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I. Background

The stated policy objective of the Fund is to accommodate all
its Washington-based staff in its headquarters building. This policy
was endorsed by the Executive Board when it authorized the Fund to
construct the present building on the block bounded by 19th and 20th
Streets and G and H Streets ("Square 120"), and was reaffirmed when a
further wing ("Phase 1Ia") was added to the building in the early
1980s. The enlarged building proved insufficient to meet this policy
objective, and since 1983 the Fund has been leasing premises several
blocks away, at International Square. At the present time, the Fund
is leasing slightly over 130,000 sq. ft. at International Square,
which is being used to accommodate the Bureau of Statistics aand the
Bureau of Language Services, and which by the end of the summer will
also house the Joint Library. With the transfer of the Library, some
300 Fund personnel will be located in leased space.

Although the transfer of the Joint Library will relieve most of
the current overcrowding in the headquarters building and provide a
limited amount of space for expansion, this space will barely be
sufficient to cope with the increase in personnel approved in the
FY 1989 budget. There will be little flexibility to accommodate
shifts in demand for space or to meet temporary needs which arise
from time to time, and no material reserve for any growth that may
occur in future years.

Since the completion of Phase Ila, the Fund has been obliged to
lease all the space needed for the personnel and facilities which
cannot be accommodated in the headquarters building. It has responded
to the problem as it has arisen, generally after the need for further
space has become acute. Unless action is taken to expand the head-
quarters building itself, the Fund will have no option but to continue
to rely on the local leasehold market to accommodate all its needs
for additional space, with the nature, location, and cost of the space
being determined by what happens to be available in the market from



time to time, This involves considerable direct costs in terms of
rental payments and expenditures to equip and refurbish the leased
premises to meet the Fund's needs, It also involves risks and un-
certainty for the institution, and inconvenience both for the staff
who are located some distance from headquarters, and for staff from
headquarters who need to use the facilities located elsewhere.

Clearly, a much more satisfactory solution would be to expand the
headquarters building, so that all the Fund's personnel and facilities
can be housed in a single location which is owned and controlled by
the Fund. Expanding the headquarters building is only feasible,
however, if the Fund can acquire the remaining portion of Square 120,
consisting of a public alley and the land occupied at present by the
Western Presbyterian Church ("WPC"). As explained in more detail
later in this paper, acquisition of this additional land would permit
the Fund to construct an extension to headquarters which would meet
all its existing needs and would also provide space for possible
future growth., Any of this space which is in excess of the Fund's
own needs from time to time could be leasea out to suitable tenants.
Although the land acquisition and comnstruction would involve a sub-
stantial capital outlay, the Fund could expect to achieve significant
cost savings over the longer time in comparison to leasing, and would
enhance the valuable, and potentially saleable, asset represented by
the headquarters building.

In a preliminary discussion of the Fund's space needs last month,
some Executive Directors indicated that they would wish to have a
clearer understanding of the likely size of the Fund's personnel
complement in the years ahead, before reaching a decision to expand
the headquarters building. This caution is appropriate, and full
opportunity will be given to the Executive Board to examine and dis-
cuss the issue before it is asked to reach such a decision. In recent
years, management, in its annual budget proposals, has shown a firm
commitment to limiting as far as reasonably practicable the growth of
the institution. This commitment will continue, as will the effort
to increase productivity through the application of technology and
automation. However, it should be recognized that the number and
composition of the Fund's personnel during any given period must be
determined primarily by the need of the membership for the Fund's
services. On the basis of the need that exists at present, it does
not seem likely that the Fund can expect a material reduction in the
demand for its services, or the resources needed to meet that demand,
in the immediately foreseeable future, nor can the Fund preclude the
possibility--perhaps even the probability-—-that some further growth
may be necessary.




These propositions, and their implications tor the space needs
of the Fund, should and will be discussed further with the Executive
Board in due course. The purpose of the present paper, however, 1is
to address a more limited issue, namely, the desirability of action by
the Fund at this time to acquire the balance of the land in Square 120,
1f it acquires this land, and the zoning approvals necessary to develop
it, the Fund will secure for itself the option to expand the head-
quarters building as necessary to meet its present and, to a substan-
tial degree, its possible future needs [or more space. If it does
not acquire the land, it will have no option but to continue to rely
on leasing arrangements to meet these needs, however costly and
inconvenient such arrangements may be.

The Fund first explored the possibility of acquiring the WPC
property in the mid-1960s, when it was buying all the other proper-
ties in Square 120. At that time, the leadership and the congrega-
tion of the WPC were willing to negotiate an arrangement with the
Fund. Their position changed when they found that any proceeds from
the sale of property or development rights of the church would accrue
to the parent organization of Presbyterian churches in the Washington
area, the Washington Area Presbytery, and that those proceeds could
be allocated as the Presbytery saw fit and not necessarily to the
benefit of the member church concerned. The negotiations were broken
off, and the Fund proceeded to construct its headquarters on the
balance of the block. The prospects for a successful acquisition are
greater now than they were before, because the Washington Area Pres-
bytery has relaxed some of the earlier restrictions on financial
transactions of its member churches. It appears that, subject to
some limitations, a member church is now allowed to sell its land and
buildings for a replacement church within the same general area as
its present location.

