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This memorandum will supplement Chapter 6 of the Leasing
Handbook, which establishes a genera) poliey or negotiating buy
outs of vacant leased space whenever possible. Our purpose here
is to emphasize that policy and to provide procedures for
effecting buy outs, Accordingly, it shall be the poliey to
reduce vacant leased Space 1in the inventory to the greatast
extent practicable through buy outs of lease contracts when
conditions indicate that such action is economically prudent,

feasible, and in the best interest of the Government as defined
below,.

Upon identification of vacant space, and a determination that no
further need Tor it exists, the lessor should be immediately
notified of the Government'a desire to terminate the contract.
In addition, when You anticipate that Space will actually be
vacated, negotiations should be initiated relative to the
reduction of Services and utilities for those leases that do not
contain the "Adjustment for Vacated Premises® clause which is
currently part of the automated SFO, For leases which contain
this clause the reduction in rent should be calculated and
included in the notification to the lessor of the intent to

negotiating posture will vary depending upon the Specific ternms
of the lease and current market conditions. For instance, our
analysis could, in one extreme, indicate an advantage to the
lessor to pay the Government to terminate the contract. In those

At the other extreme, it may be necessary for us to buy out at
the full present worth of the net rent for the remainder of the
lease term. If a buy out program is to succeed, there can be no
substitute for the experience, knowledge of the market, and good
Judgment of the real estate and appraisal staffs,



If the space to be vacated is in excess of 10,000 net usable
3quare feet, an appraisal anpd economic analysis must be requested
from the appraisal staf?. This can be initiated on the Standard
Form 66. Three values should be requesated from the appraisal
staff: the current fair annual rental (FAR), the present value
of the Government's contractual obligation over the remaining
term of the lease (PVG) and the fair value of a negotiated lease
buy out (B). This appraisal and valuation service may, of
course, also be requested upon the discretion of the contracting
officer for leases under 10,000 net usable square feet,

Although it is ouyr policy to give first priority to the
consideration of buying out of vacant, unneeded space, a
submiasion including standard form 118 should also be prepared
and transmitted to the Utilization Branch in order that
appropriate initial preparations for outleasing may proceed
Simultaneously with the negotiations to buy out of the lease.
This will save time if it becomes apparent that a buy out

agreement cannot be reached and the decision is made to pursue an
cutlease.

Enclosed is a formula and a sample buy out calculation which may
be of asaistance as a guide for analyzing specific cases and
developing a buy out negotiation strategy. This is offered as an
attempt to take into account many of the variables which
influence a buy out settlement., The formula permits the
caleculation of the factor "PYG" which represents the present
value of the Government's contractual obligation. This is the
starting point of any buy out exercise, and represents the
maximum or upper limit for a buy out settlement. More favorable
terms can usually be obtained through negotiations.

The factor "B"™ is a fairp buy out price taking into consideration -
mitigating factors such as the potential for obtaining a
replacement tenant, thereby reducing the Government's liability.
This should be treated as the negotiation objective or goal. If
4 negotiated buy out exceeds B and cannot be reached below 80
percent of the PYG, the approval of the Assistant Regional

Adaministrator for Publie Buildings and Real Property must be
obtained.

If an acceptable agreement cannot be negotiated, immediate action
should be taken to ocutlease the space for the remainder of the
term. a1 negotiations, those resulting in buy outs, as well as
outlease referrals, should be thoroughly documented by price
begotiation memoranda to demonstrate that the action taken best
serves the Government's intereast,.



Contract clearance thresholds shall apply for buy out
negotiations as well as other contract modifications. These
thresholds currently require pre-award approval by the regional
Office of Project Control and Oversight when a buy out will
exceed $100,000. Pre-award approval by the Office of Acquisition
Poliecy will also be required if the buy out exceeds $250,000.

The Office of Acquisition Management and Contract Clearance (VC)
has offered the attached file format which is suggested for
general use and is appropriate for contract clearance
sSubmissions.

If you have any questions concerning this procedure, please call
David Bibb of the Leasing Division on FTS 566-0638.

