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Introduction

Our work over the years has shown that, in general, buying a building costs
less than entering into a long-term lease.

We have also found that the General Services Administration (GSA) typically
lacks the budget authority from the Federal Buildings Fund (FBF) to purchase
buildings outright’ and, according to GSA officials, must resort to leasing to
fulfill the federal government’s space requirements.

Including a purchase option as part of a lease may reduce costs and provides
a future option to own the building.

Acquiring a building by exercising a purchase option may be a lower cost
alternative to making ongoing rent payments, particularly rent payments over
a long time period.

"The FBF, administered by GSA, is the primary means used to finance the capital and operating costs associated
with federal space. Congress exercises control over the FBF through the appropriations process that sets annual
limits—called obligational authority—on how much of the fund can be obligated for various activities, such as rental
of space and construction and acquisition of buildings. See GAO-12-646.
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Introduction

* The decision to lease or purchase a building is influenced by the budget
scorekeeping process, among other factors, which determines the amount
that GSA must obligate when it enters into a lease.

« Scorekeeping rules are established by the Office of Management and
Budget (OMB), the Congressional Budget Office (CBO), and the Senate
and House Budget Committees.

« Budget Committees and CBO apply the rules to estimate the costs
associated with proposed legislation. OMB uses the rules to determine
amounts to be recognized in the annual federal budget when an agency
signs a contract or enters into a lease.

* |Inthe early 1990s, scorekeeping rules on how GSA budgets for capital
acquisitions, such as leased building space, were adopted. In particular,
these new rules affected the treatment of discounted purchase options,
which give the government an option to purchase a leased building for a
price that is, at the time the lease is signed, lower than the building’s
expected future fair market value.
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Objectives

You asked us to provide information on budget scorekeeping rules
and the potential costs and benefits of entering into leases with
purchase options. The objectives of our review were to describe

(1) the adoption of budget scorekeeping rules in the early
1990s, and the effects of these rules on the use of leases
with purchase options;

(2) the extent GSA has been able to capture any financial
benefits from exercising purchase options; and

(3) selected stakeholder views on the use of lease purchase
options, including potential advantages and disadvantages.

Page 5





GAO

Scope and Methodology

« To address these areas, we reviewed OMB guidance that described scorekeeping rules.

«  We reviewed congressional testimony presented by us, CBO, and OMB on public buildings and budget
issues that arose after the rules were adopted (1993-1994).

«  We identified 17 examples of GSA leases from 1992 to 2014 that included purchase options and described
their characteristics, including any financial benefits of including a purchase option where the purchase
price was less than the appraised, assessed, or estimated value of the building.

» These financial benefits only reflect the difference between a purchase made by exercising a lease
purchase option and a purchase made without such an option; they do not incorporate other costs

and benefits such as rent paid under the lease leading up to when the purchase option was
exercised.

. We also interviewed officials from OMB and CBO, as well as stakeholders, such as GSA officials—including
officials from all 11 GSA regions, lessors, and industry association representatives. We selected lessors
based on their involvement in one of the 17 leases that included a purchase option we identified, or their
involvement in high-value leases with GSA.2 Our interviews were conducted for the following purposes:

* To understand the impacts of the scorekeeping rules.

« To describe the extent to which purchase options have been included in GSA leases, any financial
benefits GSA has captured through such mechanisms, and stakeholder views on the advantages and
disadvantages of including purchase options in leases.

2L essor involvement with a high-value lease was used as a selection factor because it was an indication that the lessor had experience
with large, complicated GSA leases. To identify these lessors we used data from a prior GAO engagement. See GAO-13-744. The views
we gathered from these lessors are not necessarily representative of all lessors who enter into leases with GSA.
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Background: Purchase Options

Purchase options give an agency the choice to buy the building,
typically at the end of the lease term. The purchase price can be
determined in one of two ways:

+ fixed-price which is determined when the lease is signed and

stays in effect until a future date when the option can be
exercised; or

* through an appraisal process conducted at the time the
option can be exercised.

Leases with purchase options can be categorized under budget
scoring rules as a “lease-purchase” if, at the time the lease is
signed, the option to purchase is at a discount compared to its
expected future fair market value, or as an “operating lease” if
the option to purchase is at or above the expected future fair
market value.
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Background: Overview of GSA Scoring
and Acquisition Alternatives

According to current scoring rules, when GSA enters into a contract for a
lease, the budget authority and outlays® may be “scored” as follows:

» Lease-purchases and Capital Leases: budget authority is scored in
the year in which the budget authority is first made available in the
amount of the estimated net present value of the government’s
total estimated legal obligations over the life of the contract.

Operating Leases:* budget authority is scored in the year in which

the budget authority is first made available. The amount scored will
include the estimated total payments expected to arise for the first

fiscal year.

Purchases: bud%et authority is scored in the year in which the
authority to purchase is first made available for the total amount of
the asset (whether the asset is existing or is to be manufactured or
constructed).

3Budget authority is authority provided by federal law to enter into financial obligations that will result in immediate or future outlays involving federal government
funds. Budget outlays are the issuance of checks, disbursement of cash, or electronic transfer of funds made to liquidate a federal obligation.

4A number of OMB-defined criteria are used to distinguish an operating lease from a lease-purchase and a capital lease. For example, under an operating lease the
present value of the minimum lease payments over the life of the lease should not exceed 90 percent of the fair market value of the asset at the inception of the lease.
For a list of the five other criteria used to define an operating lease, see OMB Circular A-11. App. B.
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Background: Scorekeeping Rules

* In the early 1990s, the adoption of scoring rules affected the
way lease-purchases, including leases with discounted
purchase options, were treated.

* Prior to these rules, agencies that had negotiated a lease
with a discounted purchase option were only required to
record the lease payments (plus any cancellation costs) on
an annual basis for budgeting purposes.

 Following the adoption of these rules, agencies that signed
a lease with a discounted purchase option were required to
assume the option would be exercised and obligate funds
for the full estimated costs of the building, including
aggregated rent costs and the purchase price.
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership

« According to testimony from CBO, GAO, and OMB in the early
1990s, scoring rules were adopted to ensure the full costs of
lease-purchases were recorded in the budget at the time the
decision to acquire the building was made.

« Officials further testified that the scoring rules made the
comparison of acquisition alternatives more equitable and
allowed Congress and GSA to more clearly identify and
evaluate the most cost effective ownership option.
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership, cont’d

« Adoption of the scoring rules affected the treatment of buildings
acquired through lease-purchases—including leases with a
discounted purchase option—rather than constructing or
purchasing a building outright.

* We have reported that constructing a building upfront is almost
always more cost effective than entering into a lease-purchase.>

« Lease-purchases are more expensive, in part, because they are
financed through private sector borrowing which costs more
compared to the Treasury’s cost of funds to purchase or
construct a building up front.

SGAO, General Services Administration: Comparison of Space Acquisition Alternatives - Leasing to
Lease-Purchase and Leasing to Construction, GAO/GGD-99-49R (Washington, D.C.: March 1999).
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Objective 1: Scoring Rules Resulted in GSA
Eliminating Use of Discounted Purchase Options

 GAO and others agree that adopting scoring rules effectively
eliminated the use of lease-purchases.

* In a 1994 hearing before the House of Representatives,
Committee on Government Operations, we testified that the
budget scoring rules helped correct the bias toward using
lease-purchases. CBO also testified at this hearing that
federal agencies ceased to enter into lease-purchases
following the adoption of the new rules.

 GSA headquarters officials we interviewed stated that, as a
result of scoring rules, the agency has not entered into any
leases with a discounted purchase option since the early-to-
mid 1990s.°

60fficials also noted that reductions in budget authority and initiatives such as 2013 Freeze the Footprint initiative
have also played a key role in determining how GSA acquires office space.

Page 12





GAO

Objective 1: Scoring Rules Resulted in GSA Using
Purchase Options Less Often

Scoring rules did not alter the way non-discounted purchase options
were treated under budget scoring rules. However, GSA officials,
lessors, and industry stakeholders we spoke with stated that there has
been a reduction in leases that included a non-discounted purchase
option.

Officials from 6 out of 11 GSA regions who offered an opinion stated
that GSA was less likely to include purchase options as part of leases
as a result of the scoring rules.

« Officials from several GSA regions noted that the scoring rules

send a signal that all purchase options are under intensi%ied
scrutiny.