In light of these considerations, management last year recowm—
mended that the Executive Board authorize a feasibility study on the
acquisition of the WPC property (EBAP/87/61, Sup. 1, 5/15/87). At
its meeting on June 5, 1987, the Board authorized management to pro-
ceed with the study. It was explained to the Board that the study
would examine the feasibility of an approach under which the Fund, by
agreement with the WPC, might acquire a suitable site for the church
elsewhere in the vicinity and undertake to construct a new church for
the WPC on that site, in exchange for the present church site. This
package approach had been recommended by the Fund's real estate and
zoning consultants as the one most likely to interest the WPC and to
lead to a speedy decision on its part. Another element of the package,
intended to make it more attractive to the WPC, would be the provi-
sion by the Fund of a capital endowment which could be used by the
WPC to enhance its local mission activities. Following authorization



by the Executive Board, the staff engaged the services of firms with
expertise in the legal, real-estate development, and architectural
and engineering fields to carry out the study, which has now been
completed.

It should be emphasized that, up to this point, contacts with
the church about a possible acquisition have been very limited and
informal, and there has been no discussion of the findings of the
feasibility study. Nor has there been any indication to potential
sellers that the Fund is interested in acquiring their land. It is
most important that information on these matters, and particularly on
the cost estimates referred to in this paper, be kept confidential,
lest disclosure prejudice the position of the Fund in any subsequent
negotiations.

II. Findings of the Study

It has been difficult to locate suitable sites nearby for a new
church. Much of the local area is covered by the George Washington
University campus. The remainder is increasingly occupied by high-rise
commercial office buildings, interspersed with older but fully-occupied
residential structures. Nevertheless, two sites have been identified
as potentially suitable and available for purchase. Both are appro-
priately zoned and could accommodate a church building of the requisite
size. It is estimated that the present cost of acquiring either site,
including amounts that might be necessary to obtain options to pur-
chase, would be between $15 million and $17 million. The consultants
have prepared a number of preliminary designs and site plans for a new
church, which incorporate with different degrees of emphasis the com—
ponents necessary for the church's urban mission. Considering the
range represented by those designs, it is estimated that a suitable
church building could be constructed and prepared for occupancy on
either site for an amount between $6 million and $8 million. These
figures include provision for a capital endowment referred to earlier.

In addition to acquiring the present church site, the Fund would
wish to obtain all approvals from the zoning authorities necessary to
permit it to build an extension to headquarters on the site., The
Fund's zoning counsel, who participated in the study, believes that
the Fund would be able to obtain such approvals. The likelihood of a
favorable ruling would be enhanced if the Fund's zoning request were
linked with the planned provision of a new church for the WPC in the
vicinity, along with actions to ensure that its role in the local
community would be continued and perhaps reinforced. In order to
initiate the approvals process, assist in formalizing the necessary
arrangements between the parties concerned, and prepare the many




plans and other documents for presentation to the District of Columbia
authorities, a certain amount of architectural, engineering, and legal
work in connection with both a new church and potential future construc-
tion by the Fund would be needed, at an estimated cost of about $2 mil-
lion.

The cost estimates of acquiring a new church site and building a
new church on it, presented above, have been carefully assessed, but
there are inevitably some uncertainties. The timing and method of
the land purchase, combined with whether or not the Fund's identity
as the purchaser remained undisclosed during the negotiating phase,
could affect costs., Moreover, greater precision in the definition of
the church's mission and its views on the desired design of the new
church, as well as any unexpected conditions which inevitably occur
in a construction project of this magnitude, also have potential cost
implications and need to be taken into account in some fashion. Accord-
ingly, a contingency amount of $2,5 million, or about 10 percent of
the upper estimate of the cost of land plus construction, is proposed.
Thus, the estimated cost of implementing the conclusions of the fea-
sibility study amounts to between $25.5 million and $29.5 million,
as summarized below. For purposes of this paper, the total cost will
be assumed to be $30 million.

Estimated Cost Summary
(In millions of U.S. dollars)

Site acquisition 15.0 to 17.0
Construction and endowment 6.0 to 8.0
Documentation for zoning 2.0
Contingency 2.5
Total 25.5 to 29.5

IT1I. Considerations Affecting a Decision
to Purchase the WPC Property

1. The Fund's development potential

If the Fund were to become the sole property owner of Square 120
by acquiring the WPC site, it would be in a uniquely favorable posi-
tion in terms of the amount of floor space it could erect on the site.



