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University of Washington Report on
Metropolitan Tract

OVERVIEW. In its 1999 session, the Legislature directed the
University of Washington to report to JLARC, every other year, on
management of its Metropolitan Tract in downtown Seattle.  JLARC
reviewed the University’s 1999 report on January 6, 2000; it is
attached for your information (Attachment A).  JLARC staff analyzed
the financial context of this management, drawing attention to some of
the factors associated with the current return on investment picture for
the Tract (Attachment B).  JLARC is distributing this information with
the recommendation that the University not renew its leasing
arrangements for the Metropolitan Tract under the current terms and
conditions.

Background. ESHB 1991 (C 346 L 99), enacted in the 1999
Legislative Session, authorizes the Board of Regents to lease the
Metropolitan Tract for up to 80 years and gives the Board full control to
manage, operate, lease, borrow funds, and incur indebtedness as with
any other UW property.  A new nonappropriated bond retirement
account was created, and the net proceeds from leases on the
Metropolitan Tract will be deposited in this account.  In turn, funds in
this account in excess of debt services needs must be transferred to the
UW Building Account.

JLARC Responsibility. Under the legislation enacted in 1999, the
UW Board of Regents will be reporting on all leases and transactions
of, or any improvements to, the Metropolitan Tract to JLARC during
odd-numbered years.  In October 1999, Senator Gardner, JLARC’s
Chair, outlined seven topics to be addressed in their 1999 report in a
letter to the University.  The University responded to those seven topics
in their attached report.

If you have questions or concerns regarding JLARC’s role in this
reporting effort, please get in touch with me at 360.786.5175.
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UNIVERSITY OF WASHINGTON METROPOLITAN TRACT

January 6, 2000

Outline

I. Adjustments to Committee Staff financial analysis are necessary (Exhibit A).

II. There are a number of key issues affecting management of the University’s
position.

III. Strategic Alternatives are current being pursued.

IV. Conclusions.
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January 6, 2000

TO: Members of the Joint Legislative Audit and Review Committee

FROM: Tom Sykes, Legislative Auditor
Larry Brubaker, Principal Management Auditor

SUBJECT: University of Washington Report on its Management of the
Metropolitan Tract

OVERVIEW. The Legislature directed the University of Washington to report to
JLARC, every other year, on its management of the Metropolitan Tract in downtown
Seattle.  Their report is attached.  JLARC staff analyzed the financial context of this
management, drawing attention to some of the factors associated with the current return
on investment picture for the Tract.  Staff recommend that the UW report and this
additional information be distributed, and that the legislature should direct the
University not to renew its leasing arrangements for the Metro Tract under the current
terms and conditions.

Background. In 1860, the Legislative Assembly of the Washington Territory
established a university in Seattle, if ten acres were granted from private owners for
that purpose.  That land, in what is now downtown Seattle, became the original site of
the University of Washington (UW).  In 1895, the university moved to its present
location.  The state retained ownership of the original acreage; however, the
University’s Board of Regents has developed and managed this “Metropolitan Tract” on
behalf of the state since then.

ESHB 1991 (C 346 L 99), enacted in the 1999 Legislative Session, authorizes the Board
of Regents to lease the Metropolitan Tract for up to 80 years and gives the Board full
control to manage, operate, lease, borrow funds, and incur indebtedness as with any
other UW property.  A new nonappropriated bond retirement account was created, and
the net proceeds from leases on the Metropolitan Tract will be deposited in this account.
In turn, funds in this account in excess of debt services needs must be transferred to the
UW Building Account.  The funds in this Account will be subject to legislative
appropriation in the biennial capital budget.
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JLARC Responsibility. For many years prior to 1996, the University of Washington
sent biennial reports on the operations of the Metropolitan Tract to the Legislative
Budget Committee—JLARC’s predecessor.  Under the new legislation enacted in 1999,
the UW Board of Regents is directed to report on all leases and transactions of, or any
improvements to, the Metropolitan Tract to JLARC during odd-numbered years—the
first report due in 1999.  In October 1999, JLARC Chair Senator Gardner, in a letter to
the University, outlined seven topics to be addressed in their 1999 report to our
Committee.  The University’s responses to those topics comprise their report.

JLARC Staff Review of UW Report. JLARC staff have reviewed the UW’s report in
response to the Chair’s October letter.  Our analysis should be looked at in the context
of your review of the UW report.  Page numbers here refer to those in the UW report.

Income Generated from the Metropolitan Tract.

• The amount of income the Metropolitan Tract generates for the UW has varied each
biennium since 1987.  The amount of income transferred from the Tract to the UW
campus has ranged from as low as $2 million per year in 1990-91 to as much as $9
million per year in 1995-96.  The Tract provided $8 million per year to UW in 1998-
99. (Page 4)

• The Tract generates income in addition to the amount transferred to the UW
campus. In FY 99, the operations of the Tract generated net operating income of
$15.8 million.1  Of this amount, $8 million was transferred to UW, $3.4 million was
reinvested in the Tract, $2 million paid for the UW and Metro Tract property
management offices, $1.6 million paid for loan repayments, and $.8 million was
added to the Tract fund balance.  The amount of the Tract fund balance was $22.9
million at the end of FY 98. (Pages 16, 4)

Income Generated Compared to State Investment Board Property.

