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FOREWORD

The Committee for Program Review and Investigation, at its December 9, 1980, meeting,
voted to perform a review of real property leases of the Commonwealth. A brief summary of each
lease reviewed is presented at the end of this report.

We thank the Division of Real Properties, Department of Finance, the Administrative Of-
fice of the Courts and the State Fire Marshal’s office for their assistance and cooperation in this study.

Brent A. Neiser, Sheila A. Mason, Larry Pittman and Sarah Hayes comprised the project
staff. Legal analysis was provided by Ethel Alston and Greg Freedman of the Legislative Research
Commission staff. Jeanie C. Privett prepared the manuscript. The cover was designed by University of
Kentucky Art Department student, John Cox.

VIC HELLARD, JR.
Director

Frankfort, Kentucky
July, 1981
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Summary

As of April 29, 1980, the Commonwealth was a party to over 700 real property leases with
private vendors and government agencies. Most of these leases are for office space, resulting in a cost
of approximately $13.8 million a year. The Division of Real Properties in the Department of Finance
has been responsible for entering into real propertty leases for all executive branch agencies since the
General Assembly amended KRS 56.800 in 1978. The Administrative Office of the Courts handles
real property leasing for the judicial branch and the Legislative Research Commission has responsibili-
ty for the Legislature’s needs in this area.

There has been some unfavorable commentary over the past few years aimed at particular
leases that did not seem to be in the best interests of the Commonwealth. Questions have been raised
about the bid selection process and political favoritism. Governor Brown’s Executive Management
Commission has made certain recommendations about leasing practices and pointed out the need for
a comprehensive state facilities planning/management program.

This situation and related questions have resulted in a review of leasing practices and pro-
cedures by the Legislative Program Review and Investigation Committee and its staff. Many of the
perceived problems with real property leasing can be linked to one of the following questions.

* Are the competitive bidding procedures used fair and comprehensive?
* Are special lease arrangements employed that circumvent established procedures to
benefit particular individuals?

Is property brought within fire code compliance before or after occupancy?

Are lease modifications justified and are they charged back in a fair manner?

Atre records required and compiled on potential conflict of interest situations?

Are disclosure of ownership records complete and accurate? ‘

Recommendations concerning these issues follow. Specific illustrations and recommenda-
tions are found throughout the various chapters of this report. A summary listing of
619 real property leases with private vendors may be found in Appendix B.

RECOMMENDATIONS

L. Section 8 of 200 KAR 6:030 should be amended to delete the provision allowing for an
escalation in the rental rate of expired leases which have been in effect at least five years without com-
petitive bidding (Chapter IT).

2. The Department of Finance should base its final approval of a lease upon a uniform and
justifiable method where different criteria are assigned particular importance or weight. Cost factors
and comparisons should be detailed as a matter of record, as well as a clear understanding of how im-
portant cost factors were in arriving at a final decision (Chapter III).

3. The Division of Real Properties within the Department of Finance, and the Ad-
ministrative Office of the Courts should keep in close contact with the State Fire Marshall’s Office, to
ensure that all state-leased property maintains fire code compliance (Chapter IV).

4. Agencies should not be allowed to move into a facility prior to (a) a full inspection and
approval by the Fire Marshal, or (b) an interim inspection by Division of Real Properties or AOC per-
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sonnel to determine if sufficient hazards exist to prevent occupancy prior to compliance. If (b) option
is adopted, the necessary inspection personnel would have to undergo enough training to be able to
conduct rudimentary and preliminary inspections. [This recommendation will require an appropriate
change to KRS 56.802(3), 200 KAR 6:030(4) and Part V of the Supreme Court of Kentucky’s Ad-
ministrative Procedures. Chapter IV)]

5. Preliminary inspections of potential leased property by Division and AOC staff for Life
Safety violations would provide a more accurate comparison of bids and assessment of the extent of
renovations that may be required following a State Fire Marshal’s inspection. The Division of Real
Properties should consider providing Life Safety Code training for its leasing agents. Also, it should
consider noting on the on-site evaluation forms that fire and safety code deficiencies have been check-
ed for and identifying any related problems (Chapter IV).

6. The register should not be eliminarted. Its lack of use up to this point is not sufficient
reason to abolish it. The existence of a publicly visible record is a deterrent to the abuse of the lease
modification process whether it is actually “‘used’” or not (Chapter V).

2 No commitment should be made to execute or renew a lease for property in need of
renovation until an exact itemization of renovation costs is submitted in writing by the lessor. The ex-
act rental cost per square foot, including renovation costs, should be available to the Division of Real
Properties or the Administrative Office of the Courts for making an accurate comparison and evalua-
tion of the terms (Chapter V).

8 Lease modifications to cover the costs of improvements to bring private property into
compliance with state and federal fire, health and safety laws and regulations should be carefullly con-
sidered, to prevent the Commonwealth from paying for improvements that are not directly
necessitated by occupancy by a particular state agency. Amortization of improvement costs over the
duration of the lease with the Commonwealth should reflect this determination (Chapter V).

9. Future real property leases must contain an accurate disclosure of ownership statement
prior to actual approval. [This requires an appropriate change to KRS 56.812, 200 KAR 6:030(10),
and Part V of the Supreme Court of Kentucky’'s Administrative Procedures, Section 6(a).] The Divi-
sion of Real Properties and the Administrative Office of the Courts should make every effort to follow
up on existing leases with incomplete responses to disclosure of ownership requests (Chapter V1I).

10. The statute and administrative regulation governing ownership disclosure KRS 56.812
and [200 KAR 6:030(10)] and Part V of the Supreme Court of Kentucky’s Administrative Procedures,
Section 6(a) should be amended to include the words ‘‘business trust”’ and ‘‘organization’’ as entities
required to file ownership disclosure statements (Chapter VII).

11. For the sake of clarity, the conflict of interest portion (Section 12) of the standard lease
agreement (Form B217-5) should be revised to include the words *‘business trust” (Chapter VII).

12. A new section of the standard lease agreement (Form B217-5) should be created which
would cause a lease to be automatically terminated if the lessor should not disclose complete and ac-
curate ownership information, pursuant to KRS 56.812 and 200 KAR 6:030(10), to the Department
of Finance within sixty days of the effective date of the lease. This recommendation could also apply
to the Administrative Office of the Courts for Judicial Branch leases pursuant to Part V of the
Supreme Court of Kentucky’s Administrative Procedures, Section 6(a) (Chapter VII).

13. A new disclosure of ownership statement should be submitted to the Department of
Finance and AOC upon any change or transfer of ownership. The lessor should make this notification
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upon any change or transfer of ownership in a partnership, business trust or other organization, and
upon any change or transfer of ownership resulting in holdings of 5% or more in a corporation. Title
200 KAR 6:030(10) and KRS 56.812 should be amended accordingly (Chapter VII).

