens, is both long term and high value. Phasing of the project will
be timed to allow leases to expire to avoid buy out costs. These were not a part of the costs included in
the Analysis.

Zoning

The zoning is currently C-2 general commercial with O-O office overlay on the portion of the site east of
the Walgreens and Days Inn.

The project is subject to the Mid-Town Specific Plan. The plan contemplates a gateway development of
retail and Class “A” office on the site. A recently passed ordinance has placed a moratorium on the
conversion of retail and industrial land to residential or mixed use allowing residential. Up to the recent
past, the City of Milpitas has approved zone change of a number of retail and industrial/office properties
into classifications that allow residential. The city has made clear their intent to not allow this to occur
until the existing inventory of zoned land permitting residential is 85% built out. They are currently
committed to requiring commercial uses that provide employment and positive tax revenue on the
Serra Center site. In a recent meeting with the City Manager, Mr. Williams mentioned the new
ordinance is likely not applicable to the Mid Town Specific Plan area. This will require verification.
Regardless, a compelling case will need to be made for residential land use as part of a mixed-use
project. The community is concerned about quality of life issues such a school crowding and traffic
congestion impacts of large new housing developments.

This Analysis has demonstrated a mixed-use format including higher density residential above retail with
additional single use residential buildings as the only currently viable development scenario. Feed back
from the community, and elected and appointed city officials has demonstrated a nearly universal desire
for a Santana Row mixed use environment in the Mid Town area. Santana Row required a major
residential component to achieve financial success that was not initially assured.



Below Market Rate and Entry Level Housing

Milpitas currently does not require Below Market Rate (BMR) residential units as a condition to
development approval. This is commonly required in other Bay Area cities. As such has it has provided
entitlements to projects that are market or higher than market rate and have not produced any BMR
units. A major recent concern expressed by the City Council is the lack of affordable housing. The
community may view Serra Center’s ability to provide housing opportunities for entry level, senior and
other underserved populations as beneficial.

Market

Each of several different types of products including office, retail, residential, hotel and other
miscellaneous uses have been investigated to determine possible development opportunities for the
project.

Office market

Since there is an office overlay on part of the project site, the City of Milpitas has requested the
investigation of this product type’s feasibility. Unfortunately regional market factors show office not to
be a viable use for the site. Milpitas has some of the highest office vacancies and the lowest rents in the
Bay Area/Silicon Valley surveys that were collected. Substantial vacant inventory of high quality R & D
space (in the high teens) in a highly amenitized and well managed master planned business park is
available directly across the 1 880 freeway at McCarthy Ranch. A large inventory of served vacant land
is also available.

Further analysis of costs associated with constructing the class A office space contemplated by
the Mid Town specific plan and associated structured parking was conducted following the June 1, 2015
meeting with senior city staff. The break-even rental rate for fully served space is $4.00 per square per
month. This exceeds current transactions for Irvine Company’s McCarthy Ranch holdings by $2.50 per
square foot (nearly three times the current market rate).

Retail

There is an abundance of retail in Milpitas, but the absorption has continued to reduce vacancy
rates in recent years. This is particularly the case for well-anchored B centers, but not so for C and aging
centers. Phase 1/1A of Serra Center is an aging C center.

Milpitas has evolved to be a net importer of retail sales mostly in the category killer, mid-market and
value market segments. In spite of this, brick and mortar soft and durable goods retail is under
considerable pressure from online shopping. The future success of Milpitas retail offerings will be
dependant on how effectively the shopping centers and retailers manage this trend.

Phase 1/1A of the Serra Center site is not large enough to accommodate big or medium box stores.
These store types are typically located in centers with floor area ratios in the .25 to .30 range and have
large surface parking lots. These factors and high initial land cost make them unable to meet project



performance expectations. The development type is also not consistent with the Mid Town Specific Plan
goals.

The Analysis has identified a lifestyle neighborhood center as the optimal retail format for the Serra
Center site. Rental rates are sufficient to support hard and soft development costs and deliver good
returns. Lifestyle centers are less impacted by online sales. Their primary attraction is providing a
compelling experience and convenience for patrons. Santana Row is an example of a well-merchandised
lifestyle center. Food and beverage establishments comprise a high ratio (60 — 70 %) of the tenants.
These serve as the anchors for the center. Other tenants provide services and impulse retail. The tenant
mix is less susceptible to competition from Internet sales. Success is dependent on creating a highly
attractive and desirable place with the right tenant mix to attract patrons. Lifestyle centers require high
quality finishes, good design and landscaping and top tier management. They’re where people want to
go, be seen and have fun. Currently Milpitas is a prime opportunity for this type of place.

The amount of retail that is programmed into the Serra Center project is about 200,000 square feet
(113,600 square feet in Phase 1/1A), located on the ground floor. This allows for the parking to be
provided below the building in a podium, which makes it easier to control and more convenient than a
centralized parking structure.

Residential

Milpitas has distinguished itself of as a key provider of housing in an intensely undersupplied
regional market. Much of this has been for sale townhomes and condominiums. Although current
housing demand is very high, Milpitas housing experienced substantial price devaluation in the last
recession. A concern is the impact of the next recession on housing prices and timing to product
delivery. Strategies include identifying product types not currently being supplied in the Milpitas
Market. Senior and entry-level housing are currently undersupplied.