« GSAregional officials also expressed confusion about how the
scoring rules are applied and, in a few cases, mistakenly believed
the rules prevented the use of purchase options.
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Objective 1: Scoring Rules Resulted in GSA Using
Purchase Options Less Often, cont’d

* As we noted, the intended effect of adopting scoring rules was to level the
playing field between ownership options, i.e., lease-purchases and upfront
purchase and construction.

 However, we and others have pointed out that correcting the bias toward
lease-purchases in the scoring rules had the unintended effect of creating a
greater incentive to use operating leases. Specifically, scoring rules only
require GSA to recognize the annual costs of operating leases, not the total
costs as is required for scoring lease-purchases, construction, and outright
purchases.

« We previously offered a possible remedy, which would score operating leases
that are used for long-term needs similarly to ownership options.’

"GAO, Budget Issues: Budget Scorekeeping for Acquisition of Federal Buildings, GAO/T-AIMD-94-189 (Washington, D.C.:
September 1994).
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Objective 2: GSA Rarely Includes Purchase Options in
Leases

* According to GSA officials, it is challenging to identify the number
of historical leases that included purchase options because GSA
databases only began to collect this information within the past
few years. Officials also told us they seldom use purchase
options, especially discounted purchase options.

« Through our interviews with GSA, lessors, and industry
stakeholders, we were able to identify 17 leases from 1992 to
2014 that included a purchase option.8 (See Enclosure |l for a
summary of these leases and Enclosure Il for specific
details on each lease).

* According to GSA data, GSA entered into approximately 18,600
leases during this same time period (1992 to 2014).

8As a result of staff turnover and challenges with historical documentation, officials were only able to identify leases
with purchase options after 1992.
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Objective 2: GSA Rarely Includes Purchase Options in
Leases, cont’d

 Compared to other GSA assets, most of the 17 leases with
purchase options we identified are for relatively large spaces with
high rents.

« Of the 17 leases, 15 were for leases over 100,000 square feet
and 12 out of those 15 were for leases over 250,000 square
feet.

« Out of 17 leases, 15 had annual rents over $1,000,000.
« All 17 leases were for longer than 10 years.
 Out of the 17 leases, 12 included a fixed-price purchase option, 3

included an appraisal process for determining the purchase option
price, and 2 included some combination of those two approaches.
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Objective 2: GSA Has Realized Financial Benefits
from Use of Purchase Options in Some Instances

 We identified 3 leases which included a purchase option that was exercised at below
fair market value.

» According to OMB officials, the purchase option for one of the leases was
considered to be “discounted” for budget scoring purposes because, at the time
the lease was signed, the $1 purchase price was expected to be lower than the
building’s future fair market value.

 The other 2 leases were not considered to include discounted purchase options
because, at the time the leases were signed, the purchase prices were not
expected to be lower than the future fair market values.

« GSA exercised the purchase option for these leases, resulting in almost $80 million in
financial benefits relative to what the government would have paid to purchase the
buildings at fair market value.

« Afull accounting of acquisition costs would include the costs incurred and benefits
received over the long term, including the life of the lease. For example, prior to
exercising these purchase options GSA paid rent, operating costs, and other
expenses.

Page 17





GAO

Objective 2: GSA Has Realized Financial Benefits from Use
of Purchase Options in Some Instances, cont’d

Figure 1: Examples of Buildings GSA Acquired through Exercising Purchase Options at Prices
Below Market Value

Columbia Plaza USDA Center 985 Michigan Avenue, Detroit, Ml
(2401 E Street NW, Washington, DC) (4700 River Road, Riverdale, MD)
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Purchase option: Purchase option: Purchase option:

GSA exercised a purchase option GSA exercised a purchase option for $31 million when GSA exercised a discounted purchase option for $1
for $100 million when the property  the property was valued at approximately $45 million, when the property was valued at $14.5 million,

was valued at approximately $150  resulting in $14 million in financial benefits. resulting in $14.5 million in financial benefits.

million, resulting in $50 million in
financial benefits.

Source: GAO and General Service Administration. | GAO-16-536R

Note: A full accounting of the acquisition costs of purchase options would include the costs incurred, such as rent paid, and the benefits received over the long term.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA

According to stakeholders—including GSA regional officials, lessors,
and industry association representatives—we spoke with, including
purchase options in leases was generally favorable for GSA.

« QOut of 23 stakeholders, 13 stated that including a purchase option

In a lease was a way to ensure GSA maintained a unique property
that meets specific tenant needs. For example, officials from
several GSA regions said that in cases when funding is not
available to purchase a building, but the building has specialized
equipment or is designed specifically to meet the needs of a
particular tenant agency, it makes sense to include a purchase
option so that GSA retains the right to potentially take ownership of
a unigue asset.

Out of 23 stakeholders, 12 viewed purchase olgtions as a way for
GSA to take advantage of market conditions. For example, several
lessors noted the opportunities for GSA to capture value under
some circumstances, including choosing to exercise the option
when the market is at a high point.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders cited the possibility of increased rent as a
concern for GSA when including purchase options in leases.

« Out of 23 stakeholders, 12 noted that lessors could
demand higher rent as a concession for including a
purchase option.

* However, no one we spoke with could identify how much of
a rent premium lessors might demand in exchange for
offering a purchase option.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several ways in which purchase
options were less preferable to lessors.

« QOut of 23 stakeholders, 12 stated that purchase options
present the possibility for lessors to lose annual cash flow
from ongoing rent payments.

* For example, several stakeholders noted that one of the
main reasons lessors wanted to own GSA-leased spaces
was because of the consistent rent payments and how
valuable this income stream became, especially once the
lessor retired any debt it used to finance its purchase of the
building.

 |n addition, lessors may face penalties if they repay lenders
(from building sale proceeds) earlier than planned.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« QOut of 23 stakeholders, 12 stated that purchase options
increased the level of risk and uncertainty for lessors.

* Including a purchase option with a lease shifts risk and
uncertainty to lessors because GSA has control over
whether or not to exercise the option.

« Stakeholders noted that this risk and uncertainty can
manifest itself in several ways that are disadvantageous to
lessors, including additional costs associated with
borrowing capital to finance the purchase of the building,
and the possibility of incurring a loss on the sale of the
building in adverse market conditions.

Page 22





GAO

Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several reasons lessors might be
willing to offer a purchase option in a lease.

« Out of 23 stakeholders, 7 noted that some lessors may
want to use the lump sum payment from a property sale to
re-invest in other real estate opportunities.

« Out of 23 stakeholders, 6 stated that some lessors may
want to sell the property to avoid maintaining and repairing
an aging building that is towards the end of its useful life.
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GAO

Introduction

Our work over the years has shown that, in general, buying a building costs
less than entering into a long-term lease.

We have also found that the General Services Administration (GSA) typically
lacks the budget authority from the Federal Buildings Fund (FBF) to purchase
buildings outright’ and, according to GSA officials, must resort to leasing to
fulfill the federal government’s space requirements.

Including a purchase option as part of a lease may reduce costs and provides
a future option to own the building.

Acquiring a building by exercising a purchase option may be a lower cost
alternative to making ongoing rent payments, particularly rent payments over
a long time period.

"The FBF, administered by GSA, is the primary means used to finance the capital and operating costs associated
with federal space. Congress exercises control over the FBF through the appropriations process that sets annual
limits—called obligational authority—on how much of the fund can be obligated for various activities, such as rental
of space and construction and acquisition of buildings. See GAO-12-646.
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GAO

Introduction

* The decision to lease or purchase a building is influenced by the budget
scorekeeping process, among other factors, which determines the amount
that GSA must obligate when it enters into a lease.

« Scorekeeping rules are established by the Office of Management and
Budget (OMB), the Congressional Budget Office (CBO), and the Senate
and House Budget Committees.

« Budget Committees and CBO apply the rules to estimate the costs
associated with proposed legislation. OMB uses the rules to determine
amounts to be recognized in the annual federal budget when an agency
signs a contract or enters into a lease.

* |Inthe early 1990s, scorekeeping rules on how GSA budgets for capital
acquisitions, such as leased building space, were adopted. In particular,
these new rules affected the treatment of discounted purchase options,
which give the government an option to purchase a leased building for a
price that is, at the time the lease is signed, lower than the building’s
expected future fair market value.
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GAO

Objectives

You asked us to provide information on budget scorekeeping rules
and the potential costs and benefits of entering into leases with
purchase options. The objectives of our review were to describe

(1) the adoption of budget scorekeeping rules in the early
1990s, and the effects of these rules on the use of leases
with purchase options;

(2) the extent GSA has been able to capture any financial
benefits from exercising purchase options; and

(3) selected stakeholder views on the use of lease purchase
options, including potential advantages and disadvantages.
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Scope and Methodology

« To address these areas, we reviewed OMB guidance that described scorekeeping rules.