Any other owner of the WPC property would be permitted to build about
158,000 sq. ft. of floor space, or ten times the area of the property.
However, because the zoning regulations in effect when the present
headquarters building was built allowed a lesser extent of develop-
ment than is currently permitted, the Fund has what is, in effect, a
“"development bonus"” of some 228,000 sq. ft. which could be incorpor-
ated in a building that would complete the development of the whole
block. Using land costs of the World Bank's new "J" building as a
guide, land in the vicinity of a size sufficient to permit construc-
tion of the full 386,000 sq. ft. of floor space which the Fund, as

the sole owner of Square 120, would be allowed to add to its present
building would cost between $46 million and $66 million. In other
words, by purchasing the church property at a cost of some $30 million,
the Fund would acquire construction rights which, in the case of any
other site in the area, would normally require a much larger capital
expenditure,

2. Capacity of new extension

As part of the feasibility study, the Fund's architectural con-
sultants have prepared a very preliminary design for a new extension
which would take advantage of the full development potential available
to the Fund. The configuration of the extension at this stage con-
tinues the design and standards of the existing building; it includes
maintaining the existing proportions of office and common or "public”
space, and it envisages the return of all 300 staff at International
Square, including the Joint Library, and expanded food service facili-
ties. The preliminary design does not contain additional parking,
as the D.C, authorities continue to place severe restrictions on
parking space in order to favor public mass transportation. On the
basis of the preliminary design, it is estimated that the extension
could accommodate between 600 and 700 persons. The consultants have
also estimated that an extension of this size would take about four
years to design and build, and at current prices would cost about
$90 million to complete.

Given the uncertainties regarding the staffing levels of the
Fund in the future, it is not possible at this point to determine
conclusively whether the whole of such an extension will actually be
needed by the Fund for its own use over the long term. However, if
a decision were taken to develop the remainder of Square 120 to its
full potential, it would be open to the Fund, with due regard to
structural and security requirements, to offer surplus space in
excess of a prudent reserve for lease to acceptable tenants, on terms
which would not prejudice the Fund's use of the space when needed.




3. Possible purchase of an alternative building or site

As an alternative way of meeting its space requirements to the
extent these cannot be accommodated in the existing headquarters, the
Fund could decide to buy another office building in the vicinity and
either renovate it or raze it and construct another building on the
site. While this would achieve the policy objective of housing all
its staff in owned premises, it would clearly be very much a second-
best alternative. The cost of acquiring land outside Square 120 and
constructing a building of some 380,000 sq. ft. would almost certainly
be substantially greater than the cost of expanding the present build-
ing. As indicated above, the site cost alone would be between $46 mil-
lion and $66 million. Construction costs would also be higher because
a building on a new site could not make use of the basic heating,
cooling, electrical and water systems already in place in the head-
quarters building. l/ In any event, the alternative of a building on
a new site does not seem feasible in the foreseeable future; two
local commercial real estate development firms have advised the Fund
that they know of no suitably zoned property or building that is
either available on the market now, or will be coming available in
the next three to five years, in the area bounded by 15th Street on
the east, 23rd Street on the west, K Street on the north, and Virginia
Avenue on the south.

4, Continued leasing compared with extension of building

The only other alternative that is open to the Fund for its long-
term space needs is to rely on leasehold accommodation. Attachment I
compares costs of leasing over 37 years, on both a cumulative cash and
a present value basis, with the cost of acquiring the church property
and constructing a "Phase IIL"” extension to headquarters. The present
value analysis takes into consideration the time value of money, and
it projects at what point in the future the cumulative cash payments
for leasing would exceed the cumulative cash payments for purchase
and construction. A "cost of money” rate that approximates the rate
of remuneration is used for discounting purposes: 1in Attachment I that
rate is 6 percent. Two possible scenarios are examined in Attach-
ment I: "Static Manpower & Space,” where manpower and leased space
are assumed to remain at FY 1989 levels; and "Marginally Increasing
Manpower & Space,” where manpower is assumed to increase at 0.5 per-—
cent per annum. It will be understood that these assumptions are
presented purely for illustrative purposes, and are not intended to
be forecasts of how the Fund's manpower needs will actually develop.

1/ The existing systems were designed with a view to the need to
supply a building that occupied the whole of Square 120.



Since it seems unlikely that there will be no increase at all in
the Fund's manpower and its consequential need for space after FY 1989,
the calculations presented in the "no growth” scenario must be regarded
as extremely conservative. Under this scenario the Fund would pay a
minimum of $4.1 million per annum in rent alone, and over the term of
its current leases, (i.e., through FY 1994) would incur "sunk" costs
ot $28.2 million. On a cash basis, the cumulative cost of leasing
would meet or exceed the combined cost of acquiring the church property
and constructing "Phase II1" in the 22nd year. On a present value
basis this would occur in the 37th year. Those points are referred
to as "breakeven points"” in Attachment I.