The planned residential component for phase 1/1A of the project will be upwards of 429,298 square
feet. Residential was identified as the use with the highest potential return. A mixture of units including
micro-units of 450 square feet, condominiums of 850 square feet and townhouses of 1100 square feet
were used in the Analysis. This reflects reduction in unit size and is at the lower end of the sizes
available in Milpitas. The micro-units are considerably larger than new units offered in San Francisco, a
reflection of a more suburban market.

On site residential also serves as a significant customer base for the contemplated retail providing “roof
tops” and supporting extended hours of activity.

Hotel

There are a significant number of hotel rooms in Milpitas. In recent years Milpitas hotel rooms
have been enjoying higher occupancy and room rates that exceed the dismal performance experienced
during the recession. This is strictly because overflow from other Silicon Valley cities’ employment
growth and office demand, has impacted Milpitas. When the economic cycle enters into a recession in



the future, room occupancies will likely return to about the fifty to sixty+ percent (50-60+%) range and
room rates will also likely decline to previous non economically supportable levels. Recognizing this
cyclical and volatile impact on the hotel rental market, it would be impractical to develop additional
hotel rooms, especially at higher room rates driven by current high construction and carry costs. The
introduction of Levi’s stadium in the market has had a positive impact on room occupancy and exerted
some upward pressure on room rates. However, the size and configuration of the venue limit the
number of events booked and stabilized market impact has not yet been established.

Typical ground lessees for a hotel return a five to nine percent (5-9%) cap rate in this market (annualized
basis). The returns on hotel joint ventures tend to be low because operations costs can be manipulated
to conceal profits. The primary benefit results from efficient and effective operation of the hotel and
benefiting from the cash flow generated.

Grocery

Typically, grocery use has been not conducive as a contributor to cross-shopping, since they are
destinations that require a large amount of area for parking, shopping carts, loading and service. When
someone goes to the grocery store they plan on going home shortly afterwards, since they commonly
have perishables or frozen products that will spoil or melt if left in the vehicle. Further, these types of
facilities require high spaces and large footprints that are difficult to re-lease, while paying rents that do
not meet the pro forma requirements.

Therefore, possible alternatives include grocery/delis that primarily provide hot food and specialties for
defined ethnic and demographic targets. These stores are smaller, typically between 2000-4000 square
feet, and will fit into spaces being planned for the project. Certain smaller specialty grocery store
formats may prove viable based on tenant motivations and transaction terms.

Miscellaneous

There are a number of dedicated uses, such as a medical center or fitness center that are
purpose built facilities imposing additional costs. These do not provide commensurate compensation to
economically justify development. The problem is they have use specific requirements (height, depth of
space, heating, ventilation and air conditioning, refrigeration, parking, plumbing, and subsurface
utilities, etc.) and costs that are not adequately offset by local rental rates. In addition, rental income
will not be sufficient to pay for conversion of the spaces for alternate uses. They do not act as retail “loss
leaders” since they do not promote cross shopping.

SERRA CENTER PARAMETERS
Design

The general project design for the initial phases envisions two basic building types. The predominant is a
mixed-use building type with a steel and concrete two level parking and retail/commercial “podium”
and three to four stories of wood framed residential construction above. The second building type is
three story wood framed townhome type residences with individual garages at the ground level. The



typical floor-to-floor heights for the mixed-use building are 11 feet in the parking level, 18 feet in the
retail commercial level and an average of 10 feet for each of the residential levels. The townhomes are
projected to have 10 foot to floor heights except for the main level, which is proposed at 11 feet.

The overall development at build out of all phases includes commercial/retail projected at
approximately 200,000 square feet and residential at approximately 600,000 square feet. The building
envelope meets the height and setback requirements with one floor of partially underground parking for
the mixed-use buildings. The amount and type of residential is currently allocated between townhouses,
condominium/apartments, and micro units. A portion of the residences may be age restricted for
seniors. The retail/commercial space is allocated between general retail/quasi-office and restaurant/fast
food. Each of these components has differing parking requirements that are incorporated into the
project cost. The townhome styled units with ground level garages are proposed for a portion of the site
along Junipero Drive. Financial performance for the project would improve significantly, with margins
achieving lender and investor expectations, if the town homes were replaced by apartment style homes
over a podium.

Parking

Studies have been performed comparing podium versus structured parking. The approachable design,
cost and convenience of podium parking versus structured parking outweigh the efficiency of building a
parking garage. Certain housing types such as micro units and senior housing require fewer spaces per
unit. A larger number of micro units could replace conventional units, however the bedroom count will
remain approximately the same for the total residential square footage. A primary goal of project
programming is to limit parking to a one-story podium constructed above the water table. A shared
parking analysis will optimize parking provided for the project.

Development Phasing

The total project build out is contemplated about 1,031,000 square feet. This is projected to occur over
three phases. The phasing areas are identified as 1) Phase1/1A: the existing Serra Center retail, office
and restaurant inline shops, pad tenants and parking area east of Walgreens and Days Inn, 2) Phase 2:
Heritage Motor Inn (Travelodge), King Egg Roll and a vacant parcel west and north of Abbott Avenue,
and 3) Phase 3: the central portion of the holdings including Days Inn and Walgreens. The project team
contemplates proceeding with Phase 1/1A for land use actions and environmental clearance.
Subsequent phases will proceed independently as justified by the market, owner’s investment
objectives and lease terminations.

