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REVISED STAFF REPORT
As reported out of the Budget and Fiscal Management Committee
Proposed Ordinance 2012-0208 authorizing the Executive to enter into a lease for DDES on Snoqualmie Ridge and Proposed Substitute Ordinance 2012-0209.2 approving a supplemental appropriation to effectuate the lease agreement passed out of committee with “Do Pass Expedite Consent” recommendations.  The supplemental ordinance was amended in committee to correct the amounts needed.  The supplemental provides funding for the county’s share of tenant improvements, furnishings and equipment, move costs, data network connections and project management.
SUBJECT:  

Two ORDINANCES related to the relocation of Department of Development and Environmental Services (DDES) offices from the Black River Building in Renton to the City of Snoqualmie in eastern King County.  
SUMMARY:
This is the first hearing for the proposed lease and supplemental appropriation.  The Executive has transmitted the following for consideration:
1. Proposed Ordinance 2012-0208 would approve a new lease for DDES in Snoqualmie in eastern King County.
2. Proposed Ordinance 2012-0209 would approve a supplemental appropriation of $1,269,442 to effectuate the move.  (An amended amount of $1,027,252 has been requested by the Executive, which will be included in amendments for consideration by the committee.)
According to the transmittal letter, the new lease space is intended to better accommodate the service delivery area for the DDES customer base.  DDES has been downsizing in response to a reduction in development and permitting services and the service area has diminished due to annexations, incorporations and changing market conditions.  
The lease is proposed as a ten year lease term, with two extension options of five years each, resulting in a possible twenty year term.  
BACKGROUND:

As provided for in K.C.C. 4.04.040, the council must approve leases that extend beyond the end of a fiscal year unless (1) the entire term of the lease is included in a capital appropriation ordinance, (2) the lease contains a cancellation clause allowing unilateral termination by the county or (3) the lease is approved by ordinance.  

K.C.C 4.04 also stipulates that a lease that extends longer than a cumulative two year period requires council approval by ordinance.  This requirement ensures transparency regarding short term leases that could become multi-year leases through the process of using renewal clauses to extend lease periods.  

Council oversight for long term leases is intended to ensure that costs are controlled and reviewed regularly and that the leased space is consistent with the county’s asset management plan.  The County has acknowledged that owning is usually more economical in the long term and attempts to maintain a balance between leased and owned space that is cost effective and efficient for the county.  
DDES has been located in the Black River Building for the past fifteen years.  The proposed move is in keeping with the efficiencies and consolidation policies outlined in the Real Property Asset Management Plan adopted by the Council in August, 2011.  
ANALYSIS:
To comply with KCC 4.04.040, that stipulates that a lease extending longer than a cumulative two year period requires council approval by ordinance, the Executive is proposing the approval of a long-term lease for DDES.  Approval of Proposed Ordinance 2012-0208 by the Council will meet the code requirement.  It should be noted that the proposal authorizes the Executive to negotiate the final lease substantially in the form attached to the ordinance, Attachment A to the ordinance.  
Lease Terms

The proposed lease is for 21,430 rentable square feet of commercial office space located on the second floor of the Kendall Lake Building on Snoqualmie Ridge at 35030 SE Douglas Street.  The lease term is for ten years, with two five year options to extend.  
1. Dates:  A commencement date is not specifically stated, but is defined in Exhibit A, Definitions, as the earlier of (1) the date of substantial completion of the tenant improvements (usually designated by a certificate of occupancy), (2) the date tenant commences business operations in the premises, or (3) the date substantial completion of the tenant improvements would have occurred but for tenant delay.  However; this is conditioned that the date will not be earlier than the delivery date specified in the basic terms unless the tenant commences business operations in the premises before the delivery date.  This determination appears to be reasonable to accommodate the tenant improvements agreed to by the landlord.
According to the definitions section of the agreement, the effective date means the date the last party signs the lease following the approval by the King County Council.  The termination date is effective on the date the landlord specifies in its termination notice to the tenant. 
2. Tenant Improvements:  This analysis has revealed that a design agreement, Attachment 8, was entered into between the County and the landlord.  This agreement, dated February 17, 2012, allows the parties to proceed – in advance of the lease – with design of the tenant improvements for the property.  The design is to be approved by the County and the cost is not to exceed $65,000.  According to the Project Cost Estimate Summary, Attachment 9, $56,790 is estimated for design.  Should the Council not approve the proposed lease and supplemental appropriation, the County will still be obligated to cover design costs that have accrued up to $65,000.  
According to the Facilities Management Division (FMD), the leased space will be designed to initially house between ninety and one hundred employees.  The current FMD estimate is for 106 current employees – 99.00 FTEs and 7.00 TLTs.  
The landlord has agreed to provide approximately $1.2 million in architectural design and tenant improvements which will be discussed in the finance section of this report.