«  We reviewed congressional testimony presented by us, CBO, and OMB on public buildings and budget
issues that arose after the rules were adopted (1993-1994).

«  We identified 17 examples of GSA leases from 1992 to 2014 that included purchase options and described
their characteristics, including any financial benefits of including a purchase option where the purchase
price was less than the appraised, assessed, or estimated value of the building.

» These financial benefits only reflect the difference between a purchase made by exercising a lease
purchase option and a purchase made without such an option; they do not incorporate other costs

and benefits such as rent paid under the lease leading up to when the purchase option was
exercised.

. We also interviewed officials from OMB and CBO, as well as stakeholders, such as GSA officials—including
officials from all 11 GSA regions, lessors, and industry association representatives. We selected lessors
based on their involvement in one of the 17 leases that included a purchase option we identified, or their
involvement in high-value leases with GSA.2 Our interviews were conducted for the following purposes:

* To understand the impacts of the scorekeeping rules.

« To describe the extent to which purchase options have been included in GSA leases, any financial
benefits GSA has captured through such mechanisms, and stakeholder views on the advantages and
disadvantages of including purchase options in leases.

2L essor involvement with a high-value lease was used as a selection factor because it was an indication that the lessor had experience
with large, complicated GSA leases. To identify these lessors we used data from a prior GAO engagement. See GAO-13-744. The views
we gathered from these lessors are not necessarily representative of all lessors who enter into leases with GSA.
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Background: Purchase Options

Purchase options give an agency the choice to buy the building,
typically at the end of the lease term. The purchase price can be
determined in one of two ways:

 fixed-price which is determined when the lease is signed and

stays in effect until a future date when the option can be
exercised; or

* through an appraisal process conducted at the time the
option can be exercised.

Leases with purchase options can be categorized under budget
scoring rules as a discounted “lease-purchase” if, at the time the
lease is signed, the option to purchase is at a discount compared
to its expected future fair market value.

Page 7





GAO

Background: Overview of GSA Scoring
and Acquisition Alternatives

According to current scoring rules, when GSA enters into a contract for a
lease, the budget authority and outlays® may be “scored” as follows:

» Lease-purchases and Capital Leases: budget authority is scored in
the year in which the budget authority is first made available in the
amount of the estimated net present value of the government’s
total estimated legal obligations over the life of the contract.

Operating Leases:* budget authority is scored in the year in which

the budget authority is first made available. The amount scored will
include the estimated total payments expected to arise for the first

fiscal year.

Purchases: bud%et authority is scored in the year in which the
authority to purchase is first made available for the total amount of
the asset (whether the asset is existing or is to be manufactured or
constructed).

3Budget authority is authority provided by federal law to enter into financial obligations that will result in immediate or future outlays involving federal government
funds. Budget outlays are the issuance of checks, disbursement of cash, or electronic transfer of funds made to liquidate a federal obligation.

4A number of OMB-defined criteria are used to distinguish an operating lease from a lease-purchase and a capital lease. For example, under an operating lease the
present value of the minimum lease payments over the life of the lease should not exceed 90 percent of the fair market value of the asset at the inception of the lease.
For a list of the five other criteria used to define an operating lease, see OMB Circular A-11. App. B.
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Background: Scorekeeping Rules

* In the early 1990s, the adoption of scoring rules affected the
way lease-purchases, including leases with discounted
purchase options, were treated.

* Prior to these rules, agencies that had negotiated a lease
with a discounted purchase option were only required to
record the lease payments (plus any cancellation costs) on
an annual basis for budgeting purposes.

 Following the adoption of these rules, agencies that signed
a lease with a discounted purchase option were required to
assume the option would be exercised and obligate funds
for the full estimated costs of the building, including
aggregated rent costs and the purchase price.
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership

« According to testimony from CBO, GAO, and OMB in the early
1990s, scoring rules were adopted to ensure the full costs of
lease-purchases were recorded in the budget at the time the
decision to acquire the building was made.

« Officials further testified that the scoring rules made the
comparison of acquisition alternatives more equitable and
allowed Congress and GSA to more clearly identify and
evaluate the most cost effective ownership option.
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership, cont’d

« Adoption of the scoring rules affected the treatment of buildings
acquired through lease-purchases—including leases with a
discounted purchase option—rather than constructing or
purchasing a building outright.

* We have reported that constructing a building upfront is almost
always more cost effective than entering into a lease-purchase.>

« Lease-purchases are more expensive, in part, because they are
financed through private sector borrowing which costs more
compared to the Treasury’s cost of funds to purchase or
construct a building up front.

SGAO, General Services Administration: Comparison of Space Acquisition Alternatives - Leasing to
Lease-Purchase and Leasing to Construction, GAO/GGD-99-49R (Washington, D.C.: March 1999).
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Objective 1: Scoring Rules Resulted in GSA
Eliminating Use of Discounted Purchase Options

 GAO and others agree that adopting scoring rules effectively
eliminated the use of lease-purchases.

* In a 1994 hearing before the House of Representatives,
Committee on Government Operations, we testified that the
budget scoring rules helped correct the bias toward using
lease-purchases. CBO also testified at this hearing that
federal agencies ceased to enter into lease-purchases
following the adoption of the new rules.

 GSA headquarters officials we interviewed stated that, as a
result of scoring rules, the agency has not entered into any
leases with a discounted purchase option since the early-to-
mid 1990s.°

60fficials also noted that reductions in budget authority and initiatives such as 2013 Freeze the Footprint initiative
have also played a key role in determining how GSA acquires office space.
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Objective 1: Scoring Rules Resulted in GSA Using
Purchase Options Less Often

Scoring rules did not alter the way non-discounted purchase options
were treated under budget scoring rules. However, GSA officials,
lessors, and industry stakeholders we spoke with stated that there has
been a reduction in leases that included a non-discounted purchase
option.

Officials from 6 out of 11 GSA regions who offered an opinion stated
that GSA was less likely to include purchase options as part of leases
as a result of the scoring rules.

« Officials from several GSA regions noted that the scoring rules

send a signal that all purchase options are under intensi%ied
scrutiny.

« GSAregional officials also expressed confusion about how the
scoring rules are applied and, in a few cases, mistakenly believed
the rules prevented the use of purchase options.
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Objective 1: Scoring Rules Resulted in GSA Using
Purchase Options Less Often, cont’d

* As we noted, the intended effect of adopting scoring rules was to level the
playing field between ownership options, i.e., lease-purchases and upfront
purchase and construction.

 However, we and others have pointed out that correcting the bias toward
lease-purchases in the scoring rules had the unintended effect of creating a
greater incentive to use operating leases. Specifically, scoring rules only
require GSA to recognize the annual costs of operating leases, not the total
costs as is required for scoring lease-purchases, construction, and outright
purchases.

« We previously offered a possible remedy, which would score operating leases
that are used for long-term needs similarly to ownership options.’

"GAO, Budget Issues: Budget Scorekeeping for Acquisition of Federal Buildings, GAO/T-AIMD-94-189 (Washington, D.C.:
September 1994).
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Objective 2: GSA Rarely Includes Purchase Options in
Leases

* According to GSA officials, it is challenging to identify the number
of historical leases that included purchase options because GSA
databases only began to collect this information within the past
few years. Officials also told us they seldom use purchase
options, especially discounted purchase options.

« Through our interviews with GSA, lessors, and industry
stakeholders, we were able to identify 17 leases from 1992 to
2014 that included a purchase option.8 (See Enclosure |l for a
summary of these leases and Enclosure Il for specific
details on each lease).

* According to GSA data, GSA entered into approximately 18,600
leases during this same time period (1992 to 2014).

8As a result of staff turnover and challenges with historical documentation, officials were only able to identify leases
with purchase options after 1992.
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Objective 2: GSA Rarely Includes Purchase Options in
Leases, cont’d

 Compared to other GSA assets, most of the 17 leases with
purchase options we identified are for relatively large spaces with
high rents.

« Of the 17 leases, 15 were for leases over 100,000 square feet
and 12 out of those 15 were for leases over 250,000 square
feet.

« Out of 17 leases, 15 had annual rents over $1,000,000.
« All 17 leases were for longer than 10 years.
 Out of the 17 leases, 12 included a fixed-price purchase option, 3

included an appraisal process for determining the purchase option
price, and 2 included some combination of those two approaches.
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Objective 2: GSA Has Realized Financial Benefits
from Use of Purchase Options in Some Instances

 We identified 3 leases which included a purchase option that was exercised at below
fair market value.