14. The Department of Finance should review the 1977 comprehensive facilities manage-
ment study to ascertain key areas of the Commonwealth where state office building ownership may be
feasible; the immediate and long-term fiscal comsequences of such facilities should be compared,
with estimates for leasing facilities (Chapter VIII).
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CHAPTER I
INTRODUCTION

As the number of state government agencies and employees has grown, so has the need for
office space and other facilities. Some of this has been built by the Commonwealth, and some of it
‘has been leased from private vendors or local or federal government agencies.

The need for leased property originates with individual state agencies who, until 1978, had
the responsibility for identifying and negotiating for the required space. Since 1978 the Department
of Finance has had prime responsiblity under KRS 56.800, for leasing properties required by any state
government agency.

The 1980 General Assembly amended KRS 56.800, removing the Department of Finance
from the responsibility for managing the leasing of real property for the Judicial Branch of state
government. This action occurred at the request of the Administrative Office of the Courts (AOC).
The AOC wanted direct responsibility for managing the sixty-one leases it holds for district court-
rooms, offices, and pretrail offices.

The Supreme Court of Kentucky adopted a set of administrative procedures in June, 1980,
which closely mirror the statutes and regulations governing the Department of Finance's real property
lease practices. The administrative procedures govern AOC’s real property leasing program, pursuant
to the administrative functions of the court mentioned in Section 110(5)(b) of Kentucky's Constitu-
tion.

The 1980 amendment to KRS 56.800 also had the effect of removing the Department of
Finance from official responsibility for managing the leasing of real property for the Legislative
Research Commission (LRC). LRC currently holds one real property lease with the private sector. The
LRC, under KRS 7:100(1), has the power to provide for office space as it may deem necessary in loca-
tions other than the State Capitol or Capitol Annex.

Asof April 29, 1980, the Commonwealth was a party to 749 real property leases with private
vendors and local and federal government agencies. A real property lease consists of land and all im-
provements on it. The majority of leases are for buildings, but some are for boat slips, acreage for
parking and radio tower sites.

The total annual rent paid by the Commonwealth for real property leases approximates
$13.8 million. This includes about 3.1 million square feet of building space, and about 38,000 acres
of land. The majority of the leased acreage consists of park and recreation lands leased from federal
agencies for nominal fees.

The bulk of leased property is in Kentucky; however, the Commonwealth does hold office
spaces in New York City, Washington, D.C., and Los Angeles. The Brussels, Belgium and proposed
Tokyo offices are included in the personal service contracts with the office managers of each facility,
and therefore are not included in the above totals.

There have been many questions raised recently regarding the Commonwealth’s leasing
policies and procedures. Buildings have been identified that are unsuited to their intended use but
were leased seemingly as a favor to friends of state officials. The evaluation process for selecting par-
ticular buildings that are more expensive than suitable alternatives has also raised questions, as has the
practice of modifying existing leases to pay for costs of renovation ot compliance with fire code regula-



tions.

As a result of these and other aspects of the state’s leasing program, the chairman of the
Committee for Program Review and Investigation asked for a review of the Department of Finance's
records of existing real property leases. This initial review was aimed at identifying some of the more
obvious discrepancies or problems that might exist with individual leases. After preliminary findings
were presented, the Committee, in its December 9, 1980, meeting, voted to expand the review to a
full study of leasing procedures presently employed by the Commonwealth Committee staff therefore
categorized leasing procedures according to the following issues:

e competitive bidding;

e special lease agreements

e fire code compliance;

¢ lease modifications;

¢ conflict of interest;

e disclosure of ownership; and

* long-range policy considerations

Due to time constraints and the lack of certain data it was decided to address these issues by
looking for examples and illustrations rather than try to examine all 749 leases in a definitive manner.
For instance, certain records are only retained in county courthouses, making an exhaustive search of
ownership and control very time-consuming. A comprehensive contlict of interest determination
would not only require a full ownership and control search for every vendor but would also necessitate
the comparison of this data with a list of past and present state officers and employees. In the case of 2
cotporate vendor, there could be dozens of individuals who could benefit directly or indirectly from
the holding of a lease. The list of state employees would include at least 35 to 50 thousand in-
‘dividuals. The necessary data is not available, but even if it were, developing a computerized mat-
“ching program would be a complex and lengthy procedure.

Most of the information gathered for this study was willingly supplied by the Department of
Finance’s Division of Real Properties. Additional data was supplied by the Administrative Office of
the Courts and county courthouses.

This study is organized so that Chapters 2 through 7 each concerns a major issue. Examples
used to illustrate leasing practices ate cited in the chapters and are briefly described in Appendix A.
Chapter 8 discusses the long-range policy considerations of leasing versus constructing needed
facilities, acknowledges some recent activities affecting this question, and makes a recommendation.
Appendix B contains a summary listing of 619 real property leases with private vendors, and Appen-
dix C is the Commonwealth of Kentucky’s Standard Lease Agreement Form.



CHAPTER 11
COMPETITIVE BIDDING

Direct statutory authority for the lease of all real property required for use by departments,
program cabinets and administrative bodies within the executive branch of the government of the
Commonwealth of Kentucky is vested in the Department of Finance. As outlined in KRS 56.802,
state agencies needing additional space submit a request for acquisition of the space to the Division of
Real Properties, in the Department of Finance. If suitable space is not available in a state-owned or oc-
cupied building, the Division of Real Properties, upon verification of sufficient funding in the re-
questing agency’s budget by the Office for Policy and Management, places public advertisements
soliciting bids for lease of the space in pertinent area newspapers.

The Department of Finance is not required to advertise for bid proposals if suitable space to
fulfill agency requests is available in a building owned by the federal government or by a political sub-
division or municipal corporation of the Commonwealth. KRS 56.804 also allows the Department to
dispense with soliciting lease proposals in bona fide emergency situations. Bona fide emergency situa-
tions, as outlined in the statute, occur when:

* leased premises have been damaged or destroved by fire, windstorm or other casualty;

® leased premises are in violation of health and safety codes which cannot be corrected

within thirty (30) days subsequent to citation to the lessor;

* lease premises are unsafe or unfit for occupancy due to violation of fire or health regula-

tions and cannot be brought into compliance within a reasonable time;

* enactment or adoption of federal or state legislation and regulation necessitate additional

space by a specific date; or

* agency funtions will be impaired or have to be discontinued unless other quarters are

located.
Any other situations necessiating the lease of real property can be classified as an emergency only
upon written approval of the governor of the Commonwealth. In the past three fiscal vears the Com-
monwealth has entered into four emergency leases with private lessors. These leases were adequately
justified and seemed to be in order.

Pursuant to KRS 56.806, the Department of Finance is also not required to advertise for
space if the lessor of property under a lease in its final automatic renewal period agrees to renew under
the terms and conditions of the original lease. Section 8 of 200 KAR 6:030 provides for an adjustment
in rent for expired leases which have been in effect for at least five (5) years. Such increase cannot,
however, exceed the average prevailing rate for similar property in the community in which the leased

‘property is located. The administrative regulation allows the Department of Finance to renew these
leases at an increased rate without public advertisement for the space.