RICHARD 0. HAASE
Commissioner

Enclosures i

cc: Assistant Regional Administrators for Public Buildings &
Real Property
wP, 1P, 2P, 3P, 4P, 5P, &P, TP, 8P, 9P, 10P
Regional Directors, RED
WPE, 1PE, 2PE, 3PE, 4PE, 5PE, 6PE, T7PE, 8PE, 9PE, 10PE
Associate Administrator for QOperations (AR)
Assistant Inspector General for Audits (JAR)
Director, Office oft Acquisition Management & Contract
Clearance (VC)
All Directors, Field Audit Office (JA~-1 through 10 and JA-W)
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ATTACHMENT A

CLEARANCE FILE

BUYOUTS
Determination from A&U that no further need exists for
space
Analysis of Market Conditions
Notification to lessor of Government's desire to term-
inate including action under "Adjustment for Vacated

Premises®™ clause or negotiations to reduce services

Appraisal of FAR, PVG, and B
Formula calculations (PVG = M = B)

N/A
PNM

Lessor's offer

Supplemental Lease Agreement
Inspection Report, if appropriate

Approvals, Legal Concurrence



ATTACHMENT B

The following formula is to be used to establish an equitable
value to buy ocut of a lease contract:

(1)

(B)

(c)

PYG - M = B

is the present value of the Gpvernment'av
contractual obligation over the remaining firm
term of the lease.

is the value of mitigating factors which will
offset the Government's liability.

is the negotiation objective being a fair
compensation to the lessor to terminate the lease.

ESTABLISH PHE ABSOLUTE MAXIMUM DOLLARS THAT CAN BE
PAID TO THE LESSOR T0 BUY OUT OF A LEASE (PVG).

’
In order to identify the negotiating objective
for a buy out (B),it is first necessary to compute
the present value of the Government's rental -
obligation over the remaining term of the lease
(PVG).

Take current gross annual rent based on the lease
contract. (Do not include monthly payments to
amortize alterations unless they are paid without
interest.)

Subtract the annual rental reduction for services
not furnished for vacant space.

In many leases, there is a provision for a )
reduction in the Government's rental obligation
equal to the amount attributable to certain
operating costs, such as cleaning, which will not
be required upon the Government's vacating the
premises. (In the automated Solicitation for
Offers, the clause is entitled "Adjustment for
Vacated Premises.¥) If there is no lease
provision, thern use the ananual amcunt of any
negotiated agreement for reduction of services.

Divide the resulting dollar amount by 12 months to
arrive at a monthly rental figure. Multiply the
resulting dollar amount by the present value
factor for the number of months and/or years
remaining under the lease contract.



(D)

(E)

Where:

To identify the appropriate interest rate table to
be used, consault the regional appraisal staff.
OCnce the interest rate has been determined, find
the present value factor on the fifth column of
the corresponding Monthly Compound Interest Table.
An example of these tables is included as -
Attachment B, If the moanthly compound interest
tables do not include the interest rate or nurmber
of months needed, the figures may be interpolated.
(Consult the appraisal staff if assistance is
needed).

Add any contractual obligations not covered above,
such as restoration specifically required in a
lease for alterations associated with Government's
occupancy.

Add the remaining balance (principal only) of any
unamortized alterations to calceculate the amount
owad. To find the remaining balance if
unattainable through the lesacr, or unknown, use
the follewing formula:

( aa - 1) =P

A=z annoual constant (use the amortization table for
the interest rate negotiated). An example of thisas
table is included as Attachment C. Find the
number of years (or montha) over which the
alterations were amortized. Read across to column
7 ®"Annual Coastant for Monthly Payment.® If the
monthly compound interest tables do not include
the interest rate or number of months needed, the
figure may be interpolated.

AA = Annual constant required to amortize entire
costs to date. (Use the same amortization table.
Find the number of years (or months) which have
already transpired. Read across to column 7.) If
the monthly compound interest tables do not
include the interest rate or number of months
needed, the figure may be interpolated.




(F)

STEP 2:

I = Actual interest rate negotiated for the
amortized alterations.

P = percentage of alterations paild off

The sum of the above steps establishes the present
value of the Government's obligation (PVG) or the
upper limitation of the buy out.

IDENTIFY MITIGATING FACTORS (M)

Some considerations to be evaluated are as
follows:

What is the likelihood that a replacement tenant
can be found?

This will be reflected by supply and demand for
this type of space in the market.

