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Metropolitan King County Council
Budget and Fiscal Management Committee

STAFF REPORT

	Agenda Item:
	8
	Name:
	Wendy K. Soo Hoo

	Proposed No.:
	2018-0048
	Date:
	February 28, 2018




SUBJECT

Proposed Ordinance 2018-0048 would authorize the Executive to convey a surplus property located at 1111 Fairview Ave N, Seattle, Washington to TRC Maritime Properties and Marina, LLC (TRC).  The property was originally purchased with bond proceeds in 1916 and the property has been leased by TRC since November 1984.

SUMMARY

Proposed Ordinance 2018-0048 would authorize the sale of 1111 Fairview Ave N to TRC for $5.6 million.  The property was purchased in 1916 with proceeds of the Harbor Bonds passed by King County voters to support the purchase of waterfront properties.  The property has never been used for any County purposes.  The property is a financial investment property and is encumbered by a long-term lease to TRC that extends through August 2032.

The Purchase and Sale Agreement was executed on September 28, 2017; with provisions for a 120-day Council approval period and a 60-day extension, the agreement would need to be acted on by the full Council by March 27, 2018.

Following Council staff and Legal Counsel review, Executive staff and the Prosecuting Attorney's Office were working with TRC on an amendment to make clarifications to better reflect the parties' intent.  

BACKGROUND 

The property located at 1111 Fairview Ave N in Seattle, Washington, was originally purchased in 1916 with proceeds of the Harbor Bonds passed by King County voters in 1910 to support the purchase of waterfront properties to be held in trust, for commercial maritime uses.  In 2006, King County voters approved a proposition that allowed King County to sell the Harbor Bond properties with the stipulation that the proceeds must be used to support King County capital purposes.[footnoteRef:1]  [1:  Proposition 1 (November 2006) and Ordinance 15570] 


The property is located in the South Lake Union Urban Center, includes both upland and submerged lands and is leased by TRC Maritime Properties and Marina, LLC (TRC).  The onsite improvements include a 50 slip marina, a surface parking lot that is available to the public for a fee and a two-story 13,394 square foot building, owned by TRC.  The property has been leased by TRC since November 1984 and the current lease extends until September 30, 2032.[footnoteRef:2]  TRC also has a lease from the Washington Department of Natural Resources for the portion of a marina structure that extends over state submerged land.  The property is currently being used as an office building and has never been used for a county purpose. [2:  The lease originated in 1984 between King County and Rusty Pelican Restaurants, Inc.  The lease was later assigned to South Lake Union Limited Partnership in 1990 and to TRC in 1997.  In 1997, the lease term was extended to August 30, 2032 by an amendment that was approved by the County Council (Ordinance 12886).] 


The property is categorized as a financial investment property.  King County Code (KCC) 4.56.075(A) states that "it is the ultimate objective of the county to dispose of this type of property.  Disposal should not occur until optimal market conditions exist for maximizing financial return to the county."  KCC 4.56.075(G) states that "a property shall be sold if analysis of its income producing potential and current market sales conditions demonstrates that a greater return to the public will be provided through sale of this property."  KCC 4.56.075(H) requires that the sale price for a financial investment property must not be less than the greater of the appraised value of the property or a price reflecting the income-producing potential of the property.  

ANALYSIS

Proposed Ordinance 2018-0048 would authorize the sale of 1111 Fairview Ave N to TRC for $5.6 million and the proceeds would accrue to the General Fund, though their use would be restricted to County capital purposes.  The property is approximately 95,700 square feet with about 49,400 square feet upland and 46,300 square feet submerged.  The Purchase and Sale Agreement was executed on September 28, 2017; with provisions for a 120-day Council approval period and a 60-day extension, the agreement would need to be acted on by the full Council by March 27, 2018. 

The Executive is proposing a direct negotiated sale due to unique circumstances that make it in the best interests of the public, which is allowed under KCC 4.56.100.  According to the Executive, unique circumstances exist because the property is subject to a long-term lease that limits both the valuation of the property for rental calculations and rental increases and will not expire until 2032.  Any purchaser other than the tenant would make the purchase of the property subject to the lease, which would reduce the value to the purchaser and, accordingly, the price such purchaser would be willing to pay for the property. Other requirements related to the sale of financial investment properties are shown in Table 1 below.