RECOMMENDATION

1. Section 8 of 200 KAR 6:030 should be amended to delete the provision allowing for an
escalation in the rental rate of expired leases which have been in effect at least five years
without competitive bidding.



A review of state leases indicated that statutory competitive bidding procedures were follow-
ed by the Department of Finance and the Administrative Office of the Courts. Those ptocedures re-
quire that at least two bids be asked for; if only one is submitted, it is accepted, providing it meets the
needs of the agency.

All real property offered for lease to the Commonwealth is inspected by representatives of
the Division of Real Properties and the requesting state agency to determine its suitability to the
needs of the agency and its conformity to specifications listed in the public advertisement for bids.
The written report of the inspection team is submitted to the director of the Division of Real Propet-
ties, who, in consultation with the agency, determines which proposal best fulfills the agency’s space
request and ensures the best interest of the Commonwealth. These reports are generally useful in
making the final choice.

In accordance with KRS 56.802(3), the selection of real property to be leased is made by the
director of the Division of Real Properties. The opinion of the requesting agency is influential and a
significant factor in the selection process. In addition to agency preference, other factors involved in
the determination include the property’s location and public accessibility; structural condition and
state of repair; conformity to statutory and regulatory health, safety and sanitation requirements; and
the proposed rental rate. However, there is no formula used to rank or weigh the criteria used. Nor is
there consistent evidence that utility cost comparisons are made.

Recognizing the necessity for flexibility in selecting appropriate propetties, the legislature,
in KRS 56.802(4), limited any judicial review of action by the Department of Finance in awarding
leases to only that which is pertinent to alleged procurement of a lease by fraud.

Some proposals in response to advertisements for bids for leasing property to the state have
been accepted over less expensive competitive bids. The data reviewed in the lease files of the Depart-
ment of Finance and the AOC offer various reasons for accepting the higher bids:

o an offset of possible savings in rental cost by the expense of relocating;

o additional services, such as utilities, parking and janitorial services, offered as part of the

higher bid proposals;

o disadvantageous interruptions in agency operations which would occur during relocation;

¢ inability of the owner to renovate propetty in accord with agency needs within a prescrib-

ed period of time; and

e agency preference to co-locate with another state agency which provides setvices to some

of the same clients.
The vast majority of bids accepted were the low bids; a few were not. Illustrative examples of leases ac-
cepted over lower competitive bids are categorized below. Each of these examples is described briefly
in Appendix A.
A. Agency site preference, resulting in acceptance of higher bid:
Campbell County, PR 1844
Fayette County, PR 1207
Fayette County, PR 1173
B. Time constraints, resulting in acceptance of higher bid:
Boone County, PR 1055
Jefferson County, PR 1730
C. Other examples of higher bid acceptance with no specific reasons given:



Franklin County, PR 591
Franklin County, PR 1702
The preference of a state agency regarding location and physical characteristics of a structure

to be leased are important factors. They must be assessed, however, in light of monetary and other
considerations in somc regular and equitable manner, preferably using a weighted formula. The
previously cited examples indicate that in some cases the Department of Finance and the Ad-
ministrative Office of the Courts allow state agencies’ preferences to weigh heavily in leasing deci-
sions.

RECOMMENDATION

2. The Department of Finance should base its final approval of a lease upon a uniform and
justifiable method where different criteria are assigned particular importance or
weight. Cost factors and comparisons should be detailed as a matter of record, as well
as a clear understanding of how important cost factors were in arriving at a final deci-
sion.






CHAPTER 111
SPECIAL LEASE AGREEMENTS

The vast majority of real property lcases for state agencies are exccuted on the basis of a
standard lease agreement (Form B217-5), displayed in Appendix C. Other forms of lease agreements
require special approval by the Secretary of the Department of Finance.

KRS 56.806 permits the Department of Finance to enter into an initial lease term of two
years with an option for no more than three automatic extension periods of twenty-four months cach.
However, administrative regulation 200 KAR 6:030(8) provides for an initial lease term of up 10
twelve months, with an option for no more than five automatic extension periods of twelve months
cach. Accordingly, the total lease term possible under the statutes is two years longer than that pro-
vided under the administrative regulation.

Termination rights for the Commonwealth are not detailed in the KRS but are included as a
provision in the standard lease form. This provision enables the Commonwealth to cancel most leases
for any reason with thirty- or sixty-day notice. However, any negotiated termination rights for the
lessor must be added to the standard lease form as a special provision.

Of over seven hundred leases reviewed for this report, only two were executed on forms
other than the standard lease agreement. They are the Ramada Inn-Kentucky State University lease.
Franklin County, PR 1702, and the Kentucky State Board of Registration for Professional Engineers
and Land Surveyors lease, Franklin County, PR 1522. A detailed discussion of each of these leases is
presented in Appendix A.

The Franklin County PR 1522 lcase, executed in 1976, contains a thirty-five year advance
payment in full special provision with a penalty clause. These provisions are not included in the stan-
dard leasc agreement. The per square foot rental rate entered into for thirty-five years appears to be
cquitable for the state in comparison to prevailing rental rates. The $3.80 per square foot annual rent
is based on office and first floor storage space only. In addition, the Board of Engineers has the right
of joint occupancy with the lessor of an additional 1,365 square feet of other multi-use space.

The Ramada Inn-Kentucky State University lease (Franklin County, PR 1702) also illustrates
the flexibility the Commonwealth has in entering into special lease agreements. This lease agreement
was not made on the standard lease form and thus carried a provision not used in other leasc
agreements with the Commonwealth. This provision provided Kentucky State University the option
to purchase the property, applying the rental payments to a negotiable purchase price.

These leases, both recently negotiated, illustrate that the Department of Finance is willing
and able to be flexible in its efforts to acquire lease terms suitable to all parties. In both these cases,
however, questions of propriety have been raised, mainly due to a lack of initial documentation and
justification. In the Ramada Inn lease decision there is insufficient data on why the Thistleton Apart-
ment complex was not a preferable site. In the case of the Board of Engineers Building, the legality of
the thirty-five-year aspect of the lease should have been addressed by the Attorney General before the

decision was made, not after. In the lateer instance, a copy of the opinion should have been included
tn the lease file.






CHAPTER 1V
FIRE CODE COMPLIANCE

The 1978 General Assembly required under KRS 56.802(3) that each item of real property
considered for leasing by the state be reviewed relevant to its conformity with the requirements of oc-
cupational health and safety regulations and its compliance with applicable state fire. health, <afety
and sanitation requirements. Administrative regulations were subsequently promulgated in 200 AR
6:030(4), requiri~g compliance with regulations of the State Fire Marshal.