• Of the $15.8 million of net operating income generated by Metro Tract operations,
$12.1 million was generated by the office properties, which consist of 7 commercial
office buildings in downtown Seattle.2  These properties were recently valued at
$285 million. (Pages 8, 16)

1 The $15.8 million of net income shown here is larger than the $13.2 million net income shown on the
Metro Tract financial statement for FY 1999. (Page 11)  JLARC staff made adjustments in order to make
a fair comparison of net income with the State Investment Board’s Union Square property in downtown
Seattle.
2 The remaining $3.6 million of income was generated by the Tract’s land which is occupied by the Four
Seasons Olympic Hotel.
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• The State Investment Board (SIB) owns the One and Two Union Square office
buildings, which are adjacent to the Metropolitan Tract.  Union Square is valued at
$336 million, or 118% of the $285 million valuation of the Metro Tract office
properties.  Union Square generated about $28.8 million in net operating income to
the State Investment Board during FY 99. (Information provided by State
Investment Board.)

• The $12.1 million of net operating income generated by Metro Tract office properties
represents a 4.2% return against the $285 million value of the commercial office
building properties.  The $28.8 million of net operating income generated by Union
Square represents an 8.6% return to the SIB against the $335 million value of these
properties.  Therefore, the Metro Tract is generating about 49% of the amount of
operating income (relative to asset value) as the State Investment Board generates
on Union Square.

Reasons for Relatively Low Performance of the Metro Tract Office
Properties.

• The terms of the UW’s lease with UNICO, the property manager of the Metro Tract,
explains the relative underperformance of earnings from the Metro Tract office
properties.  The lease allows UNICO to retain more than 50% of the gross rents from
these office properties as its management fee.  UNICO pays the operating costs of
the properties from this amount, but UW pays the capital improvement costs.
Typically in the commercial real estate industry, a property manager is paid about
3% of gross rents, and the owner pays both capital and operating costs. In FY 1999,
UNICO retained gross rents of $13.9 million, from which they paid the operating
costs of the properties.  Metro Tract staff stated that they do not know the amount of
the operating costs paid by UNICO out of its management fee. (Pages 15,16)

• The terms of the UNICO lease essentially makes UNICO a joint venture partner
with UW in the ownership of the Metro Tract office properties.  UW leases the entire
office portion of the Tract to UNICO, which manages the properties.  The terms of
the lease require UNICO to make certain rental payments to UW.  As mentioned
above, these payments amount to less than half of the gross rents received by
UNICO.  The UNICO lease dates back to the 1950s.  According to UW staff, the
original UNICO lease followed a competitive process.

• The original lease with UNICO was to expire in 1989.  The lease was extended in the
1970s and now does not expire until 2014.  In return for the extension of UNICO’s
ownership interest in the Metro Tract, UNICO acted as the banker for several
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capital improvements to the Metro Tract properties.  UNICO paid for improvements
to the properties and is being reimbursed (with interest) by UW.

• We did not attempt to assess whether the lease with UNICO allowed for a
competitive return on investment to UW when it originated in the 1950s.  However,
it seems clear that the 25-year lease extensions to UNICO in the 1970s in return for
UNICO acting as the banker for capital improvements, has become far more costly
to the UW than had the UW simply borrowed money for the improvements from
commercial sources.  UW is paying interest to UNICO on the capital funding they
provided.  In addition to interest, the lease extension allows UNICO to continue its
ownership interest in the office properties for 25 years following the initial
expiration date of the lease. UNICO’s ownership interest is currently valued at $105
million, according to an analysis recently conducted for the UW. (Page 5) Given
that UNICO is 10 years into the 25-year extension, it seems likely that the original
value of the lease extension was well in excess of the current $105 million value.

• Had UW simply borrowed the funds to complete the improvements and allowed
UNICO’s lease to expire in 1989, UW rather than UNICO would be receiving the
benefit of UNICO’s continuing ownership interest. UNICO retains over 50% of gross
rents of the office properties as its management fee.  The nature of the leasing
arrangement with UNICO would appear to explain why the operating return to UW
on the Metro Tract office properties is about 49% of the operating return earned by
the SIB on its Union Square commercial buildings.

JLARC Staff Recommendations.

1. The “Metropolitan Tract: 1999 Supplementary Report to the Joint Legislative Audit
and Review Committee,” together with this cover memo, should be distributed to the
Senate Ways and Means and House Capital Budget Committees.

2. The University of Washington should not renew its current lease, upon its
expiration, under the terms and conditions currently prevailing.