	Table 1.
Financial Investment Property Sale Requirements


	No.
	Requirement
	KCC Reference
	Outcome/Status

	1
	Proposal to dispose of financial investment property shall be based on appraisal within the past 12 months
	4.56.075(G)
	Appraisal was prepared by Kidder Matthews in July 2017.  Appraised value was determined to be $4.7M based on the rental income stream and projected value of the property when the lease terminates which would include a real discount rate of 8.5%.

	2
	Investment property shall be sold if analysis of income-producing potential and market conditions demonstrate greater return will be provided by sale
	4.56.075(G)
	To analyze the income-producing potential, FMD applied a lower discount rate reflecting the rate at which the county would borrow money and applying an inflation factor, which resulted in a real discount rate of 6.6% and yielded a value of $5.8M.

	3
	Property shall be sold to highest bidder in public auction or by sealed bid except when council determines direct negotiated sale is in the best interests of the public 
	4.56.076(H) and 4.56.100(A)
	The Executive is proposing a direct negotiated sale; the legislation includes a statement that the sale is in the best interest of the public, so approval of the legislation would constitute the council’s determination that the proposal is in the best interests of the public.

	4
	In no case shall an investment property be sold for less than its appraised value or a value that reflects the income producing analysis – whichever is higher.  

The appraisal must be completed within six months of the sale.
	4.56.075(H)
	The proposed sale price reflects the higher value of $5.8M minus $200K to reflect the value of an additional financial guaranty provided by TRC related to hazardous substances.  Contamination has been found on the property.

The appraisal was completed within six months of the date the agreement was executed (September 2017).  

	5
	Investment property considered for sale shall be evaluated by the Executive for suitability for transportation and a report transmitted to Council.
	4.56.075(I)
	FMD Financial Investment Property Sale Transportation Report[footnoteRef:3] was transmitted with Proposed Ordinance 2018-0048 (more details below) [3:  2018-RPT0012] 




Analysis of Income-Producing Potential

As summarized in Table 1 above, KCC 4.56.075 prohibits financial investment properties from being sold for less than its appraised value or a value that reflects the income producing potential of the property, whichever is higher.  The sale of 1111 Fairview Ave N would be the first disposition of a financial investment property – therefore, this is the first time a methodology for determining the property’s income-producing potential has been proposed. 

Kidder Mathews estimated the market value of the property based on the rental income stream and the value of the property when it would revert back to the County in 2032.  The valuation was based on the income generated by the long-term lease that currently encumbers the property – the lease extends until September 2032 and growth is limited to 9.75 percent over five years, which is keeping the rental income below market.  Using a discount rate of 8.5 percent to reflect the time value of money – i.e., the value of money in the future is less than the value of money today – the Kidder Mathews analysis yielded a market value of $4.8 million.  

Using the same rental income stream and the value of the property when it would revert back to the County in 2032, but a lower discount rate of 6.6 percent based on the County’s cost to borrow money and factoring in inflation, FMD’s analysis of the income-generating potential yielded a value of $5.8 million.  The sale price is being proposed at $5.6 million, because the parties negotiated a $200,000 reduction in the sale price in return for a financial guaranty with regard to contamination found anywhere on the property.

The Director of the Office of Performance, Strategy and Budget indicated that the methodology and discount rate used to determine the income-generating potential for the property was reasonable and appropriate.  Council staff also confirmed with the County’s Chief Economist that the discount rate FMD used was reasonable, though the Chief Economist indicated that it may be high.[footnoteRef:4]  (Note that a higher discount rate would yield a lower estimate of the income-generating potential.) [4:  King County's Comprehensive Financial Management Policies approved by Council in 2016 (Motion 14803) state that the Office of Economic and Financial Analysis (“OEFA”) shall update and publish the County's discount rates on a biennial basis and that the discount rates will be adopted by the Forecast Council.  Because the policy was not adopted until 2016, the Forecast Council has not adopted and OEFA has not published discount rates for the 2017-2018 biennium. Therefore at the time Executive staff negotiated this sale, no discount rate had been adopted by the Forecast Council and the rate used by Executive staff has been determined to be reasonable even though it may not comport with the discount rate that is expected to be adopted soon.] 