- Check the vacancy rate for area. Sources for
this information include BOMA publications,
the Howard Ecker & Co. Report, appraisal staff
and personal knowledge from market surveys.

How long will it take to find a new tenant and
have them in place and paying rent?

Is the space generally in good condition and free
of unusual alterations so that it could be
occupied with a minimum of repairs or
refurblshing?

- The market will indicate how long it can be
expected to take to have a replacement tenant
in place, assuming a fair market rent is
sought,.

Can the lessor obtain a net rental which is equal
to or excess of the Government's contractual
obligation?

- This is where good information and knowledge
of market rates come into play. Gensrally,
the older the subject lsase, the more likely
it is that market rents will have increased.
Special circumstances such as a remote
location, however, may command lower rents or,
in the extreme, there may be no demand for the
space.



STEP 3:

D. Marketing expenses, such as advertisements
or leasing commissions must be accounted for.

- The cost of obtaining a replacement tenant
must be considered., Leasing commissions may
vary from one situation or market to another,
however 2.5 percent of the adjusted gross rent
over the lease term is a good genersal
commission factor.

- If there have been alterations unique to the
Government's ocoupancy and not suitable for
the private sector, the cost of returning
the space to building standard may be
considered as a factor. (It should be pointed
out that determining the cost of restoration
is one of the more complex appraisal tasks and
it 13 recommended that assistance be sought
from the appraisal staff for cases where this
is a consideration.)

DEVELOP NEGOTIATION OBJECTIVE (B)

In any event, a negotiation objective must be what
it says it is, a goal or starting point. 4
negotiated settlement may still be reached, if
properly Jjustified and documented, up to the
maximum allowable payment, PVG. Any settlement
which is negotiated in excess of 80 percent of the

PYG must be approved by the Aasistant Regional
Administrator.

When a settlement agreement is reached, contract
clearance must be obtained in accordance with the
thresholds for modifications of Heal Estate
Division Contracts. This pre-award review
submission should include all applicable market
survey, appraisal, and price negotiation
memorandum documentation. The buy out should then
be culminated with an executed Supplemental Lease
Agreement.

If it becomes apparent that an equitable buy out
agreement cannot be reached through negotiations,
then the space will be referred to the Otilization
Branch to pursue an outlease.
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II1. EIAMPLE

Background Information for Case Study:

Let us contemplate a 5-year lease for 3,000 square feet effective
on February 3, 1982. The space has become vacant with no-
prospect for backfill by a Federal agency:

o]

The current annual rental is $24,000 or $8.00 per net
usable square foot (NSUF), fully serviced. This
contract rent includes the amortization of some initial
alterations.

It ia also assumed, for thias example, that the lease
provides for annual tax and operating cost escalation.
The percentage of Government occupancy is 10 percent.
The base for operating costs is $2.50 per square foot.
Real estate taxes for the subject property have
increased from $28,000 in 1982 to $36,000 in 1983.

TH&® lease contains an adjustment for vacated premises
clause whereby the rental can be reduced by $2.00 per
NUSF for unrequired services. (The annual reduction is
$6,000.00.) -

In addition to rent, the Government entered into an
agreement at the beginning of the lease to amortize
$15,000 worth of special initial tenant alterations over
the 5-year term of the lease, at an interest rate of 15
percent. Therefore, $4,282.20 per annnum is paid in
addition to the base rent by virtue of the amortization.

For this example which takes place in February of 1983,

let us assume that the leasing market 1is strong, and we

estimate that the space will be leased by another tenant
within 3 to 6 months.

Finally, it is alsc¢c assumed that slowly rising market
rental rates will insure a replacement rental rate at
least equal to the Government's lease,

Step 1:

(1) gross annual rent $ 24,000.00
deduct annual payments to
amortize alterations = B8,282.20

adjusted gross rent $ 19,T17.80




(B)

(c)

(D)

(E)

deduct for reduced
services per lease
clause ‘ - 6,000.00

dollar amount resulting S
from steps A-B = $13,717.80
. annual reat

Divide by 12 months = $1,143,.15
monthly
rent

not applicable in this case

The appraisal staff has iaformed you that the
percentage ratd needed to find the present value
faotor is 10 percent.