Previously the Department of Finance, in cooperation with the State Fire Marshal’s Office,
had inspected property leased to the Commonwealth for fire and safety hazards under the Kentucky
Occupational Safety and Health Act, KRS 338.051(3), and 803 KAR 2:020, even though no specific
language was included relative to leased property. A clause is included, however, in the standard lease
form in which the lessor agrees to comply with all standards set by the State Fire Marshal. The follow
ing leases illustrate cases wherein the state occupied property which had not been certified by the
State Fire Marshal:

Letcher County, PR 583
Madision County, PR 1385
Pike County, PR 559
A discussion of these leases is presented in Appendix A of this report.

In 1980 the Division of Real Properties within the Department of Finance, in cooperation
with the State Fire Marshal’s Office, made substantial progress toward having all buildings leased by
the state inspected for fire code violations. This effort was initiated after the Department of Finance
had reviewed each lease file to determine if a State Fire Marshal’s inspection had been performed.
Over three hundred buildings under lease had not been inspected by the Fire Marshal. This informa-
tion was forwarded to the State Fire Marshal’s Office so that inspections could proceed.

As of February, 1981, that office had completed most inspections and had determined that
approximately eighty-eight leased properties were out of fire code compliance. Reinspections were
planned to determine if the proper corrective action has been taken by the owners.

RECOMMENDATION

3. The Division of Real Properties within the Department of Finance, and the Ad-
ministrative Office of the Courts should keep in close contact with the State Fire Mar-
shal’s Office, to ensure that all state-leased property maintains fire code compliance.

The Division of Real Properties leasing section has a staff of five, who conduct on-site

evaluations of bid proposals for leased real property throughout the Commonwealth. Their written
descriptions of the facilities on bid are evaluated by the Department of Finace and the state agency re-
questing the lease for price, location, condition and accessiblity. Fire and safety code violations,
however, are not generally noted on these evaluations.

The Division and AOC staff responsible for conducting evaluations and descriptions of pro-

posed leased property could obtain some of the required training for preliminary fire code inspections
at seminars sponsored by the National Fire Prevention Association. Seminar participation learn to
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spot fire and safety code violations which mav be encountered during butldine inspections, and to an-
ticipate renovations which may be required for compliance with the Life Safcrv Code. These seminars
last three 1o four davs and are held throughout the United States. including the Midwest. Updarc
seminars mav be provided within the Division of Real Properties” Comphiance Scction, if the Lifc
Safere Code changes after initial training. Also. it is anticipated that the State Fire Marshal's Ofiie
would help provide necessary orientation and training. .

RECOMMENDATIONS

/

4. Agencies should not be «iowed to move into a facility prior to (a) a full inspection and
approval by the Fire Marshal. or (b) an interim inspect.on by Division of Real Proper-
ties or AOC personnel to determine if sufficient hazards exist to prevent occupancy
prior to compliance. If (b) option is adopted, the necessary inspection personnel would
have to undergo enough training to be able to conduct rudimentary and preliminary
inspections. (This recommendation will require, an appropriate change to KRS
56.802(3), 200 KAR 6:030(4) and Part V of the Supreme Court of Kentucky's Ad-
ministrative Procedures.)

5. Preliminary inspections of potential leased property by Division and AOC staff for Life
Safety violations would provide a more accurate comparison of bids and assessment of
the extent of renovations that may be required following a State Fire Marshal’s inspec-
tion. The Division of Real Properties should consider providing Life Safety Code train-
ing for its leasing agents. Also. it should consider noting on the on-site evaluation
forms that fire and safety code deficiencies have been checked for and identifying any
related problems.
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CHAPTER V
LEASE MODIFICATIONS

The 1980 regular session of the Kentucky General Assembly repealed KRS 56.808 and KRS
56.810, and enacted KRS 56.811. The two repealed statutes had specified circumstances for lease
modification and rent calculation. The newly enacted statute provided the Department of Finance
with the authority to promulgate regulations dealing with the compensation of persons leasing real
property to the Commonwealth. These regulations, now in effect, allow the Department of Finance
greater flexibility in modifying or negotiating the terms and conditions of leases in the best interests
of the state.

Anagency in need of additional space at its existing location may, under 200 KAR 6:030(9),
seck to modify a lease to include any additional available space in the occupied building, provided
that the rental rate paid for the added space does not exceed the per square foot rate agreed to in the
original lease. Conversely, a decrease in square footage may be negotiated with the lessor with a cor-
responding reduction in the rate. Neither process requires readvertising for bids.

The Commonwealth’s involvement in capital improvements made to leased property is con-
trolled by 200 KAR 6:030, Section 9(3). The regulation states:

No improvements of a permanent nature shall be made in privately

leased property at direct public expense. No improvement of a permanent

nature shall be made in publicly owned leased property at direct public ex-

pense unless the Commonwealth shall have 2 leasehold interest in such pro-

perty of a sufficient duration to permit amortization of the cost of the im-

provement over the life of the lease as in cases where the lease is for a relative-

ly nominal consideration or the full rental consideration is paid in advance

for a term of years. An existing lease may also be modified to provide for an

increase in the rental rate when the lessor has made improvements in the Jeas.

ed premises at the request of and for the benefit and convenience of the state

agency occupying the leased premises: provided, however, that the Com-

monwealth of Kentucky shall not be bound by nor have any liability for any

improvement made in leased premises unless such agency request for im-

provement of the premises and increase in the rent has been approved in ad-

vance by the Executive Department for Finance and Administration Ce
Accordingly, the Department of Finance is permitted to authorize indirect state financing of im-
provements of either a permanent or non-permanent nature in any existing leased property from
private owners upon the fequest and benefit of the state agency occupying the property. The depart-
ment is not required to readvertise for bids. However, agency requests for improvements and rent in-
creases must be approved in advance by the Department of Finance.

Indirect financing of improvements to leased property is accomplished by modifying the



period. While having no effect upon the total cost of the improvements, the extention of the life of
the lease allows for amortization over a longer period of time and reduces the annual increase in rental
COSts.

Pursuant to Section 4 of 200 KAR 6:030, a register of proposed modifications or renewals of
leases which, upon approval, will result in a rental payment in excess of that approved in the original
lease is kept on file for public inspection and comment in the Division of Real Properties. No
modification or lease renewal is effective unless the proposal for such has been on file in the register
for thirty (30) calendar days. Department of Finance personnel state that the register has not been us-
ed by the public and has, therefore, not served its intended purpose as a safequard for the public in-

terest. The department intends to amend the administrative regulation to eliminate the provision for
the register.

RECOMMENDATION

6. The register should not be eliminated. Its lack of use up to this point is not sufficient
reason to abolish it. The existence of a publicly visible record is a deterrent to the abuse
of the lease modification process whether it is actually “‘used’” of not.

The Director of the Division of Real Properties, after reviewing proposed modifications and
any public responses thereto, determines whether the proposed modification is in the best interest of
the Commonwealth. If a negative determination is made, the space requirement of the requesting
agency may be readvertised.