The Analysis is based on Phase 1/1A at approximately 10.481 acres and 542,943 gross square feet of
mixed-use building area. This includes approximately 113,600 square feet of retail/service and 429,898
square feet of residential. The mixed-use buildings contain 555 residential units. An additional 56
townhome units totaling approximately 71,440 square feet with private garages are also included in the
Analysis separate from the mixed use buildings. As a rule of thumb the Analysis generally supports a
ratio of approximately 15/20% commercial floor area to 80/85% residential. Parking is not included in
the building floor area calculations.



The conceptual land plan shows Phase 2 with a land area of approximately 2.559 acres and 287,749
rentable square feet. This includes 71,937 sq ft of retail and 215,812 sq ft of residential.

The conceptual land plan shows Phase 3 with a land area of approximately 3.449 acres and 95,800
rentable square feet. This includes 23,950 sq ft of retail and 71,850 sq ft of residential.

Construction Costs

The costs have been projected based on current unit costs that were experienced in projects in the Bay
Area’s Silicon Valley. These construction costs will need to be further refined for this specific project,
but regional unit costs give an indication of where the project is heading as programmed.

Mixed-use buildings with concrete podiums and wood-frame construction above are widely accepted as
a development standard in the region and are used to manage costs. The residential hard and soft costs
are based on $178 and $51 per square foot respectively with a parking cost of just above $10,000 per
stall. The retail/commercial hard and soft costs are based on $112 and $35 per square foot respectively
with the parking at the same cost per stall for residential. Projects can be built with all concrete or steel
at additional cost. The costs utilized are general rough order of magnitude and do not include possible
additional or specific costs that will be allocated to this project through fully detailed plans and general
contractor CSl line item bidding. In addition they do not include tenant improvement costs for the
commercial spaces.

Edges and Buffers

Discussions about the project with city staff and appointed and elected officials underscore the need to
create an appropriate condition along the Junipero Drive edge of the site. This southerly edge is
adjacent to an existing low-density multifamily residential neighborhood. The project team will be
conducting a community outreach effort to better understand the concerns and opinions of the
neighborhood. This will help inform land use and design along Junipero Drive and potentially elsewhere
around Serra Center.

While buffering such as landscape setbacks and a linear park may be potential solutions, the design
team will focus on building community support for townhomes or other types of residences on the
north side of Junipero Drive. A linear park open space amenity can provide an active area between the
two differing uses and result in density credits for additional building height and more residential units.
The team’s preference is to internalize amenities to add value to the project and serve the needs of
project tenants and customers.

Imputed land Value

The imputed land values are based on the purchase price of the various parcels by the Serra Center
owners. These values are reflected in the property tax records. Since the purchase transactions
occurred prior to the last recession, it is probable the land cost basis is higher than current market value.
The land values at purchase are included in the calculation of cash on cash return. Accrued opportunity
cost during Serra Center owners’ holding period is not considered in the calculations.



Rents

The rents are based on the rental information provided CoStar and the surveys from brokerage
companies.

The rents in the simplified pro forma utilized CoStar’s research information based on monthly rental
rates. The office rents range from $1.48 to $2.10 per square foot. The rents for retail and restaurant
range from $2.50 per square foot to $3.00 per square foot respectively. The rents for apartments are
about $2.50 per square foot. The rents for residential micro units will likely be higher than conventional
apartments.

The Net Operating Income (NOI) deducts the operating expenses from the rents. This amount is
typically about ten to fifteen percent (10-15%).

Valuation

The valuation is based on income capitalization, where anticipated operating expenses are deducted
from the rents to provide the net operating income (NOI). NOI is the basis for the valuation of the
project, where time value of money, certain costs applicable specifically to the property and absorption
have not been taken into consideration at this point in time. The valuation provided is based on
investment market driven income capitalization rates that have been experienced on other projects in
the Silicon Valley and the Bay Area. The NOI divided by the capitalization rate provides the value of the
property in dollars.

e The capitalization rate for office is seven and a half percent (7.5%).

e The capitalization rate for retail is seven and a quarter percent (7.25%).
e The capitalization rate for residential is five and half percent (5.5%).

e The capitalization rate for hotels is seven percent (7.0%).

Financing

The project has migrated from its initial layout to a mixed-use program that provides for returns that
avail financing in the following parameters that have been experienced recently:

e Typical financing is at usually between fifty to fifty-five percent (50-55%) of the cost of the
project with a rebalance if the project’s appraised loan to value ratio exceeds sixty-five percent
(65%) upon completion.

e The interest rate is determined by the project itself and its ability to pay back the loan. Typical
interest rates are based on simple interest that is interest only during construction, which is
usually between two to three+ percent (2-3+ %) plus monthly LIBOR. The financial institution
typically requires some sort of interest hedge.

e The points or costs associated with the loan origination are currently between seventy-five to
one hundred fifty basis points (.75-1.5%) of the loan amount.



e The loan duration is typically three (3) years with up to two (2) one year extensions, usually with
a quarter to half percent (.25-.50%) fee for each extension, so that the property can stabilize its
operations. The debt yield is typically between seven to eleven percent (7-11%) and if during
the extension if the property fails to meet its stabilization requirements the loan will need to be
rebalanced (a reduction of the loan amount with the repayment of proceeds).

e The amount of owner equity (land and cash) is to be put up initially before any of the loan
proceeds about drawn upon. Evidence of funds is required as a part of qualifying for the loan.

e The owner must also maintain a certain level of liquidity and net worth during the term of the
loan.

e The property needs to be held in a single-purpose entity. In other words, each phase of the
property needs to be held individually, in order to encumber only the specific phase property
with the loan and these requirements.

e The loans are typically recourse with a completion guaranty.

e There are a number of tests that need to be met in order for the loan to quality for approval and
quarterly tests to remain in good standing.