3. Contraction Option:  The lease provides that the space may be downsized to house the anticipated future requirement for DDES employees to decrease to approximately 70 employees.  The lease (in section 1.4) allows for the space to be downsized by up to 5,229 rentable square feet.  Exhibit C to the lease shows the floor plan and clearly delineates the contraction area.  This option may be exercised between the end of the second and fifth lease years.  The fiscal note assumes this downsizing to occur in 2014.
4. Parking:  The lease approves the use of four unreserved parking stalls per 1,000 square feet – approximately 84 tenant stalls.  Employees will be allowed to park only in these spaces.  Exhibit G shows the parking plan for the site.  
5. Negotiated First Year Costs:  The lease reflects successful negotiations by FMD that for the first year, rent will be discounted by 50%.  This is reflected in a cost of $7.25 per rentable square foot (rsf).  That cost escalates in year two to $14.42 per rsf.  Each year thereafter, square footage costs escalate at about 3% per year.
Legal Review

As a reminder, per K.C.C. 4.56.186, it is the responsibility of the Executive to negotiate leases for the County.  The lease is subject to approval by ordinance pursuant to K.C.C. 4.04.040.B5.  The proposed lease was negotiated by Real Estate Services and has been reviewed by the Prosecuting Attorney’s Office and the Council’s legal counsel.  
The proposed lease appears to balance the benefits and obligations of the parties in an equitable manner.  The county benefits from a $1.2 million capital contribution by the landlord, as well as discounted rent for the first year and an attractive rental rate thereafter.  The landlord also agreed to provide the county with the ability to reduce the size of the premises after the second year and prior to the sixth year of the lease, which will allow the county to realize cost savings relating to the leased space as the DDES workforce contracts in the years to come.  The initial lease term is 10 years, with the landlord granting the county the ability to extend the lease in two, five year increments thereafter.  Some of the operating covenants in the lease, while commercially reasonable, provide the county less recourse than some other county leases.  For example, rather than resorting to self-help in the event of a default by landlord, the county would need to obtain a court order to enforce its rights if the landlord failed to maintain the building or provide certain services.  
Financial Assumptions

The legislation was accompanied by two fiscal notes:  one dealing with long term operating assumptions and another with immediate capital assumptions associated with the new space.  On balance, the financial incentives offered to the county by the landlord appear to offset the less generous operating covenants in the lease.  
Capital Assumptions
According to the Project Cost Estimate Summary, Attachment 9, the total cost of the project is estimated to be $2,329,638.  Of that amount, the landlord will be responsible for $1,152,386.  These costs are the landlord’s portion of construction, design, and sales taxes for the build out of tenant improvements.  

The County’s capital costs for the proposed occupation of the new site are estimated as shown below:

Table 1.  Capital Costs

	Capital Costs
	Amount

	Furnishings and Equipment
	$   605,938

	County portion of Tenant Improvements
	290,061

	Connection to the County Data Network (I-Net)
	91,000

	Project Management/Oversight Costs
	43,549

	Moving Expenses
	59,500

	Contingencies (assumed at 8% of total)
	87,204

	Less funding in near term move project
	(150,000)