» According to OMB officials, the purchase option for one of the leases was
considered to be “discounted” for budget scoring purposes because, at the time
the lease was signed, the $1 purchase price was expected to be lower than the
building’s future fair market value.

 The other 2 leases were not considered to include discounted purchase options
because, at the time the leases were signed, the purchase prices were not
expected to be lower than the future fair market values.

« GSA exercised the purchase option for these leases, resulting in almost $80 million in
financial benefits relative to what the government would have paid to purchase the
buildings at fair market value.

« Afull accounting of acquisition costs would include the costs incurred and benefits
received over the long term, including the life of the lease. For example, prior to
exercising these purchase options GSA paid rent, operating costs, and other
expenses.
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Objective 2: GSA Has Realized Financial Benefits from Use
of Purchase Options in Some Instances, cont’d

Figure 1: Examples of Buildings GSA Acquired through Exercising Purchase Options at Prices
Below Market Value

Columbia Plaza USDA Center 985 Michigan Avenue, Detroit, Ml
(2401 E Street NW, Washington, DC) (4700 River Road, Riverdale, MD)
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Purchase option: Purchase option: Purchase option:

GSA exercised a purchase option GSA exercised a purchase option for $31 million when GSA exercised a discounted purchase option for $1
for $100 million when the property  the property was valued at approximately $45 million, when the property was valued at $14.5 million,

was valued at approximately $150  resulting in $14 million in financial benefits. resulting in $14.5 million in financial benefits.

million, resulting in $50 million in
financial benefits.

Source: GAO and General Service Administration. | GAO-16-536R

Note: A full accounting of the acquisition costs of purchase options would include the costs incurred, such as rent paid, and the benefits received over the long term.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA

According to stakeholders—including GSA regional officials, lessors,
and industry association representatives—we spoke with, including
purchase options in leases was generally favorable for GSA.

« QOut of 23 stakeholders, 13 stated that including a purchase option

In a lease was a way to ensure GSA maintained a unique property
that meets specific tenant needs. For example, officials from
several GSA regions said that in cases when funding is not
available to purchase a building, but the building has specialized
equipment or is designed specifically to meet the needs of a
particular tenant agency, it makes sense to include a purchase
option so that GSA retains the right to potentially take ownership of
a unigue asset.

Out of 23 stakeholders, 12 viewed purchase olgtions as a way for
GSA to take advantage of market conditions. For example, several
lessors noted the opportunities for GSA to capture value under
some circumstances, including choosing to exercise the option
when the market is at a high point.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders cited the possibility of increased rent as a
concern for GSA when including purchase options in leases.

« Out of 23 stakeholders, 12 noted that lessors could
demand higher rent as a concession for including a
purchase option.

* However, no one we spoke with could identify how much of
a rent premium lessors might demand in exchange for
offering a purchase option.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several ways in which purchase
options were less preferable to lessors.

« QOut of 23 stakeholders, 12 stated that purchase options
present the possibility for lessors to lose annual cash flow
from ongoing rent payments.

* For example, several stakeholders noted that one of the
main reasons lessors wanted to own GSA-leased spaces
was because of the consistent rent payments and how
valuable this income stream became, especially once the
lessor retired any debt it used to finance its purchase of the
building.

 |n addition, lessors may face penalties if they repay lenders
(from building sale proceeds) earlier than planned.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« QOut of 23 stakeholders, 12 stated that purchase options
increased the level of risk and uncertainty for lessors.

* Including a purchase option with a lease shifts risk and
uncertainty to lessors because GSA has control over
whether or not to exercise the option.

« Stakeholders noted that this risk and uncertainty can
manifest itself in several ways that are disadvantageous to
lessors, including additional costs associated with
borrowing capital to finance the purchase of the building,
and the possibility of incurring a loss on the sale of the
building in adverse market conditions.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several reasons lessors might be
willing to offer a purchase option in a lease.

« Out of 23 stakeholders, 7 noted that some lessors may
want to use the lump sum payment from a property sale to
re-invest in other real estate opportunities.

« Out of 23 stakeholders, 6 stated that some lessors may
want to sell the property to avoid maintaining and repairing
an aging building that is towards the end of its useful life.
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Federal Real Property: Leases with Purchase Options Are Infrequently Used but May
Provide Benefits

Overreliance on costly leasing is one of the major reasons that federal real property
management remains on GAQ's high risk list." Our work over the years has shown that, in
general, buying a building often costs less than entering into a long-term lease.? However, we
have also found that the General Services Administration (GSA) typically lacks the budget
authority from the Federal Buildings Fund (FBF) needed to purchase buildings outright® and,
according to GSA officials, must resort to leasing to fulfill the federal government’s space
requirements.* In leasing buildings, one mechanism for potentially reducing costs is to include a
purchase option as part of the lease. Such a mechanism gives the government a future option

'GAO, High-Risk Series: An Update, GAO-15-290 (Washington, D.C., February 2015). Other reasons for the
designation included unreliable data, excess and deteriorating property, and challenges associated with protecting
assets against the threat of terrorism.

2Under certain conditions, such as fulfilling short-term needs for office space, leasing may be a lower cost option than

ownership. See GAO, Federal Real Property: Greater Transparency and Strategic Focus Needed for High-Value
GSA Leases, GAO-13-744 (Washington, D.C.; September 2013).

3The FBF, administered by GSA, is the primary means used to finance the capital and operating costs associated

with federal space. The FBF is financed by income from rental charges assessed to tenant agencies occupying
federally-owned and -leased space. Congress exercises control over the FBF through the appropriations process that
sets annual limits—called obligational authority—on how much of the fund can be obligated for various activities,
such as rental of space and construction and acquisition of buildings.

4Within the vast portfolio of government owned and leased assets, GSA is the broker and property manager for many

civilian agencies of the U.S. government. GSA is responsible for almost 400-million square feet of rentable federal
space—over half of which is leased.
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to own the building, which may be a lower cost alternative than making continuing rent
payments.

GSA's decision to lease or purchase a building is influenced by scorekeeping,® which
determines the amount that GSA must obligate when it enters into a lease. Scorekeeping rules
are established by the Office of Management and Budget (OMB), the Congressional Budget
Office (CBO), and the Senate and House Budget Committees. In the early 1990s, scorekeeping
rules on how federal agencies, including GSA, are to budget for leasing buildings were
adopted.® In particular, the treatment of discounted purchase options in budget scorekeeping
was affected by the rules.”

You asked us to provide information on budget scorekeeping rules and the potential costs and
benefits of entering into leases with purchase options. The enclosures present our findings
regarding: (1) the adoption of budget scorekeeping rules in the early 1990s, and the effects of
these rules on the use of leases with purchase options; (2) the extent to which GSA has been
able to capture any financial benefits from exercising purchase options; and (3) selected
stakeholder views on the use of lease purchase options, including potential advantages and
disadvantages.

To address these areas, we reviewed OMB guidance that described scorekeeping rules. We
reviewed congressional testimony presented by us, CBO, and OMB on public buildings and
budget issues that arose after the rules were adopted (1993-1994). We also identified 17
examples of GSA leases from 1992 to 2014 that included purchase options and described their
characteristics, including any financial benefits of including a purchase option. For the purposes
of this report, we considered GSA to have gained financial benefits if the exercised purchase
price was less than the appraised or assessed value of the building at the time of the purchase.
These financial benefits only reflect the difference between a purchase made by exercising a
lease purchase option and a purchase made without such an option; they do not incorporate
other costs and benefits such as rent paid under the lease leading up to when the purchase
option was exercised. We also interviewed officials from OMB and CBO, as well as
stakeholders, such as GSA officials, lessors, and industry association representatives. We
selected lessors based on their involvement in one of the 17 leases that included a purchase
option we identified or their involvement in high-value leases with GSA.2 The views we gathered
from these lessors are not necessarily representative of all lessors that enter into leases with
GSA.

We conducted this performance audit from August 2015 to May 2016 in accordance with
generally accepted government auditing standards. Those standards require that we plan and

5Scorekeeping is the process of estimating the budgetary effects of pending legislation and comparing them to a

baseline. In addition, OMB uses scoring rules to determine the amounts to be recognized in the budget when an
agency signs a contract or enters into a lease.

8According to OMB, officials from both the executive and legislative branches of government were responsible for
negotiating the scorekeeping rules. Several of these rules were included in OMB Bulletin 91-02—issued on October
18, 1990.