Investment Return Objectives

The threshold return for investment quality real estate development is approximately 60% cash on cash
return. If a project takes 3 years from construction mobilization to pro forma lease occupancy (generally
95%) the internal rate of return percentage equates to the high teens on an annualized basis. A cash on
cash return of 50% will generally meet financial institutional underwriting requirements with a 50% loan
to value ratio of the cost of the project. The imputed land values are likely to be reset downward to
reflect current market values. A cash and/or equity contribution may be required to achieve a 50% loan
to value ratio.

Project Financial Performance

Several pro forma runs have been completed with alternative land use scenarios and programs for the
full 16.49 acre land inventory including Phases 1/1A, Phase 2 and Phase 3. Existing lease terms will delay
Phase 2 and 3 beyond a predictable market analysis time horizon. This serves as justification for focusing
the analysis is on 10.48 Acre Phase 1/1A. Expiring leases will allow redevelopment of this portion of the
site to proceed over the next few years.

The pro forma process is iterative. Revisions in the building program including land uses, building and
site improvement areas, and parking requirements result in different outcomes. The most recent Phase
1/1A was completed based on the site plan submitted to the city of Milpitas on July 24, 2015.

Key Assumption Metrics for Phase 1/1A (8.8.15 Run):

e Total site area 10.48 (some improvements may be required on phase 3 area for access and
utilities)

e Total Building Area: 647,440 sq ft

e Mixed Use Building Area: 542, 943 sq ft



e Mixed Use Building Retail and Other Uses Area: 113,600 sq ft
e Mixed Use Building and surface parking: 1,475 spaces

o  Mixed Use Building residential units: 555

e Townhomes Area: 71,440 sq ft

e Townhome units: 52

e Townhomes parking: 112 spaces

Performance:
e Margin (Cash on Cash Return): 39.69%
Conclusions:

The margin of 39.69% is not yet an a minimum required level of 60% based on a three year build out and
lease up of Phase 1/1A. Parking provided on the site appears to meet the needs based on a high ratio
of restaurant tenants. A shared parking analysis will determine the desired number of spaces when the
parking requirements for the residential products and breakdown of retail uses are better defined.
While the trend for financial performance has improved as the program has been refined, further
changes will be required to achieve the minimum required performance to attract lender participation.
The most promising means to achieve the margin is to increase the number of residential units and/or
reduce the retail area. Replacing the townhomes with podium parked residential at approximately 50
units per acre density (4 stories of wood framed apartments or townhomes above a concrete parking
podium) will likely achieve the performance required.
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Executive Summary

1.

Milpitas is a minor market and has a scant 320,000 sf of Class A inventory.

Milpitas is at the periphery of the Silicon Valley whose path of growth is northward
toward San Francisco and in the opposite direction.

The vacancy rate in the Milpitas R&D market is higher than the Silicon Valley average.

The Milpitas rents for both Office and R&D space are substantially lower than the Silicon
Valley average.

There has been little rental growth in both Milpitas office and R&D product during the
past 8 years making it a less attractive investment for property owners and investors.

The prominent McCarthy Ranch office property with excellent I-880 visibility and a
superior location to Serra Center has a 20% vacancy rate and its asking rents are $1.50psf
with a range from $0.90-$1.50psf.

The permitted Class A Equity Office project is not being marketed and doesn’t appear on
its owner’s website.

Development of office product on the Serra Center site is further disadvantaged by the
need to build structured parking as opposed to having on-grade parking as in the
McCarthy Ranch project.

The above facts, taken together, do not support the expected return requirements for
office investors nor does it support the required safety margins to secure project
financing.



Background

200 Serra Way LLC, the owner of Serra Center, has directed the preparation of this
Milpitas office market analysis in order to determine if the site supports Class A office
development as indicated in the Milpitas Midtown Specific Plan, updated 2010.

The site is comprised of several parcels containing approximately 10 acres and is located
near the southeastern quadrant of Interstate 880 and State Highway 237 bounded by
Calaveras Boulevard and Serra Way to the north, South Abel Street to the east, Junipero
Way to the south and the adjacent Walgreens and Travelodge and Day’s Inn motels to the
west. The site is divided into two potential phases, 1 and 1A depending on the existing
retail tenant expirations. At this time, Phase 1 is expected to be ready for development in
2017 and Phase 1A in 2019.

The site is currently developed with a series of eight, one- and two-story office/retail
buildings for a total of 84,442 sq. The owners also own adjacent parcels that contain the
existing Walgreens store and the Travelodge and Day’s Inn motel structures and because
the underlying leases have long remaining terms, they are excluded from this study.