The second scenario in Attachment T assumes an increase of some
379 employees over a 37-year period, or an average of about 10 per-—
sons per year. This too is a conservative assumption when compared
with actual experience in the past. It is also assumed that the Fund
could acquire additional leased space in exact correspondence with
the increase in its personnel, whereas in practice the Fund would
not be able to do this and would have to carry the cost of leasing
some excess space. Even without taking this into account, however,
over the term of current leases alone the Fund under this second
scenario can expect to pay about $29 million in "sunk” costs, i.e.,
about the same amount needed to acquire the church property. As far
as total costs are concerned, the "breakeven” points would occur in
the 19th year on a cash basis, and in the 27th year on a present
value basis. The results of the comparison are summarized in the
table below.

Cumulative Lease Payments versus
Purchase and Counstruction Costs

Marginally Increasing

Static Manpower and Space Manpower and Space
Present Present
Cash Value Cash Value
Basis Basis Basis Basis
Breakeven
point 1/ 22nd year 37th year 19th year 27th year

1/ Based on purchase and construction estimates of $119,975,000
(cash) and $94,574,000 (net present value at six percent discount

rate).




While rates higher or lower than 6 percent could be used for dis-
counting, the leasing projections also incorporate assumptions of
increases in leasing costs of from 4 percent to 6 percent each year.
If interest rates were to rise significantly in the future, then the
cost of money for the Fund would increase; but such costs would also
rise for lessors, which would almost certainly result in higher rents
for the Fund. Thus, the associated increases in projected lease pay-
ments would be likely to offset to an important extent the impact
of a higher assumed discount rate. For example, if a 7 percent dis-
count rate is assumed, and no adjustment is made to the projections
of leasing costs, the breakeven point for the "marginally increasing”
scenario would be about 30 years, instead of the 27 years shown
above. On the other hand, should the lease inflation estimates also
be adjusted upward, the breakeven point is estimated to be 26 years,
or slightly earlier than if the 6 percent discount rate were used.
This is because a higher rate of inflation is expected to have a
greater lmpact on leasing costs and profits than upon the cost of
money to the Fund.

5. Conclusion

This analysils indicates that the most cost-effective way for the
Fund to meet its present level of space requirements, and any addi-
tional space requirements that may arise in the future, would be to
acquire the WPC property and construct an extension to its present
headquarters building. 1In addition to significant direct financial
benefits in comparison with the other possible alternatives, this
solution would avoid the inconvenience and loss of productivity
associated with having staff distributed among two or more buildings
in different locations, Continuing to rely on leased property is
inherently unsatisfactory, and the other possible alternatives—-
buying or constructing another building to house personnel who can-
not be accommodated in the present building--are not only much less
attractive financially but would perpetuate the disadvantages of
multiple locations.

The feasibility study has, moreover, identified two facts which
argue for early action by the Fund. One is that, even on the wmost
optimistic assumptions, it is likely to take about five years to
acquire the WPC land, obtain the necessary zoning approvals and com-
plete the construction of an addition to the headquarters building.
In the meantime, the Fund will have to continue to lease a substantial
and probably growing amount of space in other buildings. The other
is that, as the area in the vicinity of the Fund becomes more fully
developed, it is likely to become increasingly difficult to find
alternative sites that might be acceptable to the WPC. The fact that
there are currently two such sites provides an opportunity for the
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space requirements which may not be available in the future. Even

if the Executive Board is not persuaded that an expansion of the head-
quarters building is necessary at present, it would be sensible and
prudent to take action now to acquire the remainder of Square 120, in
order to secure for the Fund the option to undertake such expansion
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IV. A Plan of Action

The staff and management, taking into account the advice received
from the outside consultants who participated in the feasibility study,
have devised a plan of action for the relocation of the church and the
acquisition of the remainder of Square 120 by the Fund. Several points
should be emphasized at the outset.

First, in order to induce the WPC to relocate it is important
that management have authority to make a firm and unqualified proposal
to the WPC covering all aspects of the plan, subject only to success-—
ful completion of each step in the process. Exploratory contacts
indicate that the WPC would not be seriously interested in discussing
possible relocation unless it could be assured, from the beginning,
that the Fund was both (1) ready to commit itself to the terms agreed
upon in those discussions and (2) willing to assume primary responsi-
bility for implementing the various elements of the proposal, in
particular the acquisition of a new site, construction of a new church
building, and zoning negotiations. Even if the WPC were willing to
entertain proposals which, from the Fund side, were expressed to be
tentative and subject to Board approval, there would be little incen-
tive for it to make concessions or compromises or to move to an early
decision.

It must also be recognized that there is no pressure within the
WPC at present either to relocate or to alter the physical plant of
the church. Consequently, the Fund must formulate a proposal suf-
ficiently attractive to the church leadership, the congregation, and
the Washington Area Presbytery to persuade them that relocation would
be beneficial and desirable. The proposal would have to emphasize
the value of the new site, the advantages of an improved physical
plant and the enhanced financial security that a capital endowment
would provide.