’A discounted purchase option means that the purchase price set for the space at the time the lease is signed is
lower than the expected fair market value of the property when, at a future date, the option can be exercised.

8Lessor involvement with a high-value lease was used as a selection factor because it was an indication that the

lessor had experience with large, complicated GSA leases. To identify these lessors we used data from a prior GAO
engagement. See GAO-13-744.
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perform the audit to obtain sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our audit objectives.

In summary, we found:

According to testimony from CBO, GAO, and OMB in the early 1990s, scoring rules were
adopted to ensure Congress and GSA more clearly evaluated the full costs of acquiring
a building at the time such decisions were made. These rules affected the treatment of
lease-purchases—which include leases having a “discounted” purchase option giving
the government a choice to buy a leased building for a price that is, at the time the lease
is signed, lower than its expected future fair market value.® Prior to these rules, agencies
that had negotiated a lease with a discounted purchase option were only required to
record the lease payments (plus any cancellation costs) on an annual basis for
budgeting purposes. Following the adoption of these rules, agencies that signed a lease
with a discounted purchase option were required to assume the option would be
exercised and to budget for the full estimated costs of renting and purchasing the
building, including total rent costs and the purchase price. As a result, officials stated
that GSA has been reluctant to include purchase options in leases.

GSA rarely includes purchase options in leases, especially discounted purchase options,
but has realized financial benefits in some instances from their use. Of the approximately
18,600 leases GSA entered into from 1992 to 2014, GAO identified 17 that included a
purchase option. These leases were generally for relatively large spaces (exceeding
100,000 square feet) with annual rents greater than $1 million. GSA has exercised
purchase options on 3 of these leases to acquire buildings at costs that were collectively
$80 million below their fair market values at the time the options were exercised.’® GSA
chose not to exercise the purchase options on 2 of these leases, and options on the
remaining 12 leases cannot be exercised until future dates.

GSA regional officials, lessors, and industry association representatives we spoke with
generally viewed purchase options as favoring GSA over lessors. These stakeholders
cited benefits to GSA that included retaining the right to take ownership of unique
properties that meet specific tenant needs, and taking advantage of market conditions to
save the government money. In addition, the stakeholders also said that from a lessor’s
perspective, purchase options can: (1) result in the loss of annual cash flow, (2)
potentially lead to a loss on the sale of a building, and (3) result in higher financing costs.

9According to the scoring rules, lease-purchases may include leases with purchase options that a federal agency can
exercise at a future date.

The purchase option for one of the leases was considered to be “discounted” for budget-scoring purposes because,
at the time the lease was signed, the $1 purchase price was expected to be lower than the building’s future fair
market value. The other 2 purchase options were not considered to be discounted because, at the time the leases
were signed, the purchase prices were not expected to be lower than the future fair market values.
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We provided a draft of this report to GSA and OMB for comment. GSA provided technical
comments that were incorporated, as appropriate.

As agreed with your offices, unless you publicly announce the contents of this report earlier, we
plan no further distribution until 15 days from the report date. At that time, will send copies of
this report to the appropriate congressional committees, the General Services Administration,
and the Office of Management and Budget. In addition, the report will be available at no charge
on the GAO website at http://www.gao.gov.

If you or your staff have any questions about this report, please contact me at (202) 512-2834 or
wised@gao.gov. Contact points for our Offices of Congressional Relations and Public Affairs
may be found on the last page of this report. GAO staff who made key contributions to this
report are Mike Armes (Assistant Director); Matthew Cook (Analyst in Charge); Russ Burnett;
Tim Carr; Bill Egar; Carol Henn; Hannah Laufe; Alex Lawrence; Christopher Stone; Michelle
Weathers; and Crystal Wesco.

Aniid ). Josee

David Wise
Director, Physical Infrastructure Issues
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Introduction

«  Our work over the years has shown that, in general, buying a building costs
less than entering into a long-term lease.

* We have also found that the General Serices Administration (GSA) typically
lacks the budget authonty from the Federal Buildings Fund (FBF) to purchase
buildings outright’ and, according to GSA officials, must resort to leasing to
fulfill the federal government's space requirements.

* Including a purchase option as part of a lease may reduce costs and provides
a future option to own the building.

« Acquinng a bullding by exercising a purchase option may be a lower cost
alternative to making ongoing rent payments, particularly rent payments over
a long time period.

'The FBF, administered by G54, is the primary means usad to financs the capital and operating costs associsted
with federal space. Congress exercises control over the FEF through the appropriations process that sets annwesl
limits—cslled obligations] authority—on how muech of the fund can be obligated for variows activities, swuch as rental
of space and constrection and scguisition of buildings. See GAD-12546.
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Introduction

The decision to lease or purchase a building is influenced by the budget
scorekeeping process, among other factors, which determines the amount
that GSA must obligate when it enters into a lease.

Scorekeeping rules are established by the Office of Management and
Budget (OMB), the Congressional Budget Office (CBO), and the Senate
and House Budget Committees.

Budget Committees and CBO apply the rules to estimate the costs
associated with proposed legislation. OMB uses the rules to determine
amounts to be recognized in the annual federal budget when an agency
signs a contract or enters into a lease.

In the early 1990s, scorekeeping rules on how GSA budgets for capital
acquisitions, such as leased building space, were adopted. In particular,
these new rules affected the treatment of discounted purchase options,
which give the gitwernment an option to purchase a leased building for a
price that is, at the time the lease is signed, lower than the building's
expected future fair market value.

Page 4
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Objectives

You asked us to provide information on budget scorekeeping rules
and the potential costs and benefits of entering into leases with
purchase options. The objectives of our review were to describe

(1) the adoption of budget scorekeeping rules in the early
1990s, and the effects of these rules on the use of leases
with purchase options;

(2) the extent GSA has been able to capture any financial
benefits from exercising purchase options; and

(3) selected stakeholder views on the use of lease purchase
options, including potential advantages and disadvantages.

Page S
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Scope and Methodology

To address these areas, we reviewed OMEB guidancethat desoribed scorekeeping rules.

We reviewed congressicnal testimony presented by us, CBO, and OMB on public buildings and budgest
izsues that arcse after the rules were adopted |1 583-1584),

We identified 17 examples of G5A leases from 1292 to 201 4that included purchase options and described
their characieristics, ind uding any financial bensfits of including a purchase optionwhere the purchase
price was less than the appraised, assessed, or estimated value of the building.
These financial bensfis only reflect the difference between a purchase made by exercising a8 lesse
purchase cpticnand a purchase made withoutsuch an option; they donotincorporate other costs
and benefits such asrent paid under the lesse leading up to whenthe purchase optionwas
exercised.
We also interviewed officials from OMB and CBO, as well a5 stakeholders, such as G54 officials—induding
officiaks from all 11 G5Aregions, lessors, and industry associationrepresentatives. We selected lessors
based on their involhement incneofthe 17 leases that induded a purchase cptionwe identified, or their
involvement in high-value leases with G5A2 Cur interviews were conducted for the fol lowing purposes:

To understand the impads of the scorekeepingrules.

To desoribe the extent to which purchase options have besnincluded inG5A lesses, any financial
benefis G5A has captwed through such mechanisms, and stakeholder views on the advantages and
disadvantages of including purchase oplions in leases.

Hessor Ivokement Wi 3 highaaios lesse wes used 35 3 seleclion fector because Rwas an Indicstion =t e lessor hed sperkence
Wi large, complic=ied G54 le3ses. To ldenilfy Mese lessors we used dIt@ Trom 3 prior GAD engagemen Sss GAD-13THL The visws
wa gamaned from Tiese less0rs ane nol necessarlly reanssemizive of 2l less0rs who Snier Il lesses WM G3A
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Background: Purchase Options

* Purchase options give an agency the choice to buy the building,
typically at the end of the lease term. The purchase price can be
determined in one of two ways:

* fixed-price which is determined when the lease is signed and

stays in effect until a future date when the option can be
exercised; or

« through an appraisal process conducted at the time the
option can be exercised.

* Leases with purchase options can be categorized under budget
scoring rules as a discounted “lease-purchase” if, at the time the
lease is signed, the option to purchase is at a discount compared
to its expected future fair market value.
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Bacligrnund: Overview of GSA Scoring
and Acquisition Alternatives

According to current scoring rules, when GSA enters into a contract for a
lease, the budget authority and outlays® may be “scored” as follows:

| ease-purchases and Capital | eases: I::rudgtet authority is scored in
the year in which the budget authority is first made available in the
amount of the estimated et present value of the government's
total estimated legal obligations over the life of thé contract.