Phases 1 and 1a are currently zoned General Commercial (C2) with an Office Overlay (-
00) in order to encourage Class A office development to visually strengthen one of the
main entrances into the City. The City wishes to encourage the development of up to six-
story office buildings by increasing the FAR at this location to 1.5.

The Milpitas Office and R&D Market

Located at the southern end of the San Francisco Bay and the eastern edge of Santa Clara
County, the City of Milpitas is an integral part of high-tech Silicon Valley since its
incorporation in 1954. The City is a strong employment center with a diverse population,
quality schools, conveniently located neighborhood parks and a variety of retail options.
Milpitas is often called the “Crossroads of Silicon Valley” as most of its 13.6 square mile
area is situated between two major freeways (I-880 and 1-680), State Route 237 and a
County expressway. Furthermore Milpitas is served by Valley Transportation Authority
and in 2017, a new BART station at the southern end of the city.

Milpitas has long been known as an industrial and warehouse market and, while the city
contains 1.1% of the land area of Silicon Valley, it contains 5.1% of its industrial space
and 12.1% of its warehouse space.

Figure 1: Milpitas as a Percent of Silicon Valley's Industrial Space

Milpitas | Santa Clara Co % of SCC
Area (Sq Miles) 13.6 1290.1 1.1%
Industrial (sf) 3,084,176 60,399,467 5.1%
Warehouse (sf) 4,577,739 37,859,144 12.1%

Source: Colliers International 1Q 2015 Silicon Valley Market Report



This fact is further reinforced by the data presented in Figure 2 below which compares
the office and R&D inventory of Milpitas with the Silicon Valley. Here, the 319,665
square-foot Class A office inventory of Milpitas represents less than 1% of the Silicon
Valley total while its Class B, Class C and R&D inventory make up increasing larger
percentages of Valley’s total inventory for these product types although less than the
12.1% of warehouse space shown above. These two tables together indicate that the City
of Milpitas is small Class A office market due to its inventory, and furthermore, that
inventory of is of proportionately lower-quality than the rest of the Silicon Valley, i.e. it
contains more Class C space than Class A space.

Figure 2: Milpitas as a Percentage of Silicon Valley's Office Space

Santa Clan!
Milpitas Co % of SCC
Office Class A 319,665 36,356,129 0.9%
Office Class B 399,578 20,021,115 2.0%
Office Class C 625,978 9,630,327 6.5%
R&D 11,674,473 151,354,966 7.7%

Source: CBRE 1Q 2015 Silicon Valley Market Report
* Plus Fremont and Newark

Historically, the heart of the Silicon Valley has been Palo Alto with Stanford University
as a major source of intellectual capital and the venture capital offices along Sand Hill
Road representing the financial capital. Rents in Palo Alto are generally the highest in the
Silicon Valley and during recessions, its vacancy rate is typically the lowest.
Correspondingly, the cites that surround Palo Alto--Cupertino, Mountain View and
Sunnyvale--tend to experience higher demand for both office and R&D space, lower
vacancies and higher rents. As you move further south and east into Santa Clara and San
Jose, vacancies tend to remain higher and rental rates lower for longer periods of time
even during recoveries. And Milpitas is even further removed.

It is important to note that Silicon Valley has been expanding in a northerly direction into
the City of San Francisco which offers the cultural 24/7 amenities of a world—class city
that helps expanding companies attract and retain its workforce. The result of this would
be to shift the path of growth, or at least infill growth, in a direction away from Milpitas.

Figure 3 compares the Milpitas office market with the whole of the Silicon Valley from
the fourth quarter of 2006 through the first quarter of 2015 and shows the effects of the
market changes from the last economic boom, through the crippling 2008 recession and
into the current economic surge. While the office availability in Milpitas was lower than
the Silicon Valley during this period, its rents were startlingly lower. This would indicate
that despite a proportionately smaller amount of supply, demand for Milpitas office space
was not strong enough to be able to match the asking rental rates in the rest of the Valley.
Even today, in this current economic boom, average office rents are $1.48psf compared












Serra Center as an Office Location

Next, the appropriateness of not only an office zoning designation but in particular the
“Class A” Office Overlay zoning designation for this study site is reviewed. The answer
is provided in the case of the Irvine Company’s McCarthy Ranch office complex running
along the west side of I-880. In the CBRE data used in this report, these “office”
buildings are designated as R&D buildings due to the presence of lab space and R&D-
type loading dock configurations within a portion of the project rending it not true office
product.

Regardless of this distinction, this project, from every aspect is superior in type and in
location to that of Serra Center. The McCarthy Ranch project is, for all intents and
purposes, a Class-A office park. It has well-designed buildings in a well-landscaped
campus setting w excellent freeway visibility for tenant signage. It has easily accessible
surface parking and is adjacent neighboring retail and food services. Nevertheless, this
property has an overall 20.82% vacancy rate and an average asking rate of $1.50psf/mo
which is well below the average asking rate for Class-A space in Milpitas of $2.10 psf.
The asking rents in the available space in this project range from as low as $0.90psf/mo
to $1.50psf/mo.

Another Class-A office building, 1533 California Circle, has almost 27,000sf of rental
space on the market and they are asking $1.30psf.