Next, find the preaent value factor for 38 months
(4 years) on the fifth column of the 10 percent
monthly compound interest table indicated on
Attachment B. -

Substituting these numbers in the aquation we find
the following:

$1,1533.15 X (39.428160)= $45,072.30
Now, add the remaining balance owed for
alterations which are being amortized over the

term of the lease.

{$15,000 total to be pald over 5-year lease _
term at 15 perceant) '

Use the following formula:

(A-I)
(AA-T)=P




Use the amortization table for 15 percent
(refer to Attachment C). Go to column 7
"Annual Constant® and read down to total
number of years over which alterations were to
be amortized. Therefore, "A" equals 2854792

Now-calculate "AA®™ by using the same table.
Read down column 7 to the number of years over
which alterations have already been paid. If
the time elapsed is not a complete year (e.g.,
1 year and 3 months ), then you must
interpolate. Ask the regional appraisal stafe
for assistance.

"AA® ia 1.,0830997
¥I® is 15 percent

22858792 = .15 0.13538792
1.0830997 ~ .15 = 0.9330997 = 0.13519263

The percentage of alterations paid during the
first year of the lease is, therefore, =
. 18519263, rounded to 14.52 percent.

Multiply this percentage by total alteration
cost: & 15,000 X .1452 = $2,178 This is the
amount which has been paid.

Amount of alterations $15,000
Subtract amount paid - 2,118

$12,822 This is the
unpaid T
balance cwed
for the
alterations

(F) Calculate present value of Government's obligation
(PYG) by adding the products of steps C and E.

Step 1(C) $ 45,072.30

Step 1(E) +4.12,822.00

PYG $ 57,894.30 This is the maximum
amount which ¢an be
paid for buy out




Step 2:

(4)

(B)

Identify mitigating factoras (M)

The vacancy rate for office space in downtown
Metropolis is 4 percent. It is estimated that a
reasonable period for obtaining a replacement
tenant would be 6§ months.

In step 1 (C), the present value of the rental to
be paid for the remaining lease term is deteramined
to be $45,072.30.

This amount will, therefore, be offset by the
rental the lessor would be receiving from a
replacement tenant for 3 years and & months of the
remaining 4-year lease ternm.

To calculate this offset, use the rental figure
from the beginning of step 1(C), or $1,133.15 per
month.

Use the same 10 percent monthly compound interest
table (Attachment 8),

Go to Column 5 "Present Value®.

Read down the column to 4 years (48 months)

h-year factor 39.428160

Subtraet factor for 6 months - k.828817

This is the Present value

Factor for 3 years and 6 months 33.599343

Multiply by monthly rent x $1,1483,15/mo
$38,409.09 °

rounded to:

This iz the value of the $38,400.00
offsetting rental which the lessor

is likely to receive froe replacement
tenant

The lessor's taxes, however, have increased by
$8,000, 10% of this increase, or $800 would be
paid under the Government's tax escalation
provisions. {(Any future tax increases or
decreases will be addressed by the terms of a
replacement lease).



(c) Slowly rising market conditions prevail in the
downtown area, therefore, the lessor should be
able to obtain a rent at least equal to the
Government's contract. Therefore, no adjustment
to rental rate is used.

Note: Current market information is essential to the
analysis of mitigating factors. Some areas of the
country are experiencing declining rental rates at
the present time, ’

(D) Marketing expenses are ostimated to be as
follows:

$19,717.80 - adjusted gross annual rent
from step 1 (4)
~ years remaining under lease
$78,871.20 « total adjusted gross rental
e X.0285 ~ percentage of gross for leasing
commission
— $ 1,971.78

rounded to: $ 2,000.00

marketing expenses
Suppary: Mitigating Factors

Step 2 (A) Likely rent from a

replacement tenant $38,400.00
Step 2 (B) Adjustments for tax and

operating escalations

of the subject lease {-$800.00)
Step 2 (C) Adjustments for current

refital rates -0-
Step 2 (D) Adjustments for marketing

expenses {-$2,000.00)

Total of likely mitigating .
factors $35,600.00

Step 3: Calculation of Negotiating Objective

PVG - M = B

$57,894.30 (PYG) Step t Total
=35.600.,00 (M) Step 2 Total

$22,294.30 (B)
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