Operating Leases:? budget authority is scored in the year in which

the budget authority is first made available. The amount scored will
include the estimated total payments expected to arise for the first
fiscal year.

Purchases: budget authority is scored in the year in which the
authority to purchase is first made available for the total amount of
the asset (whether the asset is existing oris to be manufactured or
constructed).

IEuige murnorty s suhorty prowickenl oy deckes] e oo e nno Tinencis] ooliger b e will rasut I irneiens or futine corlae Fasciiing kel goassnnETET
funds Suiget outps ans T minos of chedes, sty of SRS, OF S e oo Tt of fnos ecke 1o boubiens &tk Golgelan

A, rrrrizear o RISt orbar e are L S0 0L T e i e o o e o o O e o acmnmie Urcke an) aoarading b T
presen valus of T mnimum s s over T He of e mese sioutl o scosel 90 paroant of e tal miest valus ol The e a s Ik of T e
For o lis of T fem oer Therls e to et T ooerathg Eeme see DS Sroulr A1 Aoo. B
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Background: Scorekeeping Rules

* |In the early 1990s, the adoption of scoring rules affected the
way lease-purchases, including leases with discounted
purchase options, were treated.

* Priorto these rules, agencies that had negotiated a lease
with a discounted purchase option were only required to
record the lease payments (plus any cancellation costs) on
an annual basis for budgeting purposes.

* Following the adoption of these rules, agencies that signed
a lease with a discounted purchase option were required to
assume the option would be exercised and obligate funds
for the full estimated costs of the building, including
agagregated rent costs and the purchase price.

Page &
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership

* According to testimony from CBO, GAO, and OMB in the early
1990s, scoring rules were adopted to ensure the full costs of
lease-purchases were recorded in the budget at the time the
decision to acquire the building was made.

» Officials further testified that the scoring rules made the
comparison of acquisition alternatives more equitable and
allowed Congress and GSA to more clearly identify and
evaluate the most cost effective ownership option.

Page 10
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Objective 1: Budget Officials Adopted Scoring Rules
to Better Reflect the Total Costs of Ownership, cont’d

* Adoption of the scoring rules affected the treatment of buildings
acquired through lease-purchases—including leases with a
discounted purchase option—rather than constructing or
purchasing a building outright.

* We have reported that constructing a building upfront is almost
always more cost effective than entering into a lease-purchase.®

* Lease-purchases are more expensive, In part, because they are
financed through private sector borrowing which costs more
compared to the Treasury’s cost of funds to purchase or
construct a building up front.

*GAD, General Senaces Adminisiration: Companson of Space Acquisiion Aiematives - Leasing fo
[ ease-Furchasze and Leas=ing to Construction, GADVGED-55-49R (Washington, 0r.C.: March 1555).
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Objective 1: Scoring Rules Resultedin GSA
Eliminating Use of Discounted Purchase Options

*» GAO and others agree that adopting scoring rules effectively
eliminated the use of lease-purchases.

* In a 1994 hearing before the House of Representatives,
Committee on Government Operations, we testified that the
budget scoring rules helped correct the bias toward using
lease-purchases. CBO also testified at this hearing that
federal agencies ceased to enter into lease-purchases
following the adoption of the new rules.

* GSA headquarters officials we interviewed stated that, as a
result of scoring rules, the agency has not entered into any
leases with a discounted purchase option since the early-to-
mid 1990s .8

E0fficials also noted that reductions in bedget swthority and initistives sech as 2013 Fresze the Footprint initistive
hawe slzo played 3 key rolz in determining how G54 acguires office space.
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Objective 1: Scoring Rules Resultedin GSA Using
Purchase Options Less Often

« Scoring rules did not alter the way non-discounted purchase options
were treated under budget scoring rules. However, GSA officials,
lessors, and industry stakeholders we spoke with stated that there has
been a reduction in leases that included a non-discounted purchase
option.

« Officials from & out of 11 G5A regions who offered an opinion stated
that G5A was less likely to include purchase options as part of leases
as a result of the scoring rules.

« Officials from several GSA regions noted that the scoring rules

send a signal that all purchase options are under intensified
scrutiny.

« (G5A regional officials also expressed confusion about how the
scoring rules are applied and, in a few cases, mistakenly believed
the rules prevented the use of purchase options.

Page 13
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Objective 1: Scoring Rules Resultedin GSA Using
Purchase Options Less Often, cont’d

« Aswe noted, the intended effect of adopting scoring rules was to level the
playing field between ownership options, i.e_, lease-purchases and upfront
purchase and construction.

»  However, we and others have pointed out that correcting the bias toward
lease-purchases in the scoring rules had the unintended effect of creating a
greater incentive to use operating leases. Specifically, scoring rules only
require GSAto recognize the annual costs of operating leases, not the total
costs as is required for scoring lease-purchases, construction, and outright
purchases.

«  Woe previously offered a possible remedy, which would score operating leases
that are used for long-term needs similarly to ownership options.”

TGAD, Budget Issues Budget Scorskooping for Acquisition of Federal Bulkdings, GADIT-AIMD-4-139 (Washington, D.C
Sentemibar 1994

Page 14

Page 18 GAO-16-536R Federal Real Property





GAO

Objective 2: GSA Rarely Includes Purchase Options in
Leases

* According to GSA officials, it is challenging to identify the number
of historical leases that included purchase options because GSA
databases only began to collect this infformation within the past
few years. Officials also told us they seldom use purchase
options, especially discounted purchase options.

* Through our interviews with GSA, lessors, and industry
stakeholders, we were able to identify 17 leases from 1992 to
2014 that included a purchase option? (See Enclosure Il for a
summary of these leases and Enclosure Il for specific
details on each lease).

* According to GSA data, GSA entered into approximately 18,600
leases during this same time period (1992 to 2014).

*As 3 result of staff turnowver and challenges with historical documentation, officials were only able to identify leases
with purchase options after 1552,

Page 15

Page 19 GAO-16-536R Federal Real Property





GAO

Objective 2: GSA Rarely Includes Purchase Options in
Leases, cont’d

« Compared to other G5A assets, most of the 17 leases with
purchase options we identified are for relatively large spaces with
high rents.

« QOfthe 17 leases, 15 were for leases over 100,000 square feet
and 12 out of those 15 were for leases over 250,000 square
feet.

« Qut of 17 leases, 15 had annual rents over $1,000,000.
« All 17 leases were for longer than 10 years.
« Qut of the 17 leases, 12 included a fixed-price purchase option, 3

included an appraisal process for determining the purchase option
price, and 2 included some combination of those two approaches.
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Objective 2: GSA Has Realized Financial Benefits
from Use of Purchase Options in Some Instances

«  We identified 3 leaseswhichincluded a purchase option thatwas exercised at below
fair marketvalue.

« According to OMB officials, the purchase option for one of the leases was
consideredto be “discounted” for budget scoring purposes because, atthe time
the leasewas signed, the &1 purchase price was expectedto be lowerthan the
building's future fair marketvalue.

* The other 2 leases were not consideredtoinclude discounted purchase options
because, atthe timethe leases were signed, the purchase prices were not
expected to be lowerthan the future fair marketvalues.

» (535A exercisedthe purchase option forthese leases, resulting in almost $80 million in

financial benefits relative to what the governmentwould have paidto purchasethe
buildings at fair marketvalue.

* A full accounting of acquisition costswould include the costs incurred and benefits
received aver the longterm, including the life of the lease. Forexample, prior to
exercisingthese purchase options G3A paid rent, operating costs, and other

expenses.
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Objective 2: GSA Has Realized Financial Benefits from Use
of Purchase Options in Some Instances, cont’d

Figure 1: Examples of Buildings G 54 Acquired through Exercising Purchase Options at Prices
Below Market Value

Calumbia Placa USDA Conter 8E5 Michigan &venue, Detroit, Ml
{2401 E Stest N, Waahingten, DC) (4700 Rived Road, Riventals, MO

Furchasa aplion Purchase oplion: Purchase oplion:

GEA awarcied B pUChass opton  GOA sxiinasd & punchise oplion for 530 malon whin GEA et & dioounhed punchiss oplan for 51
e B100 millisn when the peapecty [he propety wid vilued & dpprocimabply 545 millioan, wthn B Propairty wild vikoded ol 5145 million
waes vidued of approcomatety 5150 resulting in 514 malion in financial Eenefits. resulting in $14 & million in Snancial benalis.
il pecaLlang i S50 mibon i

financial banafits

Sreeca: Cabll wred Dl 5§ 5 | AT

Mon: A, full smounding of e sous Eon oo o purdnese SotThns woultl inchu the oo o, U e T o], ol T et b pa caial oiar The langitanm
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA

« According to stakeholders—including GSA regional officials, lessors,
and industry association representatives—we spoke with, including
purchase options in leases was generally favorable for GSA

« (QOut of 23 stakeholders, 13 stated that including a purchase option
In a lease was a way to ensure G5A maintained a unique property
that meets specific tenant needs. For example, officials from
several GSA regions said that in cases when funding is not
available to purchase a building, but the building has specialized
equipment or is designed specifically to meet the needs of a
particular tenant agency, it makes senseto include a purchase
option so that G5A retains the night to potentially take ownership of
a unique asset.