The standard lease form used by the Department of Finance contains a clause in which the

lessor agrees to comply with all standards set by the State Fire Marshal’s Office and the Kentucky Oc-
cupational Safety and Health Standards Board.

Lease modifications have been executed by the Department of Finance granting rent increases

to lessors compelled to make necessaty renovations in compliance with fire and safety codes. Il-
lustrative examples of fire code renovations are listed below:

Bell County, PR 1132

Franklin County, PR 1339

Perry County, PR 1061

Franklin County, PR 1069
Descriptions of these leases are presented in Appendix A.

The Director of the Division of Real Properties must decide if requested renovations or im-
provements of leased property are in the best interest of the Commonwealth. It is therefore important
that all pertinent factors be available for consideration. An example of a renovation request 1s a lease
in Green County, PR 720. This lease is discussed in Appendix A.

RECOMMENDATIONS

7. No commitment should be made to execute or renew a lease for property in need of
renovation until an exact itemization of renovation costs is submitted in writing by the
lessor. The exact rental cost per squate foot, including renovation costs, should be
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available to the Division of Real Properties or the Administrative Office of the Courts
for making an accurate comparison and evaluation of the terms.

8. Lease modifications to cover the costs of improvements to bring private property into
compliance with state and federal fire, health and safety laws and regulations should be
carefully considered, to prevent the Commonwealth from paying for improvements
that are not directly necessitated by occupancy by a particular state agency. Amortiza-
tion of improvement costs over the duration of the lease with the Commonwealth
should reflect this determination.






CHAPTER VI
CONFLICT OF INTEREST

Some real property leases held by the Commonwealth have been acquired from state officers
and employees. The existence of this relationship raises the question of whether the leasing of real
property to the Commonwealth by state officers and employees constitutes a conflict of interest,
where private interests, financial or otherwise, are antagonistic to the proper discharge of their public
interests and duties. The Kentucky Revised Statutes address the question of conflict of interest in
Chapters 6, 18, 45, and 164.

Generally speaking, state officers, as distinguished from state employees, are those petsons
who receive their authority under the laws of the state. They possess some delegation of sovereign
power which 1s coextensive with the limits of the state for the exercise of their jurisdiction, duties and
powers. With regard to state employees, KRS 18.110(10) defines ‘‘employee’” as a person regularly
appointed to a position in the state service for which he is compensated on a full-time or part-time
basis. In view of these characteristics, public officers and employees of municipal corporations and
political subdivisions, even though their positions may be constitutionally created, are not state of-
ficers and employees, because the performance and exercise of their duties relate exclusively to the
jurisdiction in which they serve. (See 72 Am.Jur.2d, States, Territories and Dependencies §62.)

While the state has declared that an officer’s or employee’s direct or indirect receipt of any
unlawful benefit or gain from the performance of a lease constitutes a conflict of interest under KRS
6.795(6) and 45A.340, it is provided in KRS 45.360(9) that state officers and employees may lease
real property to the state upon the approval of the Department of Finance.

KRS 45.360(9) reads as follows:

Real property or any intetest therein may, subject to the provisions of

KRS Chapter 45A, be purchased, leased, or otherwise acquired from any of-

ficer or employee of any agency of the state upon a finding by the executive

department for finance and administration, based upon a written application

by the head of the agency requesting the purchase, and approved by the

secretary of the executive department for finance and administration and the

governor, that the employee has not either himself or through any other per-

son influenced or attempted to influence either the agency requesting the

purchase of the property or the executive department for finance and ad-

ministration in connection with such acquisition. In any case in which such

an acquisition is consummated, the said request and finding shall be record-

ed and kept by the secretary of state along with the other documents recorded

pursuant to the provisions of KRS Chapter 56.
Punishment for a violation of this provision is set out in KRS 45.990(3) and prescribes a fine of not
more than five thousand dollars or a prison sentence of not more than five years, or both, at the
discretion of the jury.

While KRS 45.360(9) expressly applies to an ‘‘officer or employee of any agency of the
state,”” it is subject to the provisions of the Model Procurement Code, KRS Chapter 45A, specifically
KRS 45A.330-45A.340, regarding conflict of interest of public officers and employees. Thus the term
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“agency,”’ defined in KRS 45A.335 as any of the departments of state government or any division,
board, bureau, commission, or other instrumentality within, or any independent state authority,
commission, instrumentality or agency, may be liberally construed, in accordance with KRS 446.080,
to include any member, officer, or employee of the general assembly or the judicial branch.

After an inspection of the properties offered for lease and the selection of the most suitable
for the needs of the agency, the Department of Finance initiates a *‘conflict of interest statement,’’
which sets out the reasons for the selection of the property, the capacity in which the officer or
employee serves, and the declaration that such officer or employee has not himself or through any
other person influenced or attempted to influence the requesting agency or the Department of
Finance in connection with the proposed awarding of the lease. This document, signed by the
Secretaty of the Department of Finance and the Governor, constitutes the approval of the application
for the proposed acquisition of the lease.

In those instances where the procedures of KRS 45.360(9) have not been met, a contract
entered into by a member, officer, or employee of the general assembly, or any other state officer or
employee, to lease real property to the state would constitute a conflict of interest. These statutes were
enacted to guide officials in the conduct of their employment to prevent self-dealing by public of-
ficials and to support the state’s policy that no employee shall have an interest in any business or
“transaction which is in substantial conflict with his public office.

KRS 6.795(6) applies to legislators’ conduct in relation to state agencies and reads as
follows:

No legislator shall knowingly receive or agtee to receive, directly or in-

directly, compensation for any services to be rendered, either by himself or

another, in negotiations with the state or any agency as defined in KRS

45A.335 for the purchase by the state or an agency of an interest in real prop-

erty. This section shall not apply to appearances before any court.
Violations by legislators of this statute are punishable under KRS 6.990(11), which presctibes confine-
ment in the penitentiary for a period of six months to two years or a fine in an amount of two hundred
dollars to one thousand dollars or both, plus forfeiture of any constitutional or statutory employment
the legislator may hold.

The prohibition of conflicting interests of public officers and employees is stated in KRS
45A.340(1) as follows:
No officer or employee of the general assembly or officer or employee of
an agency as defined in KRS 45A.335, shall knowingly receive or agree to
receive, directly or indirectly, compensation for any services to be rendered,
either by himself or another, in negotiations with the state or an agency of an
interest in real property. This section shall not apply to appearance before
any court, except that negotiations shall be prohibited as aforesaid at any
time.
Pursuant to KRS 45A.990(2), officers and employees violating the provisions of KRS 45A.340 are
guilty of a Class B misdemeanor with imprisonment not to exceed ninety days, and shall forfeit any
statutory office or employment upon conviction.

Moreover, KRS 164.390, referring to officers and employees of state universities or colleges,
provides:



No president, professor, teacher, member of the exccutive council or
other officer or employe shall be interested in any contract or purchasc for the
building or repairing of any structure or furnishings of any supplies for the
use of a university or college.
Violations of this section may be punishable under KRS Chapter 522 pertaining to abuse of public of-
fice.

