
FINANCE AND BUDGET COMMITTEE

MARCH 21, 2002

SUBJECT:
LIKE-KIND-EXCHANGE DEFEASED-LEASE TRANSACTION 

ACTION:
APPROVE LIKE-KIND-EXCHANGE DEFEASED-LEASE TRANSACTION

RECOMMENDATION

A. Authorize the CEO to negotiate the terms of and execute the documents necessary to complete a like-kind-exchange ("LKE") defeased-lease transaction with FBS Investments, Inc., a subsidiary of Textron Corporation  ("Textron"), as the equity investor, for MTA property generally referred to as the Patsaouras Transit Plaza, including the transit parking (the "Property"), as outlined in the attached Transaction Summary (Attachment A).

B. Authorize payment of fees and transaction expenses not to exceed $1,202,500 (Attachment B).

C. Adopt the resolution (Attachment C) authorizing the LKE defeased-lease transaction for the Property.

ISSUE

The U.S. Tax Code allows a seller of real property (an "equity investor") to reinvest its sale proceeds in an LKE transaction and to obtain certain tax benefits if it completes the transaction within 180-days.  During this 180-day time frame, the equity investor must develop and value a short-list of LKE possibilities, conduct due-diligence on these possibilities and negotiate and close the transaction.

Textron, as an equity investor, submitted an unsolicited offer for an LKE transaction involving the Property and $125 million worth of real property it sold in late 2001.  The transaction will provide the MTA with a net benefit estimated to be between $6.25 to and $7.5 million (5-6% of the transaction value), depending on fluctuations in market interest rates.

OPTIONS

One option to the proposed Textron transaction is to reject the Textron offer and seek competitive defeased-lease proposals for the Property from the marketplace.  Such solicitation of competitive proposals is required under the MTA Defeased-Lease Policy.  Pursuing competitive bids is not recommended for two reasons.  First, the defeased-lease market for real estate assets is very thin and it may be difficult to find investors interested in such transactions.  Second, the benefit paid under LKE

transactions is generally higher than that paid under open-market transactions.  The higher benefit is due to the more-favorable federal tax treatment enjoyed by LKE transactions.  

A second option to the Textron transaction is to reject the transaction and not pursue a defeased-lease on the Property at all.  This option is not recommended as the benefits to be derived from the Textron transaction outweigh the risks.  

FINANCIAL IMPACT

The proposed transaction is anticipated to generate a net benefit of $6.25 to $7.5 million to the MTA, net of $1,202,500 in estimated MTA transaction expenses (Attachment B).    The estimated net benefit is higher than the estimated 3% to 5% defeased-lease benefit range for real estate that was described to the Board when the Defeased-Lease Policy was adopted in February 2000.  If the transaction is not completed, for any reason, MTA will only be responsible for the cost of its outside legal counsel.

BACKGROUND

The Board adopted the Defeased-Lease Policy in February 2000, and the MTA has contracted with Capstar Partners and McCalley Consulting (Capstar/McCalley) to provide professional services in connection with its defeased-leasing program.  With the help of Capstar/McCalley, two rolling stock defeased-lease transactions and an LKE defeased-lease transaction with Agilent Technologies for certain MTA bus and rail divisions have closed.  A third rolling stock transaction is in the process of closing.  Once this transaction closes, approximately $45,000,000 in unrestricted cash benefits to the MTA will have resulted from these deals.  

The proposed transaction with Textron is for an LKE defeased-lease, lease back of the Property.  The transaction will provide Textron with a leasehold interest in the Property, allowing Textron to defer tax payment on real property it sold in late 2001.  Title to the Property will not be transferred to Textron.  Textron will prepay its monetary obligations and will lease the property back to the MTA.  From these proceeds, MTA will invest sufficient amounts so that they grow to meet MTA’s monetary obligations as they become due.  

The structure of the proposed deal will be similar to that of the Agilent transaction, which was approved by the Board in April 2001.  County Counsel will contract with Orrick, Herrington and Sutcliffe ("Orrick") to provide MTA with bond, tax and leasing counsel for this transaction.  Orrick has provided such counsel on the MTA's previous defeased-lease transactions.

The Defeased-Lease Policy requires staff to notify the Board when the transaction will be disclosed on the MTA’s balance sheet.  Due to the nature of the deposit requirements of this transaction, it will be required to be included on the MTA’s balance sheet.

The Property to be included in the transaction is part of the Gateway Center joint-development project.  This project was undertaken with Catellus Development Company (“Catellus”) pursuant to certain joint development agreements entered into with them.  Staff will work with Catellus to ensure that existing contractual obligations are met and that existing contractual rights are unaffected.  