« Qut of 23 stakeholders, 12 viewed purchase options as a way for
(G5A to take advantage of market conditions. For example, several
lessors noted the opportunities for GSA to capture value under
some circumstances, including choosing to exercise the option
when the market is at a high point.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders cited the possibility of increased rent as a
concern for GSA when including purchase options in leases.

* Qut of 23 stakeholders, 12 noted that lessors could
demand higher rent as a concession for including a
purchase option.

* However, no one we spoke with could identify how much of
a rent premium lessors might demand in exchange for
offering a purchase option.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several ways in which purchase
options were less preferable to lessors.

« Qut of 23 stakeholders, 12 stated that purchase options
present the possibility for lessors to lose annual cash flow
from ongoing rent payments.

* For example, several stakeholders noted that one of the
main reasons lessors wanted to own G5A-leased spaces
was because of the consistent rent payments and how
valuable this income stream became, especially once the
lessor retired any debt it used to finance its purchase of the
building.

* In addition, lessors may face penalties if they repay lenders
(from building sale proceeds) earlier than planned.
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GAO

Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Qut of 23 stakeholders, 12 stated that purchase options
increased the level of risk and uncertainty for lessors.

* Including a purchase option with a lease shifts risk and
uncertainty to lessors because GSA has control over
whether or not to exercise the option.

« Stakeholders noted that this risk and uncertainty can
manifest itself in several ways that are disadvantageous o
lessors, including additional costs associated with
borrowing capital to finance the purchase of the building,
and the possibility of incurring a loss on the sale of the
building in adverse market conditions.
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Objective 3: Selected Stakeholders View Using Purchase
Options in Leases as Generally Favorable for GSA, cont’d

« Stakeholders identified several reasons lessors might be
willing to offer a purchase option in a lease.

* Qut of 23 stakeholders, 7 noted that some lessors may
want to use the lump sum payment from a property sale to
re-invest in other real estate opportunities.

= Out of 23 stakeholders, © stated that some lessors may
want to sell the property to avoid maintaining and repairing
an aging building that is towards the end of its useful life.
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Enclosure Il: Summary of General Services Administration (GSA) Leases with Purchase

Options

Table 1: Summary of 17 GSA Leases with Purchase Options from 1992 to 2014 as Identified by GAO

Tenant agency Lease Rentable Value® Purchase Option

Address term square option exercised
feet (year)?

State 1992-2012 511,500 $150,000,000 $100,000,000 Yes (2012)
2401 E Street Department (appraised in
NW 2009)
Washington, DC

Department of 1995-2015 337,500 $45,000,000 $31,000,000 Yes (2015)
4700 River Road  Agriculture (appraised in
Riverdale, MD 2010)

Internal 1995-2015 419,400 $14,500,000 $1 (2015)° Yes (2015)
985 Michigan Revenue (appraised in
Ave Service 2015)
Detroit, Ml

Internal 1995-2020 106,500 Unknown $24,916,790 No
250 Murall Drive ~ Revenue (2015)°
Martinsburg, WV Service

Federal Energy  1995-2025 503,997 $133,438,730 $20,000,000 To be
888 15! Street NE  Regulatory (assessed in determined
Washington, DC  Commission 2015)

General 1999-2014 4,237 Unknown Fair market No
1090 Mesa Services value as set
Street Administration by
El Paso, TX independent

appraisers

Federal Bureau  1999-2019 110,525 $18,500,000 $23,599,195 To be
2901 Leon C. of Investigation (appraised in determined
Simon Blvd 2016)
New Orleans, LA

State 2003-2018 349,641 $206,639,200 Greater of fair To be
1801 N. Lynn Department (assessed in market value  determined
Street 2016) or
Arlington, VA $224,000,000

Department of 2006-2021 1,350,000 $418,656,442 95 percent of To be
1200 New Jersey Transportation (estimated in fair market determined
Ave SE 2012) value®
Washington, DC

State 2009-2020 296,421 $315,500,000 $315,500,000 To be
2025 E Street Department (appraised in determined
NW 2015)
Washington, DC

National 2012-2025 268,762 $86,191,967 $27,000,000 To be
5830 University Oceanic and (assessed in determined
Research Court Atmospheric 2016)
College Park, Administration
MD

National 2013-2028 597,253 $317,702,248 $680,000,000 To be
300 E Street NW  Aeronautics and (estimated in determined
Washington, DC  Space 2012)

Administration

General 2013-2028 14,652 Unknown Fair market To be
500 Adams Services value as set determined
Street Administration by
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Tenant agency Lease Rentable Value® Purchase Option

Address term square option exercised
feet (year)?
Eagle Pass, TX independent
appraisers

State 2014-2024 463,151 $181,953,410 Fair market To be
600 19" Street Department (assessed in value set by determined
NW 2010) appraisers
Washington, DC when option

is exercised

National 2014-2028 209,101 $55,048,700 $154,000,000 To be
1305 East-West Oceanic and (assessed in determined
Highway Atmospheric 2010)
Silver Spring, MD  Administration

National 2014-2028 512,774 $114,673,300 $319,000,000 To be
1315 East-West Oceanic and (assessed in determined
Highway Atmospheric 2016)
Silver Spring, MD  Administration

National 2014-2028 285,118 $59,542,700 $146,000,000 To be
1325 East-West Oceanic and (assessed in determined
Highway Atmospheric 2010)

Silver Spring, MD

Administration

Source: GAO presentation of GSA lease data. | GAO-16-536R

Note: These are the 17 GSA leases we were able to identify that included leases that included purchase options and
are not necessarily representative of all GSA leases with purchase options.

*We use three terms to describe property value: appraised, assessed, and estimated. Appraised is used to indicate
information from a building appraisal; assessed is used to indicate information from tax assessment records; and

estimated is used to indicate that the value was calculated by GSA.

GSA also had the following purchase options: $102,500,000 (2000), $83,000,000 (2005), and $50,000,000 (2010).

°GSA also had the following purchase options: $25,666,790 (1999); $25,516,790 (2000); $25,366,790 (2001);

$25,216,790 (2002); $25,066,790 (2003); and $24,916,790 (2004).

“The lease includes three purchase options for (1) 90 days prior to commencement of rent, (2) 5 years after lease’s
commencement, and (3) lease’s expiration. The first option is set by several factors including pre-fixed prices of $40
and $12.5 million, invested equity, and cost of development and construction loans. The second and third options are
set at 95 percent of fair market value or amount required to pay off outstanding principal.
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Gm Enclosure Il

Information for the House Committee on
Transportation and Infrastructure and the
Subcommittee on Economic Development,
Public Buildings, and Emergency Management

General Services Administration Leases with
Purchase Options from 1992 to 2014 as
Identified by GAO
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State Department

2401 E Street NW, Washington, DC

Figura 2: Photo of 2401 E Strest MUY,
Vashington, DC

Lease term: 20 years (1992-2012)
Rentable square feet: 511,500

Constructed: 1974
(renovated 1999)

Initial annual rent: $5.600,000

Appraised value': $150,000,000
(2009)

» Purchase option: $100,000,000
« Option exercised: Yes (2012)

e e nes fErms W0 desorine value aporakesd, Fseessad, and eslimeted. Agoralsed s used W Indicate lormEtkon from o3 :lJ":"'r;
aooraksal; Fssessad kB usad W0 Indicate Informiation from = 3ssessment reconds; and eslimEted kB used 0 Indicse e alue was
calculated by GSA
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Internal Revenue Service
985 Michigan Avenue, Detroit, MI

Figura 3: Photo of 4700 River Roed, Rivardas, MO

Lease term: 20 years (1995-2015) =
Rentable square feet: 337,500 e, | T
Constructed: 1994