Finally, once implementation of the action plan begins, the
management must have the freedom to respond quickly and flexibly to
circumstances as they arise. For example, since there is no assurance
that the current owners of alternative sites for the church would be




interested in an option to purchase or a conditional contract in lieu
of an outright sale, it may be necessary for management to proceed

at once to purchase a site, without further approval by the Executive
Board. Similarly, having arranged an option or conditional contract,
management may find it expedient to exercise the Fund's right to
purchase even though final agreement has not been reached with the
WPC, 1if the time for exercising this right is rununing out and there
is a risk of losing both the Fund's deposit and its right to acquire
the property.

For these reasons, the plan of action proposed for Board approval
at this time includes all the steps deemed necessary to relocate the
church, acquire ownership of the present church property, and secure
the zoning approvals necessary to permit for the full development of
Square 120. The plan could be accomplished through a sequence of
steps, as follows: 1/

1. Contract to purchase alternative sites

The first step would be for the Fund to enter into a contract or
contracts with the owners of suitable sites, which would ensure that
the Fund could acquire the property at a firm price. This step is
essential to provide the Fund with the basis for a firm offer to the
WPC. Those contracts could take a number of forms, ranging from the
immediate outright purchase of one site to options to purchase or
negotiated conditional contracts on both sites, which could involve
the payment of nonrefundable deposits. One objective of the con-
tract negotiations would be to limit the financial liability of the
Fund should the WPC reject the proposal to relocate or should negotia-
tions with the WPC become protracted. However, as noted above,
management would need to have the flexibility to purchase a suitable
site even before final agreement is reached with the church, if it
finds that this is necessary to avoid losing the site altogether,

2. Commitment from the WPC

The next step would be to secure from the WPC a binding commit-
ment under which, in exchange for the conveyance of its property to
the Fund, the WPC would receive a new church on a new site and a cash
endowment., Two approaches have been considered: (1) a “turnkey”
approach where the Fund takes the responsibility for, and bears the
expense of, constructing the new church building and delivers it and
the title to the property to the WPC upon completion, or (2) offering

1/ The sequence is summarized and linked to estimated costs in
graphic form in Attachment II.



the WPC the necessary amount of capital with which to undertake con-
struction itself. Although the latter approach would be advantageous
for the Fund, provided there were enforceable assurances from the
church on the timing of construction and the vacating of the site,
informal contacts with the church suggest that the church would not
wish to have the responsibility for managing the project and would
find the "turnkey” approach much more attractive. Moreover, zoning
approval to permit an extension to the Fund building is likely to be
greatly facilitated if it is linked with the provision of the new
church.

3. Zoning and other municipal approvals

The third step would be to obtain the necessary approvals from
the local authorities for (1) rezoning either the present WPC property
alone or all of Square 120 as a so-called "Planned Unit Development,"”
(2) closing the public alley between the WPC property and that cur-—
rently owned by the Fund, and (3) as a contingency, denying historic
preservation status to the existing church edifice, if an attempt is
made by third parties to secure such status. 1/ The Fund and the WPC
would already by this point be contractually committed to cooperate
and participate jointly in securing necessary local authority approvals.

4. Construction of a new church

The final step would be to construct the new church. Before
beginning the construction, the Fund would complete the purchase of
the new site for the church and transfer to the WPC the title to the
new site. In exchange, the Fund would receive the WPC's entire
right, title, and interest to its property in Square 120. As soon
as this exchange has been made, construction of the new church would
begin under one of the scenarios outlined in paragraph 2 above. Upon
certification for occupancy, the WPC would take possession of the new
church and the old church building would be demolished., Such matters
as the design of the new church and the period of time after its
completion for the WPC's relocation would have been agreed with the
WPC before work got underway.

The WPC and the Fund would be contractually bound in a number of
areas, such as in the seeking of zoning approval, the design aspects
of a new church structure and conditions surrounding the exchange of
property. Moreover, the Fund would not undertake to construct a new

177 This question has been investigated by the zoning attorneys, and
it is felt that such an effort would be unlikely to succeed, particularly
since in the circumstances now being contemplated it would not have the
support of the WPC itself,




church, or alternatively, release to the WPC the necessary capital
for it to do so until zoning approval permitting the Fund to build an
extension to its headquarters on the present church site had been
received. Nevertheless, there are some risks. If the Fund obtains
an option to purchase or enters into a negotiated conditional contract
on one or both potential new sites for the church before reaching an
agreement with the WPC--an action which may well be necessary in order
to ensure the availability of the sites at a reasonable price--it may
have to forfeit a deposit should the WPC reject proposals to relocate
or should negotiations with the WPC become protracted. Another pos-
sibility is that having entered into a firm agreement with the WPC
and acquired the land for the new church, the Fund may find that it
cannot obtain the necessary approvals to construct an extension to
headquarters, and would then have to dispose of the land at the
prevailing market price. 1In those circumstances, in addition to the
exposure it might face as a result of having to resell any property
acquired in anticipation of the relocation and to forfeit any non-
refundable deposits, the Fund would stand to lose most if not all the
$2 million it would have invested in architectural, engineering,
legal and other work incident to the process of zoning and other
approvals. These risks exist, but they are normal commercial risks,
and do not seem sufficiently serious to outweigh the considerable
benefits which the Fund stands to gain from proceeding with the
proposal.