The standard lease agreement (Form B217-5) used regularly by the Department of Finance
and Administrative Office of the Courts acknowledges, in Section 12, the conflict of interest statutes:
The Lessor certifies by his signature hereinafter affixed that he (‘*he’’ is con-
strued to mean ‘‘they’’ if more than one person is involved; and if a firm,
partnership, corporation or other organization is involved, then ‘‘he’’ is con-
strued to mean any person with an interest therein) is legally entitled to enter
into contracts with the Commonwealth of Kentucky, and that he is not or
will not be violating any conflict of interest statute (KRS 45A.340, 164.390
or any other applicable statute) or principle by the performance of this lease,

or will he realize any unlawful bencfit or gain dircedy or indirectly from it

This section of the standard lease agreement will be discussed in Chapter 7, Disclosure of Ownership.

Although a comprehensive search was not possible, due to time and data limitations, seven
leases were found to have owners who are state employees or officers. In each case the proper conflict
of interest statement was filed, as required by KRS 45.360(9). A description of these leases is
presented in Appendix D. Conflict of interest statements for each of these leases were handled prop-
erly by the Department of Finance. Legitimate situations exist wherein an employee or officer of the
Commonwealth may lease real property to the state. Conflict of interest laws are only effective when

clear and enforceable disclosure of ownership requirements exist. Ownership disclosure will be review-
ed in the next chapter.
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CHAPTER VII
DISCLOSURE OF OWNERSHIP

An important part of the leasing process is the conflict of interest statement as required by
Chapters 6, 18, 45. and 164 of the Kentucky Revised Statutes. ’

A statute requiring disclosure of ownership is an essential method of discovering if a lessor
has any conflict of interest with the Commonwealth.

An examination of the owners’ names provided to the Department of Finance and the Ad-
ministrative Office of the Courts in a sample of over 500 lease files indicates eight categories of owner-
ship: individual owners (28%); partnerships (22%); corporations (18%); non-profit organizations
and associations (12%); trusts (.5%); estates (.4%); and another 20% which cannot be classified in a
particular category from the limited information in the lease folder. This chapter will review owner-
ship disclosure as it affects this question and real property leases.

In several lease folders maintained by the Division of Real Properties no evidence of owner-
ship disclosure could be found, although in the vast majority of cases lease folders did contain the
proper ownership disclosure information. The statutory requirement is as follows (KRS 56.812):

List of owners of property to be furnished to department: Whenever the
owner of real property leased to the Commonwealth is a corporation or a
partnership, a list of the names of all persons owning five (5) percent or more
of the shares in such corporation, and the names of all partners, including
silent and limited partners, shall be furnished to the Bureau of Public Prop-
erties. The bureau shall maintain such lists in the file pertaining to the par-
ticular lease or leases of property owner by such corporation or partnership
and make them available for public inspection as provided by KRS 61.870 to
61.884.

The files of the following leases had no formal request for ownership disclosure:

Bell County, PR 1203 and PR 1302; Harris O1l Company

Boone County, PR 2509; Market Place of Florence, Ltd.

Campbell County, PR 1844; H.E. Schneider and Elmer Haas, Jr. (Thirty
West Fourth)

Ohio County, PR 1111; Beaver Dam Deposit Bank

At the request of the Program Review Committee staff, the Division of Real Properties in
the Department of Finance contacted the owners of the above leases by telephone to determine
ownership. The ownership information received by the Department of Finance for these leases is in-
cluded in the Summary Descriptions of the Commonwealth’s Real Property Leases, located in Appen-
dix B of this report.

The completeness of responses to formal requests for ownership disclosure information was
varied. These responses are placed in a special computerized inventoty report in the Division of Real
Properties and are accessible to the presss and the general public. The Program Review Committee
staff contacted the Secretary of State’s Corporations Office to obtain available names of major
stockholders to supplement the incomplete information found in some files. This information is also
included in Appendix B, Summary Descriptions of the Commonwealth’s Real Property Leases.
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Ocassionally, only the name of the executive secretary ot director of a corporation is provid-
ed by the lessor in response to the ownership disclosure requirement. The Division of Real Properties
generally accept such information as the official and complete response and enters it into the Divi-
sion’s computerized inventory reports.

A brief review of new leases between the Administrative Office of the Courts and the private
sector also revealed inconsistent records of ownership disclosure information. The following new lease
files did not contain disclosure of ownership.

Boyd County, PR 8007; Ashland Arcade

Bullitt County, PR 1946; Paraquet Corportion
Franklin County, PR 8009; E. Randle Company
Jefferson County, PR 8001; Central Parking Systems

RECOMMENDATION

9. Future real property leases must contain an accurate disclosure of ownership statement
prior to actual approval. (This requires an appropriate change to KRS 56.812, 200 KAR
6:030(10), and Part V of the Supreme Court of Kentucky’s Administrative Procedures,
Section 6(a).) The Division of Real Properties and the Administrative Office of the
Courts should make every effort to follow up on existing leases with incomplete
responses to disclosure of ownership requests.

An example of the limited information provided in response to ownership disclosure re-
quests is the Oldham County District Court lease, PR 1811. On August 31, 1978, the Department of
Finance requested a ‘‘Disclosure of Ownership Interest’” statement from the Broecker-Oldham Coun-
tv Trust (c/o Bruce Roth, CPA, 1015 Dupont Square, Louisville, Kentucky). Mr. Roth replied to the
request:

Your letter indicated that we should disclose the ownership of the prop-
erty “PR 1811 Oldham County’’ if it is owned by a corporation or a partner-
ship. In this case the real property is owned by the Broecker-Oldham County
Trust. not a corporation nor a partnership. [ hope this answers your request.

This example illustrates a deficiency in the regulation and the statute governing ownership
disclosure. Section 10 of 200 KAR 6:030 and KRS 56.812 require the disclosure of ownership
whenever a corporation or partnership leases real property to the Commonwealth. This regulation and
statute do not encompass a trust or ‘‘other organization,”” even though this broader requirement Is
found in Section 12 of the Standard Lease Agreement (Form B217-5). The lessor 1s bound by the
broader requirement of the lease agrement, however, which is agreed to as a result of signing 1t. In
this particular instance, the Department of Finance should have pointed this out to Mr. Roth.

A trust may be a business trust set up in compliance with KRS 386.370 to 386.440. A
business trust differs from a pure trust in that a business rrust is organized not as a means of effecting
a gift or transfer but as a device for profit-making through the contribution of capital by a number of
investors. There ate several types of business trusts, including a real estate investment trust (REIT), a
subdivision trust. and a land trust. The trustees control and manage the business of the trust and have
legal title to all trust property. Trustees may be held liable for acts of fraud or bad faith. A beneficial
owner is not personally liable for any debts or liabilities incurred by the trustees or business trust. A
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business trust may be sued for its debts, acts of its trustees, and the negligence of the trustees. Like a
corporation, it must have a resident agent upon whom process may be served. The income of the trust
s taxcd as that of a business corporation in Kentucky, it is an ‘‘association’’ under the Internal
Revenue Code and taxable as a corporation under 26 USCA Section 7701(a)(3).

