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My name is Kim Burke. I am a Principal with Ernst & Young in the real estate advisory services group.  Thank you for inviting Ernst & Young, LLP (“E&Y”) to participate in this oversight hearing to allow us to share some of the findings from our analysis of the potential benefits of public-private partnership authority.  In February 2001, the U.S. General Accounting Office (“GAO”), on behalf of the GAO’s Physical Infrastructure (“PI”) team, selected E&Y, together with a subcontractor, Signet Partners, to evaluate and quantify the prospective benefits that might be obtained if public-private partnership authority were granted to the General Services Administration (“GSA”) and other agencies.  I served as the E&Y engagement manager for this project.  I have also served on similar projects for the Department of Defense  (“DoD”) and the GSA.

With GAO, E&Y and Signet Partners analyzed the following seven properties in conducting our study:  Federal Center South (Seattle, WA), 511 Building (Portland, OR), IRS Service Center (Andover, MD), L. Mendel Rivers Federal Building (Charleston, SC), VA Regional Office Building (Columbia, SC), Jacksonville Courthouse (Jacksonville, FL), and Federal Office Building (Minneapolis, MN).  For each of these properties, we estimated the likely impact on and return to the federal government of entering into public-private partnerships to replace, rehabilitate, improve, and/or redevelop the existing property.  In conducting this study, we used the following approach:

 

· Analyzed local real estate markets
· Interviewed local industry professionals, reviewed industry reports and GSA records

· Assessed market demand, absorption costs, new product pipeline, comparable rents, tenant finish costs, and construction costs

· Analyzed the properties’ viability as public-private partnerships

· Based on the project team’s experience, interviews with industry professionals and interviews with other government agencies with public-private partnership authority

· Assessed financial attractiveness, location, condition of the property, and the potential to serve private sector demand without guarantees from the public sector

 

· Analyzed the properties' economic feasibility as a public-private partnership

· Used a cash flow model constructed for each property

· Developed model assumptions using data gathered during the above analyses

 

I. Overview of Structure of Public-Private Partnerships for Real Property Management:

The U.S. Government is one of world’s largest property owners, with a real estate portfolio of almost 435,000 buildings and over half a billion acres of land.  Most of this real estate is under the control of 8 organizations:  the United States Department of Agriculture (“USDA”), DoD, Department of Energy, Department of Interior, Department of Veterans Affairs (“VA”), GSA, Tennessee Valley Authority (TVA), and United States Postal Service (“USPS”).  To maximize returns on buildings and facilities, federal agencies are increasingly looking to partner with the private sector.  These arrangements typically involve a government agency partnering with a private partner to renovate, construct, operate, maintain, and/or manage a facility or system, in whole or in part, that provides a public service.
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Public-private partnerships can take many forms.  One potential structure of a public-private partnership is:

II. Factors for Consideration of Potential Candidates for Public-Private Partnerships:

A.  Criteria:  Three central criteria can aid in evaluating a site for public-private partnership selection:

1.  Government facilities and funding needs (e.g., viability given the sites’ location and condition of the property)
2. Private sector investment potential (e.g., financial attractiveness)
3. Real estate market demand (e.g., potential to serve private sector demand without guarantees from the public sector).

B.  Budget:  In addition, because of the unique nature of the federal government’s budget requirements, additional considerations include for public private-partnerships include:

1. Whether the partnership would augment a current lack of federal funds available for repair and maintenance of the property

2. Whether legislation impacting a specific property would have pay-as-you-go implications.  For example, if the property is currently scheduled for sale/disposition in the GSA budget baseline, and legislation earmarks the property for partnership authority, any potential loss of receipts would trigger pay-as-you-go scoring to offset the lost revenues

3. Whether Office of Management and Budget (“OMB”) guidance during implementation would trigger budgetary scoring consequences.  For example, OMB requires that public-private partnership borrowings must be non-recourse to the government, and that leasing of these properties comply with OMB Circular A-11 capital/operating lease guidelines.