Risks to the MTA

The risks posed by the proposed transaction fit within the risk description originally outlined to the Board when the Defeased-Lease Policy was adopted in February 2000.  Three main elements of risk are present in the proposed transaction:  (i) broken deal risk; (ii) real property tax risk; and (iii) sublease early termination risk.

Broken deal risk is a near-term exposure involving liabilities resulting from failure to close the proposed transaction.  In this transaction, MTA is only responsible for the legal fees due Orrick in the event of a broken deal, which broken deal fees are capped at $300,000, plus out-of-pocket expenses.  In an effort to mitigate this exposure, Textron has agreed not to pursue any other LKE options currently available to it pursuant to federal tax regulations, unless Textron and MTA are unable to complete the proposed transaction prior to May 15, 2002.  

Property tax risk involves the possibility that the proposed transaction could be taxed for property tax purposes.  If property taxes are assessed, MTA will be liable for the same under the terms of the proposed transaction.  This risk is typical of defeased-lease transactions involving real estate.  To address this risk, MTA will rely on a State Board of Equalization ruling to the effect that the property taxes do not apply, as well as guidance from the County Tax Assessor.  Previous experience on the Agilent LKE indicates that this risk is minimal.

The final risk is early termination risk.  If, for some reason, MTA chooses to prematurely terminate its sublease with Textron MTA will incur a substantial sublease termination cost.  However, given the nature and anticipated long-term use of the Property, it is unlikely that the MTA will need to terminate the sublease prematurely.

NEXT STEPS

1. Negotiate documentation with Textron, the Payment Undertaker, and the surety provider;

2. Discuss and resolve joint development issues with Catellus;

3. Obtain the final appraisal of the Property;

4. Obtain Federal Transit Administration approval of the transaction;

5. Set final pricing and schedule closing;

6. Execute final documentation, fund and close the transaction.
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ATTACHMENTS

A. Transaction Summary for Like-Kind Exchange:  MTA and Textron

B. Estimated Benefits & Transaction Expenses

C. Resolution Authorizing the Defeased-Lease Transaction for Transit Facilities

Attachment A

Transaction Summary for Like-Kind Exchange:  MTA and Textron

	Lessor/Sublessee:
	Los Angeles County Metropolitan Transportation Authority

	Equity Investor:
	FBS Investments, Inc., a subsidiary of Textron Corporation

	Lessee/Sublessor:
	An irrevocable grantor trust for the benefit of the Equity Investor or a single member limited liability company owned 100% by the Equity Investor.  The Equity Investor will create one or the other of these entities for the proposed transaction.  (Such entities are created and used in these transactions, in part to help insulate other transaction parties from risks associated with a bankruptcy of the Equity Investor.)

	Property:
	The MTA property located in, around and beneath the Patsaouras Transit Plaza, including the transit parking. 

	Closing Date:
	May 15, 2002 will be the target closing date for this transaction, but it could close as late as June 25, 2002, under the U. S. Tax Code.

	Payment Undertaker:
	A Payment Undertaker will make Sublessee's payment of the Purchase Option Price to the Trustee on the EBO Date, in the event Sublessee exercises its early buy-out option.  The obligations of the Payment Undertaker will be AAA/Aaa rated.

	Surety Bond:
	A surety bond to be provided to the Trustee for the benefit of the Equity Investor by a AAA/Aaa rated insurer, in an amount equal to the difference between the early termination penalty under the Sublease and the scheduled accreted value of the EBO Defeasance Amount. 

	Transaction Amount:
	Approximately $125,000,000 

	Appraiser:
	American Appraisal

	Net Benefit to MTA:
	The benefit fluctuates with market interest rates and is anticipated to be between $6,250,000 and $7,500,000 (5-6% of the Transaction Amount), based on current rates.  In any event, this benefit shall not be less than $5,000,000 (4% of the Transaction Amount).

	Benefit plus Expenses:
	Anticipated to be between $10,062,500 and $11,312,500

	Head Lease Term:
	Anticipated to be approximately 87.5 to 100 years

	Sublease Term:
	Anticipated to be approximately 56 to 60 years

	EBO Date:
	The early buy-out date under the Sublease, which will be a date occurring not more than 35 years after commencement of the Sublease.

	Documentation
	The structure of the proposed transaction will be similar to that of the MTA's recently completed LKE defeased-lease transaction with Agilent Technologies, which was approved by the Board in April 2001.  In addition, the papers for the recently completed Agilent transaction will be used as the basis for the documentation of this transaction.  Such documentation will contain standard conditions precedent, representations and warranties, and covenants and indemnities regarding the use and operation of the Property that are consistent with the Agilent documentation.