Initial annual rent: 54,897,000

Appraised value: 545,000,000
(2010)

* Purchase option: $31,000,000
Option exercised: Yes (2015)
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Internal Revenue Service
985 Michigan Avenue, Detroit, MI

Figurs 4: Photo of 585 Michigan Avanus, Detrott, Ml
Lease term: 20 years (1995-2015)
Rentable square feet: 419, 400
Constructed: 1995
Initial annual rent: $14,884,506

Appraised value: 514,500,000
(2015)

* Purchase option:
$102,500,000 (5% year)
$83.000,000 (10t year)
$50,000,000 (15t year)

51 (20t year)
« Option exercised: Yes (2015)
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GAO

Internal Revenue Service
250 Murall Drive, Martinsburg, WV

Figurs 5: Photo of 250 Murall Drive, Martinsbuwrng, W

Lease term: 20 years plus a & year e
extension (1995-2020) ’

Rentable square feet: 106,500
Constructed: 1995 and 1997
Initial annual rent: $3,535,170
Value: Unknown

* Purchase option: Varying fixed-
rice options, including a
524,91 790 option inyear 20°

Option exercised: MNo

Sl Gikitebd Gy ica Sebeeindaradenn | GelaDe i

#The omer fieed-price purchase opllons were 35 Toliows: E25000,790 (1999); 525.516,790 ([2000); 325.306,790 (2001); 325216740
[2002); 525,086,790 [2003); 524916790 [2004); and 324 916,790 [2015)
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888 15t Street NE, Washington, DC

Lease term: 20 years plus a 10
wvear extension (1995-2025)

Rentable square feet: 503,997
Constructed: 1995
Initial annual rent: $14 365,000

Assessed value: $133,438.730
(2015)

Purchase option: 520,000,000

« Option exercised: To be
determined

Federal Energy Regulatory Commission

Figura &: Photo of 555 1~ Strest
HE, Washington, DC

Page &
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General Services Administration (Land Port of Entry)
1090 Mesa Street, El Paso, TX

Figura 7: Photo of 1050 Maes Strest,
El Paso, TX

Lease term: 15 years (1999-2014)
Rentable square feet: 4 237
Constructed: 1999

Initial annual rent: $351,254
Value: Unknown

Purchase option: Fair market
value as set by independent
appraisers

= Option exercised: MNo

Sl Gikitebd Gy ica Sebeeindaradenn | GelaDe i
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Federal Bureau of Investigation
2901 Leon C. Simon Boulevard, New Orleans, LA

Figura 5: Photo of 23501 Leon C. Smon Boulsvard,
Weew Orieans, LA

Lease term: 20 years (1999-2019)
Rentable square feet: 110,525
Constructed: 1999

Initial annual rent: 52 408,340

Appraised value: 518,500,000
(2016)

« Purchase option: 523,599,195

Option exercised: To be
determined

Page &
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State Department
1801 N. Lynn Street, Arlington, VA

Figurs 5: Photo of 1501 M. Lynn Strest, arlington, W
A ——

Lease term: 15 years (2003-2018)
Rentable square feet: 345 647
Constructed: 2002

Initial annual rent: $11,755,367

Assessed value: 3206,639. 200
(2016)

* Purchase option: Greater of fair
market value or $224,000,000

« Option exercised: To be
determined

Page &
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Department of Transportation
1200 New Jersey Avenue SE, Washington, DC

Figura 10: Phiote of 1200 Mew Jarssy Avanus 5E,
Vashington, DC

Lease term: 15 years (2006-2021)
Rentable square feet: 1,350,000
Constructed: 2007

Initial annual rent: $48,342 724

Estimated value: 3418 656 442
(2012)

* Purchase option: Three
D{}pnrtunities to exercise the option:
(1) 90 days prior to lease
commencement, (2) 5 years after
lease’'s commencement, and (3) at
lease's expiration®

Option exercised: To be determined

+The first option |5 52t oy several Baciors Including pre-fieed prices of 340 and 3125 millkon, Ivested equity, and ©ostof davslopmeant and
constnuciion loaans. The second and Wilnd options are 521 31 95 percemi of falr marke! wvalue or anount reguired o pay off autstanding principal
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State Department

2025 E Street NW, Washington, DC

Lease term: 11 years (2009-2020)
Rentable square feet: 296 421
Constructed: 1947

Initial annual rent: $9,554 179

Appraised value: $315,500,000
{2‘615}

Purchase option: $315,500,000

Option exercised: To be
determined

Figurs 11: Photo of 2025 E Strest MWW, Washington, DG
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National Oceanic and Atmospheric Administration
5830 University Research Court, College Park, MD

Figura 12 Phote of 5530 Unhvarsity Ressarch Couwrt,
Collags Park, MD

Lease term: 13 years (2012-2025)
Rentable square feet: 268,762
Constructed: 2012

Initial annual rent: 58,868,240

Assessed value: 586,191,967
[2[”5} AT T TELIATLLERE A

+ Purchase option: 527,000,000

Option exercised: To be
determined
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National Aeronautics and Space Administration
300 E Street SW, Washington, DC

Figura 13 Photo of 300 E Strest S04,
Vashington, DC

Lease term: 15 years (2013-2028) .- J/-"- b
Rentable square feet: 597 253 .= o
Constructed: 1991

Initial annual rent: $26,601,649

Estimated value: $317,702 248
(2012)

+ Purchase option: $680,000,000

Option exercised: To be
determined
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General Services Administration (Land Port of Entry)
500 Adams Street, Eagle Pass, TX

Figurs 14: Photo of 500 Adams Strest, Eagle Pass, TX

Lease term: 15 (2013-2028)
Rentable square feet: 14,652
Constructed: 1999

Initial annual rent: 172,161
Assessed value: Unknown

Purchase option: Fair market
value as set by independent
appraisers

« Option exercised: To be
determined
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State Department

600 19t Street NW, Washington, DC

Figurs 15 Photo of S00 15 Strest MUY, ViEshington, DC

Lease term: 10 years (2014-2024)
Rentable square feet: 463,151
Constructed: 1951

Initial annual rent: $22 972 289

Assessed value: $181,953 410
(2010)

* Purchase option: Fair market
value set by appraisers when option
IS exercise

Option exercised: To be
determined®

=Zaorge Washingion Unkersiy Fas ™ right o purchase ks Duliding before 354 can exerclse Rs optlon
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National Oceanic and Atmospheric Administration
1305 East-West Highway, Silver Spring, MD

Figure 1§ Photo of 1305 East-Uest
Highwsy Sliver Spring. MD

Lease term: 15 years (2014-2028)
Rentable square feet: 209,101
Constructed: 1993

Initial annual rent: 56,714,233

Assessed value: 362 569 567
(2016)

» Purchase option: $154.000,000

Option exercised: To be
determined

=Zaorge Washingion Unkersiy Fas ™ right o purchase ks Duliding before 354 can exerclse Rs optlon
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National Oceanic and Atmospheric Administration
1315 East-West Highway, Silver Spring, MD

Figure 17: Photo of 1315 East-Uest
Highwsy Sliver Spring. MD

Lease term: 15 years (2014-2028)
Rentable square feet: 512 774
Constructed: 1993

Initial annual rent: $16,465,173

Assessed value: 3114 673,300
(2016)

+ Purchase option: $319,000,000

Option exercised: To be
determined
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National Oceanic and Atmospheric Administration
1325 East-West Highway, Silver Spring, MD

Figure 15 Photo of 1325 East-U/est
Highwsy Sliver Spring. MD

Lease term: 15 years (2014-2028)
Rentable square feet: 255,118
Constructed: 1989

Initial annual rent: 59,155,139

Assessed value: 365,650,100
(2016)

« Purchase option: $146.000,000

Option exercised: To be
determined
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GAO on the Web
Web =site: hffp.ihwhenes gao. gow

Congressional Relations

Katherine Siggerud, Managing Director, gi

(202} 512-4400, U.5. Government Accountability Office
441 G Street, NW, Room 7125, Washington, DC 20543

Public Affairs

Chuck Young, Managing Director, voungc] i gan. gov
(202} 512-4800, U.5. Government Accountability Office

441 G Street, W, Room 7145, VWashington, DC 20548

Copyright

Thig iz a work ofthe U.S. government and is not subjectto copyright protection inthe United States.
The publizhed product may be reproduced and distributed in its entirety without further permission
fromGAQ. However, because this work may contain copyrighted images or other material, permission
fromthe copyright holder may be necessary if vou wizhto reproduce this material separatehy.
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