 

III. Benefits of Public-Private Partnerships for the Federal Government & Private Sector:

Public-private partnerships provide numerous benefits to both the federal government and the private sector.  Some of the benefits can include:

· Government:

· Utilizes captive value of real estate in desirable sites

· Uses underutilized building, which may be a net cost to GSA, to a higher potential

· Efficiently improves facilities for federal tenants without direct federal expenditure

· Satisfies federal space (and local office) demands, which could save on leasing expenses

· Potentially serves other federal agencies currently in leased space

· Saves current costs to GSA to maintain the property

· Avoids capital expenditures in a functionally inefficient building

· Creates financial return for the government 

· Protects public interest in and avoids disposition of historic properties

· Allows the federal government to benefit from private sector efficiencies.

· Private Sector:

· Unlocks value in previously unavailable real estate

· Creates return for the private sector 

· Accelerates local redevelopment efforts

· Stimulates job market

· Enhances private sector customer service potential.

 

IV. Private Sector Considerations for Determining Public-Private Partnership Viability:

As noted above, factors for determining the viability of a property for a public private partnership include:  

· Financial attractiveness – including the ability of the partnership to generate a sufficient return on investment 

· Length of time for returns – this impacts financial attractiveness and is dependent on the term of ground lease or term of partnership entity

· Risk level of the investment – this depends on current and future market demand for the location and/or space

· Viability for potential multiple uses given the sites’ location – which would enhance market demand for the site

· Condition and size of the property – this includes excess land on which additional buildings and uses could be created

· Potential to meet a private sector demand without guarantees from the public sector (e.g., the federal government does not guarantee financing or occupancy).  

When completing analyses for individual partnerships, the federal government should perform in-depth reviews and further market research to better assess the total project internal rate of return as well as the proceeds for both the private partner and the federal government.  In addition, it should assess the federal facilities demand and the non-federal market demand, as well as private sector investment potential, including the redevelopment strategy and master lease terms.

V. DoD and VA Enhanced-Use Lease Authority:

· Structure  

1. DoD:  The Department of Defense (DoD) owns over 284,000 buildings with over 1.8 billion square feet of space on over 23 million acres.  Recently, the DoD authority for enhanced-use leasing under Section 2667 of Title 10 was expanded to permit installation commanders to retain up to 50% of new cash proceeds and all of the in-kind consideration received for a broader range of activities, including environmental restoration, new construction, and acquisition.  This expanded authority extends to the entire installation.  

Leasing of property must promote the national defense or be in the public interest.  All lessees must provide consideration of not less than fair market value.  And, leases are limited to five years, unless the Secretary determines otherwise.  

2. VA:  The Department of Veterans Affairs, which has a much smaller real estate portfolio than DoD, has had this authority for nearly a decade, and has used it to convert unused or underused property into single room occupancy shelters, two co-generation plants, office structures, and research facilities.  

The VA enhanced-use lease must support the mission of the Department, and enhance the use of the property.  However, it can include both VA and non-VA uses.  The lease term may not exceed 75 years.  In lieu of cash, VA can receive facilities, services, and/or revenue as consideration.  The VA formula is simple – leverage the real estate value to minimize the need for federal dollars and encourage uses that are valued by the private sector as well as the government.  

· Different structures for public-private partnerships

DoD and VA enhanced-use leasing can take the form of a public-private partnership or a public-public partnership (e.g., DoD partnership with a local government agency).  However, it does not include the authority to enter into limited partnerships, joint ventures, or trusts.  The table below highlights some of the differences between the DoD, VA, and proposed legislation in HR 2710.

	 
	DoD Enhanced Leasing Authority - §2667 – as Revised by the FY 2001 Defense Authorization Act
	VA Enhanced-Use Leasing
	HR 2710 – Federal Asset Management Improvement Act of 2001

	Legislative Reference

 
	U.S. Code Title 10, §2667, as amended (December 2000)
	Title 38 §8161-8169, as amended (December 2000)
	Introduced August 1, 2001 by Mr. Sessions and Mr. Davis

	Real Estate – Conveyance/ Ground Lease Authority
	· Lease land/facilities for cash or in-kind consideration

· Permit use of land/facilities for in-kind consideration or cash

· Base commander retains control of land/property leased
	· Lease only
	· Lease land/facilities for cash or in-kind consideration

· Authority can be delegated by GSA to other agencies

 

	Federal Investment/ Partnerships
	· None, ground lease only 

 
	· None, ground lease only 

 

 
	· Lease, LLC, limited partnership interest, Corp, trust, other

· Nongovernmental partner holds majority interest in ownership and profits

	Federal Use of Cash Proceeds and Source of Funding
	· Proceeds deposited in Special Treasury Account, spending subject to appropriation