During a time when cities such as Cupertino and Mountain View cannot build enough
new office space to accommodate the rapid growth of its existing tenants, this high-
quality office property is not able to attract users and its asking rental rates are
substantially below average both Milpitas Class A and Silicon Valley office rents. This
indicates that the users of the existing office space in Milpitas are smaller and local-to-
Milpitas tenants. In fact, Equity Office has an approved office project adjacent this
property with the rights to build 424,814 square feet in six, 5-story buildings, and has yet
to do so. In conversations with office brokers, Equity Office is not even marketing the
site indicating that they are not able to attract build-to-suit tenants.

Compared to McCarthy Ranch, the Serra Center site is vastly inferior. Serra Center has
no freeway visibility and although it is located on a busy arterial, it enjoys a fraction of
the visibility of the McCarthy Ranch property. Any Serra Center office development
would be an isolated office project with no other neighboring office users reinforcing the
notion that this was an office location. The quality of the surrounding retail services is
notably lower and less visually cohesive than McCarthy Ranch. In fact, the most
prominent retail neighbors are the gasoline station on the other side of Serra Way and the
adjacent Walgreens store. Additionally, the cost to build a Serra Center project would be
substantially higher than McCarthy Ranch as this site would require structured parking.
Finally, the rents Serra Center would be able to command would be significantly lower
than those of McCarthy Ranch due to its inferior location. Therefore, it would be



economically unfeasible to build this project on a speculative basis, and the owners are
unlikely to find a build-to-suit user (which the better located Equity Office project, with
its better financed owners cannot do), the lower rents that this property would command,
would not generate the returns necessary to obtain lender financing.
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E: CBRE For Sale and Absorption Reports

10



Appendix A:
Nova Biannual Workforce Index 2011/2012
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Appendix B:
CBRE Office Market Reports: 4Q2016-1Q2015

12





























































































Appendix C:
CBRE R&D Market Reports: 4Q2006-1Q2015
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Appendix D:
CBRE Available Class A Office space and Available Irvine Park (McCarthy Ranch)
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Appendix E:
CBRE For Sale and Absorption Reports
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1521 California Cir Current -0 ) . . $14.64/nnn - $1464/nnn
California Circle 2014 4Q 0 0 0.0% 50.0%| $14.64/nnn - $t4.ed/nnn
Milpitas, CA 95035 2014 3Q 0 0 0.0% 50.0%| $14.64/nnn - $t4aed/nnn
24,892 SF RBA 20142Q 0 0 0.0% 50.0% $14.64/nnn - $14.64/nnn
2014 1Q 0 0 0.0% 50.0%| $14.64/nnn - $14.684/nnn

20134Q 0 0 0.0% 50.0%| $14.84/nnn - $14.64/nnn

20133Q 0 0 00% 50.0% $14.84/nnn - $14.64/nnn

20132Q 0 0 0.0% 50.0%| $14.84/nnn - $14.84/nnn

2013 1Q 0 0 0.0% 50.0%| $11.40/nnn - $11.40/nnn

20124Q 0 X 0 0.0% 50.0%| $11.40/nnn . - S$11.40/nnn

20123Q 12,448  24,892| 500% 50.0% 100.0% 0 X 00% 50.0% S$11.40mnn  $10.80mnn  $11.20/nn

20122Q 12,446  24,892| 50.0% 50.0% 100.0% 12,448  24,892] 50.0% 50.0% 100.0%| $11.40/nnn  $10.80/An  $11.20/nnn

1533 California Cir Current 0 13488 50.0% 00% 50.0%| 13,488 0 13488] 50.0% 0.0% 50.0%| $14.64/nan - $14.84/nnn
California Circle 2014 4Q 0 13488 50.0% 0.0% 50.0%| 13488 0 13488 500% 0.0% 50.0% $14.64/nnn - $14.84/nnn
Milpitas, CA 95035 20143Q | 13,488 0 13488 50.0% 0.0% 50.0%| 13,488 0 13488 500% 0.0% 50.0% $14.64/nnn - $14.64/nnn
26,976 SF RBA 20142Q | 13,488 0 13488 50.0% 0.0% 50.0%| 13488 0 13488] 50.0% 00% 500% $14.64/nnn - $14.64/nnn
20141Q | 13,488 0 13488 50.0% 0.0% 50.0%| 13,488 0 13488 500% 00% 50.0%| $14.64/nnn - $14.64/innn

201340 | 13488 0 13488 50.0% 0.0% 50.0%| 13488 0 13488 500% 0.0% 50.0% $14.64/ann - $14.64/nnn

20133Q | 13488 0 13488 50.0% 0.0% 50.0%| 13,488 0 13488 500% 00% 50.0%| S$14.64/nnn - $14.64/nnn

201320 | 13,488 0 13,488| 50.0% 00% 50.0%| 13,488 0 13488 500% 00% 50.0%| S$14.64/nnn - $14.84/nn

201310 | 13,488 0 13488 50.0% 00% 50.0%| 13,488 0 13488 50.0% 00% 50.0%| $11.40/nnn - $11.40/mnn

201240 | 26,976 0 26976 100.0% 0.0% 100.0%| 26,976 0 26976 100.0% 00% 100.0%| $11.40/nnn - $11.40/mnn

20123Q | 26,976 0 26976 100.0% 0.0% 100.0%| 26,976 0  26976)° 100.0% 0.0% 100.0%| $11.40/nnn - $11.40/nnn