5. Timing of action

It is estimated that the plan of action, from Executive Board
approval through razing the current WPC building, would take slightly
over three years to complete. At the conclusion of step 3, estimated
to be in two to two-and-one-half years time, it would be appropriate
for the Executive Board to make a firm decision on whether to under-
take the construction of an extension to the headquarters, By that
time, the precise implications of any restrictions and allowances
resulting from the earlier hearings by the District of Columbia
authorities would be known and final definition to the conformation
and capacity of such an extension could be determined. It would also
be possible at that point to assess more clearly its probable cost.
Assuming that the Executive Board decides to proceed with the con-~-
struction of a new addition, work could begin as soon as the present
church 1s vacated and razed. While an immediate construction start
would obviously be financially advantageous, it is expected that the
zoning approvals would give the Fund the flexibility to start con-
struction at any time within five years. 1If construction is not
begun within the prescribed period, the Fund would have to apply for
a renewed or amended approval.



V. Financing of the Proposed Acquisition

The costs of land acquisition and construction of an extension
would represent comparatively large expenditures in the context of the
Fund's administrative and capital budgets, and thus raise questions
about the financial impact, and in particular about the effect on the
Fund's income position and on the rate of charge. This Section sum—
marizes the effect on the Fund's income position and related variables
under the present method of determining the net income target and set-—
ting the rate of charge on the use of ordinary resources; it also out-
lines various alternatives that might be considered to mitigate these
effects,

Under the Fund's present budget and accounting policies, all
administrative outlays, including those for items included in the
capital budget (fixed property), are included as an item of current
cost in the Fund's total administrative expense in the year the
expense is incurred. 1/ The total of these budgeted outlays, includ-
ing those of a capitéT nature, are also included in the projection of
the Fund's administrative expenses. These are one element in project-
ing the net income position, which underlies the Executive Board's
determination, at the beginning of the financial year, of the rate
of charge on the use of ordinary resources., It follows that any
increase in fixed property expenditures will--unless the Executive
Board decides otherwise--require a higher rate of charge than would
otherwise have been necessary to achieve a given target amount of net
incomne,

In years when the level of administrative expenditures is not
subject to wide variations, the impact of changes in these expendi-
tures on the rate of charge is small compared to the effect of fluc-
tuations in operational variables such as remuneration payments or
the changes in the use of Fund credit., When there is a "lumpiness”
in administrative expenditures resulting from nonrecurring outlays
like a major construction project, the effect on the rate of charge
becomes more pronounced. The estimated effect of the expenditures
needed to acquire the present church site and construct an extension
to headquarters on the rate of charge, under the present method of
setting charges and assuming the current target amount of net income
and use of Fund resources to continue unchanged, is summarized in the
following table. The table assumes that construction of the exten-
sion would begin in FY 1992, as soon as the land acquisition process
is completed.

l/ The Fund's policy on accounting for fixed assets were last
reviewed in 1985. See "Accounting for Capital Assets” (SM/85/246,
8/27/85, and Executive Board Meeting No. 86/186, 11/21/86).
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Proposed Expenditure and Effect on the Rate of Charge

(In millions of SDR and percent)

Total 1/ Total 2/ Reduction Effect on

Additional Additional Lease the Rate

Cost in USS$ Cost in SDR Payments of Charge
FY 1939 18.15 13.85 — +0.09
FY 1990 2.00 1.53 - +0.01
FY 1991 9.00 6.87 - +0.04
FY 1992 32.83 25.05 - +0.16
FY 1993 29.00 22.13 - +0.14
FY 1994 29.00 22.13 - +0.14
FY 1995 3/ -= - -4.2 -0.03

1/ From Attachment I.

2/ Converted at the June 30, 1988 SDR/US$ rate.

2/ The reduction in the rate of charge shown for 1995 would continue
annually thereafter as a result of the expected future reduction of
lease payments.

In order fully to cover these expenditures, the rate of charge in
FY 1989 would have to be about 9 basis points higher than otherwise; 1/
in FY 1990 and FY 1991--that is, before the construction of the exten-—
sion starts——-the impact would be smaller and amount to 1l and 4 basis
points, respectively. During the main construction (FY 1992-1994),
coverage of these expenses by charges would raise the rate by about
15 basis points.