	Total County Cost
	$1,027,252


1. General Fund Loan:  In anticipation of the DDES move and possible approval by the Council, the Executive Finance Committee (EFC) approved a loan for DDES on in April 25, 2012.  The EFC authorized a loan to DDES from the General Fund.  Attachment 10 is a copy of pages relating to the loan from the minutes for the April meeting.  The minutes state that “The committee unanimously approved the $1,080,000 interfund loan request from the DDES to fund leasehold improvements.  The loan was approved through December 31, 2015 and will be repaid by DDES from permit fees and rental cost savings.”  The loan should help DDES maintain cash flow.
The fiscal note principal repayment of the loan to DDES is calculated for three years (2013, 2014, and 2015) at approximately $360,000 per year.  
2. General Fund Support for the Capital Project:  The proposal would transfer $190,416 in General Fund dollars for the CIP project.  According to the Budget Office (PSB), the General Fund pays approximately 15% of DDES total operating expenditures.  (Nearly all of the general fund revenue for DDES is spent on code compliance – obligatory responsibilities cited by County Code.)
Because this move and tenant improvement costs are benefitting the entire department, PSB applied the same 15% cost-sharing with the General Fund.  Mathematically, $190,416 is 15% of $1,269,442.  As a result, the GF is transferring $190,416 to the CIP project that includes move and tenant improvements costs.  Both FMD and PSB wished to capitalize the cost to manage the tenant improvements.  Due to the transmittal of incorrect documents showing incorrect amounts, the General Fund support should be $154,088 and will be corrected in striking and title amendments.
3. Move Costs:  The Project Cost Estimate Summary assumes approximately $60,000 in move costs or about $600 per employee.  This amount is intended to cover costs per FTE and for moving of filing cabinets and storage items, as well as the rental of crates and dollies.  
Operational Assumptions

DDES operational costs described in the fiscal note show “savings” between current costs and new lease costs of $137,540 in the first year and about $360,000 in out years.  (The revised fiscal note increases these assumptions to $155,689 and $481,047 respectively.)  By moving to the new location, DDES will avoid FMD operations and maintenance (O & M), Major Maintenance Reserve Fund (MMRF) costs, and General Fund occupancy costs.  New O & M at the leased facility are calculated at a lesser value.  
Net Present Value Analysis:  The PSB conducted a Net Present Value Analysis for this project.  PSB concluded that the net fiscal effect is positive for the County over the next ten years, which is the proposed term for the lease.  Further savings are estimated to accrue beyond year ten.  This determination is based on the benefit to DDES
, combined with the reduced sale value of Black River building
.  This analysis assumes that if a substitute tenant cannot be identified prior to the sale of the building, the sale proceeds will be reduced by value of $2,782,500.  The result of the analysis is that the move results in an overall benefit of $963,778 for the County over the initial lease period.
Fiscal Note Discrepancy:  Project cost estimates assume an amount of $1,027,252.  Unfortunately, the transmitted legislation requests a higher amount of $1,269,442 that is related to an earlier version of the proposal.  Executive staff has confirmed that the correct amount should be the lesser amount and has provided revised fiscal notes, Attachment 7, reflecting the corrected information.  Further, the General Fund transfer amount proposed is incorrect to support the project and will be adjusted to $154,088.  As a result, amendments will be prepared to reflect the correct amounts.
Space Planning

The 2011 Real Estate Asset Management Plan adopted a new policy that the county will dispose of its underutilized and nonperforming assets in a timely manner, reducing lost opportunity costs and maximizing benefit.  Further, another new policy stated that relocations, both within county-owned space or to or from leased space, will strive to be at a minimum, cost neutral.  The management plan adopted “near term” space consolidations and future assumptions – one of which was that DDES would downsize and another that the Black River Building would be reviewed for either possible sale or sale/leaseback opportunities.  No decision has been reached at this time for the Black River Building.  However, the NPV analysis does assume that the move from the building would decrease the value.  
AMENDMENTS

The transmitted materials regarding the supplemental appropriation were for a previous version of the request.  Striking and title amendments have been prepared to amend Proposed Ordinance 2012-0209, correcting the appropriation amounts needed to effectuate the move of DDES from the Black River Building to Snoqualmie Ridge.  No amendments are needed for Proposed Ordinance 2012-0208 approving the lease.
REASONABLENESS:

The new lease space for DDES will better accommodate DDES business model goals for better service delivery and will meet the long term goal of providing services to the unincorporated area of the county.  The DDES relocation will also carry out the assumptions of the Asset Management Plan.
� This amount is based on the costs of staying in their present location vs. renting – a cost difference of $3.746,378


�The Black River Building value is reduced because the DDES relocation creates vacant space in the building assumed at a loss of $2,782,500.
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