KRS 386.420(2) requires that a declaration of trust be recorded in the office of the Secretary
of Statc and the county clerk. However, the Secretary of State’s Office has indicated that a declaration
of trust has not been filed for the Broecker-Oldham County Trust.

RECOMMENDATIONS

10. The statute and administrative regulation governing ownership disclosure [KRS 56.812
and 200 KAR 6:030(10)] and Part V of the Supreme Court of Kentucky’s Ad-
ministrative Procedures, Section 6(a) should be amended to include the words
“business trust’’ and ‘‘organization’’
statements.

as entities required to file ownership disclosure

I1. For the sake of clarity, the conflict of interest portion (Section 12) of the standard lease
agrecement (Form B217-9) should be revised to include the words ‘ ‘business trust.”’

Since the responses to the ownership disclosure requirement are not always specific, an e¢n-

forcement mechanism is necessary to induce lessors to file complete and accurate ownership disclosure

statements with the Department of Finance and the Administrative Office of the Courts. Updated

ownership disclosure statements are also necessary, in case there are significant changes in or transfers
of ownership.

RECOMMENDATIONS

12. A new Section of the standard lease agreement (Form B217-5) should be created which
would cause a lease to be automatically terminated if the lessor should not disclose
complete and accurate ownership information, pursuant to KRS 56.812 and 200 KAR
6:030(10), to the Department of Finance within sixty days of the effective date of the
lease. This recommendation could also apply to the Administrative Office of the
Courts for Judicial Branch leases pursuant to Part V of the Supreme Court of Ken-
tucky’s Administrative Procedures, Section 6(a).

13. A new disclosure of ownership statement should be submitted to the Department of
Finance and AOC upon any change or transfer of ownership. The lessor should make
this notification upon any change or transfer of ownership in a partnership, business
trust or other organization, and upon any change or transfer of ownership resulting in
holdings of 5% or more in a corporation. Title 200 KAR 6:030(10) and KRS 56.812
should be amended accordingly.

21






CHAPTER VI
LONG-RANGE POLICY CONSIDERATIONS

The Commonwealth’s practice of leasing real property carries with it policy considerations
with impact beyond the details of procedural and documentation discrepancies discussed in this
report. KRS 56.802(2) requires that the Bureau of Public Propertics of the Department of Finance
determine whether suitable space may be available in a state-owned or occupied building before out-
side leased space is secured for a state agency. In most cases space is not available in a state-owned or
occupied building, so additional lease space is acquired. There is no language in the statutes requiring
a lease purchase analysis, but it is apparent that in some isolated cases such an analysis must be con-
ducted, since some buildings are constructed or purchased instead of rented.

Although there is no clear policy. the impression given is that required facilities are leased if
they are already available thorugh the private sector. If no suitable alternative is readily available, a
decision is made to take the time and effort necessary to obtain the necessary approvals for construc-
tion or purchase. If this sort of ad-hoc approach is used in the majority of cases it is certainly
understandable and may be even desirable, especially in the absence of a state plan or policy.
However, with approximately $13.8 million being paid this year to private vendors for leased proper-
ty, and the probability of increasing amounts being spent in years to come, the question of lease ver-
sus purchase becomes more important.

Some of the more apparent advantages and disadvantages of owning and leasing property
are outlined below.

Owning Property
Advantages

¢ Equity is built up in the property.

e The opportunity to build complexes that house more than one agency provides for better
coordination between those agencies and makes public accessibility to state agencies
more efficient.

e Costs for utilities and services are usually reduced when agencies are located in 2 smaller
number of centralized locations as opposed to their being scattered around in rental
property.

e Even the ability to centralize the operations of a particular agency, whether it be head-
quarters ot field office locations, will result in greater effectiveness and efficiency.

Disadvantages
o The state and local government would incur a loss of property tax revenues.
o The state is more locked into a particular location and might find it more difficult to re-
spond to changes in state government structure.
e Large amounts of capital are needed to finance construction or purchase.
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Leasing Property

Advantages

e State and local governments continue receiving property tax revenues from the ownets of
property leased to the state.

o The state can more easily adjust to shifts in government structure that require a change in
location or an adjustment in square footage.

s Occupancy can usually be arranged more quickly. especially if the alternative is construc-
tion.

Disadvantages

* The Commonwealth does not build up equity in the property.

* Rental costs will probably continue to escalate, making the long term costs more expen-
sive.

* The lack of permanent locations restricts public accessibility to state facilities, especially if
they are in a location that was not designed with such accessibility in mind.

* When a single state agency is spread out in various locations in one city, transportation
costs increase and emplovee productivity may decline.

The General Assembly, the Administrative Office of the Courts. the Governor and his
Secretary of Finance exercise prime responsibility for deciding how. when, and where major facilities
for state government office space are constructed, purchased, or leased. In times of economic growth
and incresing revenues it is easier to consider and justify the need for purchased or constructed state
facilities. Since, we are currently experiencing a decline in state revenues, it is more difficult to obtain
the capital required to build or purchase.

Governor Brown’s Executive Management Commission's October 1980 report addressed the
question of lease versus ownership, stating that:

Leased state office facilities are widely scattered throughout the city of
Frankfort and the Commonwealth. A comprehensive facilities mast plan
should be developed to address the issues of current and future space needs
and the most cost-cffective approach to satisfy them ... The Com-
monwealth contracted with a private consulting firm (S.U.A.) for the
development of a comprehensive facilities management study in
1977 . . . That document reveals a thorough and credible analysis of the
Commonwealth’s facility management and space utilization problems. A
careful review of the 1977 S.U.A. Facilities Management Study should be
conducted. Moreover, the following goals should be established.

* Develop the capacity to conduct a continuing assessment of agencies’ cur-
rent and future facilities needs.

e Identify the most cost-effective approach to satisfy the needs based on a
thorough short-term/long-term cost-benefit analysis of all feasible alter-
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natives . . .
* Attempt to consolidate and centralize dispersed facilities throughout the
Commonwealth. Within Frankfort, emphasis should be placed on con-
solidating activities by cabinet/department structure to ensure adequate
coordination of related program and administrative functions. ‘
* Evaluate cost feasibility of constructing additional central office buildings
in close proximity to existing major state office facilities within
Frankfort . . .
The Commission further recommended (recommendation number 184) that:
.. the Commonwealth use the S.U.A. study to conduct a comprehensive
evaluation of office space use in the major office buildings within Frankfort.
The Division of Facilities Management should assume responsiblity for
developing this program activity on a state-wide basis.
The Department of Finance, in its response to this particular recommendation, advised the Governor
(December, 1980) that this matter would require further study.