20122Q | 13,488 0 13488 50.0% 0.0% 50.0%| 13488 0 13488 50.0% 0.0% 50.0% $11.40/mnn - $11.40/nnn

774-880 E Capitol Ave Current 6,585 0 6,685 62.8% = 0.0% 62.8%. 6585 0 ‘6,585] 62.8% 0.0% 62.8%| .$25.20/nnn - $25.20/nnn
Bidg B 20144Q 6,585 0 6,585 62.8% 0.0% - 62.8% 6,585 0 6,585 62.8% 00% 62.8%| $25.20mnn - $2520/nnmn
Milpitas, CA 5035 2014 3Q 6,585 0 6585 62.8% 00% 62.8% 6,585 0 6,585  62.8% 0.0% 62.8% $25.200mn - $25.20/nmn
10,490 SF RBA 2014 2Q 6,585 0 6,585 62.8% 0.0% 62.8% 6,585 0 6,585| 62.8% 0.0% 62.8% $2520/nn - $2520/nnn
2014 1Q 6,585 0 6585 628% 0.0% 62.8% 6,585 0 6,585 62.8% 0.0% 62.8% $26.20/nnn - $2520/nnn

20134Q 6,585 0 6.585| 62.8% 0.0% 62.8% 6,585 0 6,585  62.8% 0.0% 62.8%| $25.20/nn - $25.20/nnn

20133Q 6,585 0 6,585| 62.8% = 0.0% 62.8% 6,585 0 6585 628% 0.0% 628% $25.20/nn - §25.20/nnn

20132Q 6,585 0 6,585 62.8% 0.0% 62.8% 6,585 0 6,585 62.8% 0.0% 62.8% $25.20/nnn - $2520/nnn

2013 1Q 6,585 0 6585 62.8% 0.0% 62.8% 6,585 0 6,585 62.8% 0.0% 62.8%| $25.20/nn - $25.20/nnn

20124Q 800 0 800] 7.6% 0.0% 7.6% 800 0 800 7.6% 0.0% 7.6% - - -

2012 3Q 800 0 800] 7.6% 00% 7.6% 800 0 800 7.6% 00% 7.6% - - -

20122Q 800 0 800] 76% 0.0% 7.6% 800 0 800} 7.6% 0.0% 7.6%| $39.00mnn - $39.00/nnn

33172015
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i‘f&ﬁ Bl
1551 McCarthyBlv 3475 7.1% 00% 7.1% 1,484 o szzzomg $22201mg
Milpitas, CA 95035 20144Q 1484 30% 00% 3.0% 1,484 0 $22.20/mg - $2220/mg
48,926 SF RBA 2014 3Q 3325 68% 00% 6.8% 3325 0 §22.20/mg - $2220/mg
2014 2Q of 00% 00% 00% 0 0 $18.42/mg - $i842mg
2014 1Q o 00% 00% 00% 0 0 $18.42/mg - $18.42/mg
20134Q 8,065 124% 00% 12.4% 6,065 0 $18.38/mg - $18.38/mg
20133Q 6,085 12.4% 0.0% 12.4% 2,701 0 $18.00/mg - $18.00/mg
20132Q 6,065 12.4% 00% 12.4% 6,085 0 $16.80/mg - $16.80/mg
20131Q 13,043| 285% 00% 285%| 13,943 0 $16.80/mg - $16.80/mg
20124Q 9404 19.4% 00% 19.4% 9,494 0 $16.80/mg - $16.80/mg
20123Q 9,494 19.4% 00% 19.4% 9,494 0 $18.67/mg - $1867/mg
20122Q 15503 21.9% 9.8% 31.7%| 10,721 4,782 \ . $1232mg  S$11.88/fs  $12.32/mg
1656 McCarthy Bivd Current 0 0 of 00% 00% 0.0% 0 0 0 0.0% 0.0% 0.0% - - s
Milpitas, CA 95035 2014 4Q 0 0 of 00% 00% 00% 0 0 of 00% 00% 00% - - -
80,060 SF RBA 2014 3Q 0 0 ol 00% 00% 00% 0 0 of o00% 00% 00% - - -
20142Q 0 0 of 00% 00% 00% 0 0 of 00% 00% 00% - - -
2014 1Q 0 0 of 00% 00% 00% 0 0 of 00% 00% 00% - - .-
2013 4Q 0 0 of 00% 00% 00% 0 0 o 00% 00% 00% - - -
2013 3Q 0 0 of 00% 00% 0.0% 0 0 of 00% 00% 0.0% - - -
20132Q 0 0 ol 00% 00% 0.0% 0 0 of 00% 00% 00% . - -
2013 1Q 0 0 of 00% 00% 00% 0 0 of 00% 00% 00% - - -
20124Q 0 0 ol 00% 00% 00% 0 0 of 00% 00% 00% - - -
20123Q 0 0 of 00% 00% 00% o 0 of 00% 00% 00% - - -
20122Q 0 0 of 00% 00% 00% 0 0 of o00% 00% 00% - - .
1900 McCarthy Blvd Current 2,751 0 2751 36% 0.0% 36% 2,751 0 2751 36% 00% 3.6%  $25.80fs - $25.80/fs
1800 Bldg 20144Q 2,754 4,123 6874 36% 54% 9.0% 2,751 4,123 6,874 36% 54% 00%  $2580fs  $1800fs  $21.12ffs
Milpitas, CA 95035 2014 3Q 5,088 9,951 15039 6.6% 13.0% 19.6% 2,751 9951 12702  36% 13.0% 166%|  $2340fs  $18.66/s $21.00/fs
76,616 SFRBA 20142Q 5068 9951 15008 6.6% 13.0% 19.6% 5,058 0051 15008  6.6% 130% 19.8%  S23doffs  $1932fs  $20.34ffs
2014 1Q 5058 11,092 16,150 66% 145% 21.1% 5,058 11092 16150, 6.6% 145% 21.1%| $2340fs  $18.89/fs $20.17/s
2013 4Q 5056 11,082  16150| 66% 145% 21.1% 5058 11,002 16,150, 6.6% 145% 21.1% §23.15fs  $1880/fs  $20.85ffs
20133Q | 12362 11,092 23454 16.1% 145% 306% 6408 11,092 17,5000  8.4% 145% 228%| $21.80fs  $188%/fs  $20.45fs
201320 | 29,742 0 29742 388% 00% 38.8%| 13578 o 13578 177% 00% 177%  s$21.00fs - $21.00s
20131Q| 20,953 0 20953 27.3% 00% 27.3% 20953 0 20953 273% 0.0% 27.3%  $21.004s - $21.00fs
20124Q | 20,953 0 20953 27.3% 00% 27.3%| 20953 0 20953 27.3% 00% 27.3%  $20.62ffs - $2082fs
20123Q | 26,551 0 26551 347% 00% 347%| 26551 0 26551 347% 00% 347%  $19.20fs - $19.20s
20122Q| 39,532 0 39532 516% 00% 51.6%| 28551 0 26551 347% 0.0% 347%  $19.20ffs - $19.20ff
3131/2016
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Leasing Activity Report
3/24/2015 to 03/31/2015