The Executive Board will recall that for FY 1989 the basic rate
of charge was set at the beginning of the year at 5.5 percent. This
rate would remain unchanged for the current year, unless it appears
at mid-year that, based on the actual results of the first six months
of the year, there will be a substantial shortfall of net income for
the year. 2/ As most of the expenditures projected for FY 1989 are

1/ For example, 5.59 percent rather than the agreed 5.50 percent.

zy The projected income position will be reviewed after completion
of the first half of the financial year. TIf at that time net income,
on an annualized basis, falls short of the target amount by
SDR 25.1 million, the Executive Board will have to consider how to
deal with the situation., If the trigger point were reached, the addi-
tional expenditures, if any, in the first half of FY 1989 would be an
element that the Board would take into account in this consideration.
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expected to occur in the second half of the financial year, the rate
of charge for FY 1989 would not be automatically affected by the
expenses of the project. However, the expenditures would reduce net
income for the year, and thus affect net income in excess of the
target amount, if any. It may be recalled that net income at the end
of the year in excess of the target amount shall be used retroactively
to reduce the rate of charge on the use of ordinary resources for the
year. 1/ To the extent that the outlays in FY 1989 for the proposed
project reduce net income for the year, they might also reduce any
refund to members subject to charges unless the Executive Board
decided to offset such an effect.

Assuming that construction of the extension occurs in FY 1992-
1994, the rate of charge on ordinary resources would, other things
(in particular, the target amount of income) being equal, be about
0.14-0.16 percent higher than in the absence of the additional out-
lays. After completion of the construction and consequential saving
of lease payments, the rate of charge would be lower in the subsequent
years by about 0.03-0.04 percent. In the longer term, the result
would be a substantial cumulative net saving and a consequential
reduction of the rate of charge.

There are at least two possible alternatives the Executive Board
could consider to avoid or mitigate the impact of the acquisition and
construction on the Fund's income position and on the rate of charge. 2/
The first of these alternatives would involve a temporary modification
of the present determination of the net income target and of setting
the rate of charge; and the second would call for a change in the
Fund's policy of accounting for capital expenditures. These will be
discussed in the following paragraphs.

One method to avoid an undesired impact on the rate of charge
of the proposed project that would require comparatively little
change in present procedures would be a reduction each year in the
Fund's target amount of net income by an amount equal to the projected
outlays during the year for the proposed project. 2/ The result would

1/ See Executive Board Decision No. 8861-(88/67), as amended,
Section 11, paragraph 4.

2/ Other possibilities are conceivable but would be more likely
to raise legal and possibly also taxation issues, or would conflict
with generally accepted accounting principles.

3/ If it were considered desirable not to avoid but to even out
over the length of the construction project the impact on the rate of
charge, the target amount of income could be raised during periods of
low expenses and reduced when expenses are comparatively high. In
its results, this method would be similar to prefunding these expendi-
tures, albeit over a limited period.




be that recorded net income and reported reserve accretion would be
lower than would otherwise be the case by the amount of these expenses.
However, the Fund would acquire an asset (more exactly, increase the
value of the existing building) even if it is not reflected in its
financial statements, and over time would experience actual saving of
administrative expenditures. 1In economic terms, therefore, the tem-
porary reduction in the target amount of net income and of reported
reserve accretion could not be considered imprudent.

Alternatively, the Fund could change its method of accounting
for capital expenditures and reflect the acquisition of a fixed asset
in its balance sheet. In this context, it may be recalled that when
the Fund's policy of accounting for capital expenditures was last
considered by the Executive Board, there was general agreement that
the expensing of capital outlays in the year of acquisition could
be revisited when the Fund again incurred large expenditures of a
capital nature. The Fund could adopt the alternative method of
depreciation accounting. Under that method, capital outlays for
fixed capital with a limited useful life, such as an addition to the
headquarters building, would be capitalized and depreciated (i.e.,
expensed against income) over the estimated life of the asset, thus
spreading the absorption of the cost over a longer period. Under
this method and assuming that the existing premises of the Fund
together with any new addition would be capitalized at net historical
cost and written down over a period of, say, 30 years, the increase
in the rate of charge would be about 0.03 percent, which would be
virtually offset by a similar reduction in the rate of charge as a
result of the saving of lease payments. It should be noted that the
adoption of depreciation accounting would require consideration by
the Executive Board of a number of ancillary issues, such as valuation
of existing property, items to be capitalized in the future, deprecia-
tion method and period, etc.

VI. Summary and Conclusions

By the end of this year, three major units of the Fund and about
300 of its personnel will be located outside the headquarters building,
in leased premises. If the Fund maintains its present size and takes
no action either to enlarge the headquarters building or to acquire
a second building, it will have no choice but to maintain its present
leasing arrangements indefinitely. If any further growth in its man-
power and facilities occurs, it will have no choice but to lease all
additional space that may be needed in the future to accommodate this
further growth.
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Reliance on the local leasehold market to meet a significant,
and potentially increasing, proportion of its space needs entails
material costs, inconvenience, and uncertainties for the institution
and its staff. As the area around the Fund continues to develop, it
is becoming more difficult to find suitable leasehold space at a
reasonable cost. A more desirable and cost~effective solution would
be to expand the present headquarters building, so that all the
Fund's personnel and facilities can be housed in a single location.