Attachment B

ESTIMATED BENEFITS & TRANSACTION EXPENSES

	
	Low Est.
	High Est.
	Percentage

	Est. Gross Benefit, as defined by the FTA
	$10,062,500
	$11,312,500
	8.05%-9.05%

	
	
	
	

	Less:  Transaction Expenses to be paid by Textron: 
	
	
	

	               Textron’s Counsel (Winston & Strawn)
	$400,000
	$400,000
	0.32%

	               Local Textron Counsel
	$75,000
	$75,000
	0.06%

	               Surety Policy (AIG)
	$1,625,000
	$1,625,000
	1.30%

	               Counsel for Surety Policy (O’Melveny)
	$250,000
	$250,000
	0.20%

	                Appraiser (American Appraisal Associates)
	$75,000
	$75,000
	0.06%

	                Environmental Review
	$50,000
	$50,000
	0.04%

	                Insurance 
	$75,000
	$75,000
	0.06%

	                Miscellaneous
	$60,000
	$60,000
	0.05%

	                   Total Paid by Textron
	$2,610,000
	$2,610,000
	2.09%

	
	
	
	

	Estimated Gross Benefit to MTA
	$7,475,000
	$8,725000
	5.96%-6.96%

	
	
	
	

	Less:  Transaction Expenses to be paid by MTA:
	
	
	

	                  MTA Advisor (Capstar/McCalley)
	$687,500
	$687,500
	0.55%

	                  MTA Outside Legal Counsel (Orrick)
	$515,000
	$515,000
	0.41%

	                      Total Paid by MTA
	$1,202,500
	$1,202,500
	0.96%

	
	
	
	

	Estimated Net Benefit to MTA
	$6,250,000
	$7,500,000
	5.00%-6.00%


Attachment C

 SEQ CHAPTER \h \r 1Resolution
Authorizing Defeased-Lease Transaction for Transit Facilities

WHEREAS, the Los Angeles County Metropolitan Transportation Authority (the "Authority") provides public transportation services with its buses and Metro Red Line, Blue Line and Green Line; and


WHEREAS, a defeased-lease transaction (the "Transaction"), as described in Attachment A (the "Transaction Summary") for the long-term lease and leaseback of the transit parking located in, around and beneath the Patsaouras Transit Plaza and certain other MTA transit property and improvements located in and around the same (the "Property") has been presented to the Board of Directors which, if carried out in accordance with its terms, will provide a substantial present value benefit to the Authority, and the Authority’s passengers; and


WHEREAS, certain agreements described in the Transaction Summary will reduce the amount or duration of payment, rate or similar risk to the Authority of the Transaction or enhance the relationship between risk and return with respect to investments made pursuant to or in connection with the Transaction, as authorized under Section 5922 of the California Government Code; and


WHEREAS, the Board of Directors now desires to authorize the officers and staff of the Authority to take such further actions, including the negotiation, execution and delivery of such documents, agreements and certificates as shall be necessary and appropriate to implement the Transaction as described in the Transaction Summary;


NOW, THEREFORE, THE LOS ANGELES COUNTY METROPOLITAN TRANSPORTATION AUTHORITY DOES HEREBY FIND, DETERMINE AND ORDER AS FOLLOWS:


Section 1.  The above recitals are true and correct, and the Board of Directors so finds and determines the same.



Section 2.  The Transaction, as described in the Transaction Summary, is hereby approved.  The officers and staff of the Authority, under the direction of the Chief Executive Officer of the Authority, are hereby authorized and directed, for and in the name of and on behalf of the Authority, to negotiate and cause the preparation of the documents described in the Transaction Summary and such related documents as are necessary or proper to effect the Transaction, including, without limitation, credit enhancement or liquidity agreements or arrangements in support of the Authority’s obligations (collectively, the "Transaction Documents"), provided that such Transaction Documents contain substantially the terms described in the Transaction Summary.


Section 3.  The Chief Executive Officer of the Authority or his designee is hereby authorized and directed, for and in the name of and on behalf of the Authority, to execute and deliver the Transaction Documents to which the Authority is a party, in such form as the Chief Executive Officer and the Authority’s general counsel may approve, such approval to be conclusively evidenced by the execution and delivery thereof.  


Section 4.  The officers of the Authority are hereby authorized and directed, for and in the name and on behalf of the Authority, to do any and all things and take any and all actions, including (without limitation) the execution and delivery of any and all certificates, filings, documents and agreements, which such officers may deem necessary or advisable in order to consummate the Transaction described in the Transaction Summary and otherwise to give effect to the purpose and intent of this Resolution.


Section 5.  This Resolution shall take effect from and after the date of its adoption.
� 	Please note that the estimates set forth hereon are for pricing evaluation purposes only and are subject to change.  Percentages are based on $125 million estimated fair market value of the Property.