Report on Suitability for Transportation

In accordance with KCC 4.56.076(I), FMD transmitted a report containing its evaluation of suitability of the property for transportation uses.  The report states:

The property, 1111 Fairview Avenue North, is one of the “Harbor Bond” properties purchased by King County in 1916, and is located on the southeastern shores of Lake Union. This location is currently served by multiple modes of transportation including King County Metro, the South Lake Union Trolley and the Cheshiahud Lake Union Loop. This property is zoned C2-40 and is located in the Urban Commercial Shoreline Environment Overlay, subject to the Shoreline Master Program. This property is not suitable for transportation purposes due to zoning requirements set out in the City of Seattle land use regulations. This property is also not suitable for transportation purposes due to the existing transportation infrastructure currently serving the area.

According to FMD, the Shoreline Master Plan limits uses to water-related uses or uses in combination with water-dependent uses except in limited situations that would not conflict with or limit water-dependent uses or on sites where no direct access to the shore exists.  Metro Transit considered uses for the property, but decided that bus-related uses would not be feasible due to the zoning and because the property would not be available until at least 2032.

Suitability for Affordable Housing

Given that the property is zoned C2-40 and is located in the Urban Commercial Shoreline Environment Overlay, FMD determined the property would be unsuitable for affordable housing.

Additional Provisions Contained in the Purchase and Sale Agreement

The Purchase and Sale Agreement is based on the County’s template agreement.  Two additional substantive provisions that are beneficial to the County are included.  

The first is a “clawback” provision.[footnoteRef:5]  As noted previously, the property is currently encumbered by a long-term lease that extends through August 2032 and restricts growth in rental rates to 9.75 percent over five years.  When the sale to TRC (the lessee and the buyer) is executed, the property will no longer be encumbered by the lease, so the value of the property will increase.  In the event that TRC were to convey or sell the property within four years of execution of the sale, the Purchase and Sale Agreement includes a term that would require a portion of the “Net Profit” to be paid to the County.  If conveyed or sold within: [5:  Section 3.2.4 of the Purchase and Sale Agreement] 


· One year – the County would receive 40 percent;
· Two years – the County would receive 30 percent;
· Three years – the County would receive 20 percent; and
· Four years – the County would receive 10 percent.

[bookmark: _GoBack]“Net Profit” is defined as the sale proceeds and all other sums received by the TRC from the Conveyance, less reasonable closing costs and the purchase price paid to the County.  This provision would apply to all “transfer, conveyance, sale, disposition, condemnation, assignment, encumbrance, mortgage, pledge or grant” of the property and “shall include a lease for all or substantial part of the Property” with some exceptions – most notably, the provision would not apply either to leases of less than 10 years or leases with a duration shorter than 10 years, but with options to extend beyond 10 years.

In addition, the Purchase and Sale Agreement includes additional requirements related to indemnification.  The County’s template agreement requires buyers to indemnify, defend and hold the County harmless from all losses and liability relating to release of hazardous substances.  The proposed Purchase and Sale Agreement would also require TRC to deliver a “Guaranty” from an affiliate with evidence demonstrating that the affiliate has a net worth of at least $500,000 for claims arising from the presence of hazardous materials.  The intent of the parties in including this language was to provide an additional guarantee in the event TRC did not perform under the indemnification requirements.  The Guaranty would be for 10 years unless TRC conveys the property and arranges for a substitute Guaranty with a different entity before the 10-year period ends or unless the property is condemned.  

In reviewing the Purchase and Sale Agreement, the Council’s Legal Counsel identified potential clarifications to these terms to better reflect the parties’ intent, including addressing the potential for TRC to lease the property for less than 10 years but with options extending beyond 10 years, as well as clarifying the role of the Guaranty as an additional benefit to the County and not a limitation of the Buyer’s indemnification obligation.  FMD is working with TRC on an amendment making these clarifications.

TIMING

The Purchase and Sale Agreement was executed on September 28, 2017; with provisions for a 120-day Council approval period and a 60-day extension, the agreement would need to be acted on by the full Council by March 27, 2018.  

Note that Executive staff have requested that the Budget and Fiscal Committee consider taking action at its February 28, 2018 meeting and expediting to full Council on March 5th. 

AMENDMENT

At the time of the staff report production, County staff were working with TRC on an amendment – however, the amendment was not finalized in time to be included. 

ATTACHMENTS

1. Proposed Ordinance 2018-0018 (and its attachments)
2. Transmittal Letter
3. Fiscal Note
4. Property Summary

INVITED

1. Tony Wright, Director, Facilities Management Division
2. Robert Stier, Special Projects Manager, Facilities Management Division
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