· Subject to appropriation, the Government may use at least 50 percent for authorized items such as facility maintenance and repair or environmental restoration; construction/acquisition; lease of facilities; operations support at the site

· Subject to appropriation, the remainder can be used at the base, or elsewhere within the service
	· 75 percent deposited in the nursing home revolving fund 

· 25 percent credited to the Medical care 

· Note:  VA has generally used in-kind consideration to date
	· Proceeds deposited into fund created by section 210(f) of Federal Property and Administrative Services Act or general Fund of Treasury, subject to appropriation

· Appropriations required to spend cash proceeds

	Lease Restrictions / Limits
	· Secretary has authority to grant lease terms as appropriate (terms generally limited to 5 years, except where service Secretary deems longer lease is in public interest)

 
	· Lease limited to 75 years

· Must be compatible with mission of the VA

 
	· Must enhance functional and economic efficiency of federal real property

· Submit business plan to Congress before agreement


 

· Evaluating Alternatives

Each potential public-private partnership, and the tool used to participate, needs to be carefully evaluated on a case-by-case basis in order to determine which option offers the best economic value and mission enhancement for the government.  

· Joint ventures where the government shares in a portion of the future project returns might be considered when: 

· A property is determined by the government to be undervalued under current market conditions – and the government could then share in the appreciation in value of the site, or

· A property is considered high-risk by the private sector, thus requiring a higher return by the private sector – and the government could share in the higher return.

· A ground-lease with in-kind consideration might be considered when:   

· The cash proceeds from a transaction are not available for retention by the agency,  or

· The partner in the transaction brings special expertise or services through in-kind consideration that is considered by the agency to have a high value or create additional project or mission enhancement. 

· Creation of a special purpose entity might be considered when:   

· Shared space or space in close proximity would result in sharing of knowledge, which would enhance the federal mission, share resources with a hospital for lab space.

VI. Factors for Public-Private Partnership for the L. Mendel Rivers Federal Building in Charleston, S.C.:

Of the seven properties analyzed in this study, the L. Mendel Rivers Federal Building represented the strongest market location.  The L. Mendel Rivers Federal Building is located in a prime and very desirable part of Charleston, in the heart of the Central Business District (CBD).  From a market point of view, this property is in an “A+” location for office and hotel use.  Currently, there is virtually no land available in the CBD for additional commercial development mainly due to its location on the peninsula.  Consequently, the demand for new and additional office and hotel space is high.  The surrounding neighborhood and existing neighboring land uses are attractive.  Furthermore, the building itself is currently closed and unoccupied due to damage on the building from the last major hurricane.  As a result, there are maintenance costs associated with holding the building in its damage condition.  Although the property is a very attractive and desirable site, the preliminary market feasibility and cash flow analysis showed a moderate/ mediocre return for the project under office and hotel space redevelopment scenario.  

 

VII. Considerations for GSA Use of Authority to Enter into Public-Private Partnerships:

There are a number of considerations that GSA will want to consider in using any new authority for public private partnerships.  Some of the considerations include:

· Consistent Program Implementation

· Ensuring consistent guidance is provided to the field offices and other agencies – this is particularly important in cases such as HR 2710, where the administrator can delegate the authority to other agencies

· Issuing guidelines to properly identify potential sites 

· Developing standardized partnership proposal evaluation processes

· Property-Specific Market Research 

· Taking time to perform market research to identify the best target use and potential users of the property 

· Performing a feasibility study to determine the highest and best use for each asset based on market conditions, site condition, and true expected development costs (including remediation and other land use costs)

· Compliance with Federal Requirements

· Determining if it is an historic property and thus subject to National Historic Property Act requirements

· Determining if remediation is needed on the site subject to National Environmental Protection Act requirements
· Conforming with OMB budget scoring rules and circulars

· Gauging, Attaining, and Monitoring of Private Sector Participation

· Attracting private partners through identification of properties that have high market appeal and sufficient return

· Ensuring that documentation and federal requirements are such that deals are eligible for private sector financing and securitization 

· Bundling properties with the same developer for potential economies of scale

· Actively educating, informing, and marketing real estate opportunities to potential partners

· Working with partners to ensure internal controls and protection of federal interests in transaction.