iy : i9s’ pirat sased Floc ‘TenantRep Brokers L A2 ‘
1551 McCarthy Bivd 48,926 SF 1,991 SF $22.20/mg(est) CBRE / (408) 453-7400 -
Ogk Creek Business Park 24,463 SF 03/25/2015 Office/DIRECT Christopher Shepherd, Nick Whitstone, Scott Prosser Move In
Milpitas
Offi 5
Milpitas, CA 95035 B e o4/24/201 208 -

Copyrighted report licensed to KCR Development - 660132,
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Serra Center

Retail Market Highlights

as of June 5, 2015

Prepared for 200 Serra Way LLC

c/o Gary Wong, ArcheSpace GWSC

Prepared By:

Wayne Okubo, CDP, CSM, CLS, CMD, CRX, CPM®
Okubo Real Estate
BRE #01019710

And

WesTerra Investments LLC
1563 Solano Ave #188
Berkeley, CA 94706

| DRAFT |



LVisperas
Draft


Retail Market Highlights

1. The City of Milpitas has a tremendous amount of prominent retail centers including the
Great Mall (1.4 million square feet), McCarthy Ranch (435,000 square feet), Milpitas
Town Center and Milpitas Square with 99 Ranch as its anchor. Additionally, it is
approximately 9 miles from regional shopping centers Santana Row in San Jose and
Valley Fair Mall in Santa Clara.

2. According to CoStar, the vacancy rate has been reduced from over 34% to just over 17%
during the last three years while increasing the inventory by 500,000 square feet. It
should be noted that these high vacancy levels are not sustainable by property owners
nor will they allow financial institutions to underwrite new projects.

3. Although there has been absorption of new retail space, there also is a large persistent
vacancy in older strip shopping centers, where despite offering very competitive rental
rates, tenants remain disinterested in them as stated in the DTZ Santa Clara County
Retail Report attached as Appendix A.

4. This report states that the retail market is being dictated by dual trends of consumer
frugality and by e-commerce which leads to the expansion of luxury chains and discount
chains while the mid-priced hard goods market is moving toward, and in many cases is
being replaced by, food concepts (groceries and restaurants) and service concepts.

5. Despite the fact that this is the strongest real estate market since the 2008 recession
across all property types, this trend is evident in three pending retail projects in Milpitas.
The 600 Barber Lane high-rise residential project that was to have included 149,000sf of
multi-story retail is currently listed as “off market”. The Pacific Mall Silicon Valley
project, which was to have converted a portion of the existing McCarthy Ranch retail
center into a 240-room hotel and 285,000sf of retail condominium space is also on hold.
And in the mixed-use residential/retail property recently sold by Integral Partners to
Lyon Communities, the amount of retail has been reduced from 75,000 to 57,000sf and
the stated use has been identified as a grocery store.

6. The rental rate over the last three (3) years has increased from $24 per square foot to
almost $28 per square foot. For the Serra Center project to be successful, it will need to
achieve retail rents of approximately $30 per square foot NNN.

7. Serra Center has excellent street visibility and access. [f retail is to be successful here, it
is recommended that the area be kept to about 10-15% of the overall square footage of
the project and that the center be designed primarily for food uses (60-70%) and the
remainder as convenience/service uses such as dry cleaners, beauty shops, mail service
centers with a lifestyle and convenience orientation.



Appendix A:

DTZ Retail Market Summary; Santa Clara County
First Quarter 2015















Appendix B:

Costar Retail Listing Information
as of March 31, 2015
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