An expansion of the headquarters building is possible only if
the Fund can acquire the property presently owned and occupied by
the Western Presbyterian Church., A study commissioned by the Execu-
tive Board last year has concluded that it is feasible to do this, on
terms which are likely to receive favorable consideration by the
church, and which would be cost—effective for the Fund. However, in
order to induce the church to sell its present site, the Fund must be
able to provide it with a suitable alternative site in the neighbor-
hood. At present, it is possible to identify one or two such sites
which the Fund might be able to acquire at a reasonable cost; but the
number is very limited, and is likely to become more so as develop-
ment of the area continues, Accordingly, if the Fund wishes to
retain the option of expanding the headquarters building, it should
be ready to act in the matter as soon as possible.

Acquisition of the church property, and a suitable rezoning of
the site, would allow the Fund to build an addition to the head-
quarters building sufficient to accommodate all of the personnel and
facilities currently housed in leased premises, and would provide
space for up to 300 or 400 additional staff. An addition of this
size would take full advantage of the "development bonus™ available
to the Fund as the sole owner of the block on which the headquarters
is situated. Given the difficulties of predicting what demands will
be placed on the Fund in the future, or the implication of these
demands for the size of the institution, there can be no absolute
assurance either that the Fund would actually need all of this addi-
tional space, or that the space would be sufficient for all its future
needs. However, to the extent that at the time of occupancy or later
the available space exceeded the Fund's own needs, it could arrange
to let the surplus space to suitable tenants.

The estimated cost of relocating the church, acquiring the
present church site, and obtaining the necessary zoning approvals
should not exceed $30 million. The estimated cost of expanding the
headquarters building to take full advantage of this site would be
about $90 million. For the reasons outlined in Part III above, it




is considered that these costs would be more than offset by the
direct financial benefits to the Fund, quite apart from the indirect
productivity gains that would arise from having all the Fund's staff
and facilities consolidated in one building, and the value of the
reserve asset represented by an enlarged headquarters building and
land.

Given the existing need for more space than can be accommodated
in the present headquarters, and the desirability of making some
appropriate provision for the possibility of future growth, the Fund
would seem justified in commencing the construction of an addition
to headquarters as soon as it has acquired the church site. This is
an issue which will need to be examined further by the Executive
Board before any decision is taken on the matter, Even if the Board
were to decide to continue to rely on leasehold arrangements for the
present in the expectation that the Fund's space needs might diminish,
however, it would seem advisable and prudent for the Fund to acquire
the remainder of Square 120, thereby securing for itself the option
to enlarge the building at some future time, if this expectation is
not realized.

Accordingly, it is recommended that the Board authorize manage-
ment to enter into and, if possible, conclude arrangements for a
relocation of the church and acquisition of the site, and to obtain
all necessary zoning approvals, at a total cost not exceeding $30 mil-
lion. This will involve negotiations with the church authorities
and (through intermediaries) with the owners of the possible alterna-
tive sites. It is important to the success of these negotiations
that management be authorized from the outset to enter into firm and
binding commitments covering all aspects of the proposal. As noted
in Part V of this paper, the expenditures needed to acquire the
church property will have some effects on the Fund's income position,
and potentially, on the rate of charge. There will be a more sub-
stantial impact if and when action is taken to enlarge the head-
quarters building. However, a number of possibilities exist for
mitigating these effects., To the extent expenditures occur ia the
current financial year, these would arise only in the second half of
the year, and it is proposed that their effect on the Fund's income
be discussed in connection with the mid-year review of the income
position.
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VII. Proposed Decision

The following draft decision is proposed for adoption by the
Executive Board:

Management is authorized to proceed with the acquisi-
tion of the Western Presbyterian Church property and to
take action to secure appropriate zoning and other
municipal approvals on the basis of the plan outlined
in Part IV of EBAP/88/197, at a cost not to exceed
$30 million, with the understanding that the Executive
Board will be informed from time to time of the progress
of major elements of the plam, and that management will
request further consideration by the Executive Board in
the event it appears that any particular element will

deviate substantially from the plan in time or cost,

Attachments
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STEP 1

Fund Seeks Option(s) tep 1
to Purchase Alternative Months
Site(s) to Relocate Church 25 R

STEP 2

Fund Obtains Agreement Step 2
From Church On New Site .9 Months
And Church Building; And, 145 W

Fund Purchases New Site
to Relocate the Church

STEP 3

Fund Prepares Necessary Step 3
Design And Legal Documents 27 Months
And Obtains Zoning Approval 5 20 W

To Construct Phase Il
On Squarei20

: $ 23825 M
STEP 4 Step 4
Church is Built/Relocated 12 Months

on New Site $ 10.325

39 Months

Estimated Expenditure FY 1989 FY1991 Total
By Financial Year $17.5 M $70M $29.3256 M
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