RECOMMENDATION
14. The Department of Finance should review the 1977 comprehensive facilities manage-
ment study to ascertain key areas of the Commonwealth where state office building
ownership may be feasible; the immediate and long-term fiscal consequences of such
facilities should be compared with estimates for leasing facilitics.
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CHAPTER IX
CONCLUSIONS

Several conclusions resulted from the examination of leasing records and procedures main-
tained by the Department of Finance and the Administrative Office of the Courts. For the most part,
the survey verified that the Department and the AOC are acting in accordance with current regula-
tions and statutes. Some discrepancies noted in this report, however, could have been avoided
through better recordkeeping and documentation pertaining to leasing decisions.

Many of the existing lease agreements were entered into prior to the enactment of the 1978
statutes governing lease practices. These older leases are being brought into compliance with
disclosures of ownership requirements and the state fire code by the Department and the AOC.

There are some areas that need attention, however:

 When looking through the records kept on leased properties, it is sometimes difficult to
determine exactly how the final choice for a particular bid was made.

o There were only two instances of special lease arrangements in thosc records. All other
leases were executed on the standard lease form used by the Department of Finance
and the AOC.

o Lease modifications are being negotiated by the Department of Finance with individual
lessors for the purpose of helping pay for requested improvements and fire code com-
pliance efforts.

¢ Complete records necessary to check for potential conflict of interest are not kept.
Although ownership disclosure information is usually complete, it sometimes 1sn’t.
Also, the means are not available to cross-check this information with a list of state of -
ficers and employees.

o Although required by regulation and the standard lease form, disclosure of ownership in-
formation is not always secured. Also, there is a dicrepancy between the requirements
of the regulation governing this area and the standard lcase form which needs to be
reconciled to prevent misinterpretation and conflict.

o There seems to be no effort to determine an overall or individual policy for answering the
question of lease versus purchase of state facilities.

¢ There seems to be no current effort to update or continue the development of a com-
prehensive state facilities planning and management program. A project in this area
was initiated by the consultant firm S.U.A. in 1977.
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APPENDIX A

EXAMPLES OF REAL PROPERTY LEASES
COMMONWEALTH OF KENTUCKY

This appendix presents illustrative examples of real propety leases which highlight various
conditions and situations mentioned in a number of chapters of this report.

Chapter II - Competitive Bidding
A. Agency site preference resulting in acceptance of higher bid.

Campbell County, PR 1844 Rent $7.55 per sq. ft.
H. E. Schneider and Elmer Haas, Jr., began leasing the ground floor of the
newly constructed *‘Thirty West Fourth’” building to the Administrative Of-
fice of the Courts for the Campbell County District Court facility on March
15, 1978. The leased property contains 6,809 square feet rented at $7.55 per
square foot, without utilities, for a total of $51,407.95 annually, plus an ad-
ditional $5,520 paid for 23 parking spaces. This leased property was built in
accordance with specifications of the Administrative Office of the Courts (the
lessee). In February, 1978, the lessor offered the property to the Com-
monwecalth at $5.55 per square foot without utilities and parking. The Direc-
tor of Real Properties estimated that utility charges for the ““Thirty West
Fourth™” property would cost an additional $.75-$1.00 per square foot.
Another bid of $5.90 per square foot was submitted by Mike Kinman and in-
cluded all floor plan changes and modifications required by AOC. In addi-
tion, all utilities would be furnished, but not parking. The Department did
not recommend the less expensive Kinman property over ““Thirty West
Fourth,”” but rather let the Administrative Office of the Courts decide which
bid proposal to accept. AOC selected the *‘Thirty West Fourth’” property,
but then changed the previously agreed upon floor plans. Consequently,
Schneider and Haas requested and were granted a $2.00 per square foot rent
increase, due to the “‘numerous hardships and costs’ incurred in complying
with AOC’s modification of the floor plan. Thus, the original $5.55 per
square foot bid was increased to the present $7.55 per square foot rent
charge.

Fayette County, PR 1207 Rent $7.25 persq. ft.
The Winmar Corporation, O. A. Bakhaus, President, leases this property to
the Kentucky State Racing Commission. Mr. Bakhaus requested a rent in-
crease in 1979. The Department of Finance advertised for bids and received
four responses, ranging from $3.93 per square foot to $8.25 per square foot.
The Director of Real Properties recommended that the Bakhaus bid of $7.25
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per square foot be granted, to accommodate the Racing Commission’s desire
to remain in its present facility, which is newer than the fadlity offered for
$3.93 per square foot. Each of these bids included utilities, but only the
$7.25 per square foot bid included parking.

Fayette County, PR 1173 Rent $7.13 persq. ft.
Douglas P. Johnson leases this property to the Kentucky Harness Racing
Commission. In the spring of 1980, six bids were submitted to the Depart-
ment of Finance in response to newspaper advertisements. Bids of $4.50,
$4.95, and $6.00 per square foot were among those submitted, but not ac-
cepted. Mr. Johnson’s bid of $7.13 per square foot was accepted because the
agency desired to remain in their current location. The information
presented in the lease folder did not contain information on utility or park-
ing charges for these bids.

B. Time constraints resulting in acceptance of higher bids.

Boone County, PR 1055 Rent $7.05 per sq. ft.

The Monohan Development Company leases this property to the Depart-
ment for Human Resources. In the spring of 1979 Monohan requested a rent
increase from $6.85 per square foot to the present $7.05 per square foot,
which included utilities and parking. The Department of Finance received
two bid proposals from its March, 1979, advertisements. In addition to
Monohan’s $7.05 per square foot bid, based on 5,700 square feet, the Leroy
Thompson Agency submitted a bid for 6,900 square feet at $4.95 per square
foot, including parking but not utilities. The Thompson Agency property re-
quired some renovation, which was included in the $4.95 per square foot
rate. The Department for Human Resources notified the Department of
‘Finance of its desire to relocate in the Thompson Agency property in May,
1979. With the Monohan lease due to expire on June 30, 1979, the Thomp-
son Agency did not have sufficient time in which to complete the necessary
renovations by the July 1, 1979, occupancy date. Because of the short notice,
the Monohan lease was signed and approved at $7.05 per square foot.

Jefferson County, PR 1730 Rent $8.10 per sq. ft.
Jim McCall leased this property to the Department of Commerce for $6.25
per square foot, including utilities. He later asked for a rent increase of $1.85
- per square foot. On June 16, 1980, the Department of Finance advertised for
bids and received three offers in response. One of these responses would have
provided the Commonwealth adequate space for $6.00 per square foot, in-
cluding renovations, utilitics and janitorial services. Because of a June 30,
1980, expiration date of PR 1730, the property offered for $6.00 per squarc
foot could not be ready in time for July 1, 1980, occupancy. Mr. McCall’s
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lease with the Commonwealth was renewed at the higher rate of $8.10 per
squarce foot.

C. Otherexamples of higher bid acceptance with no specific reason given.

Franklin County, PR 591 Rent $3.50 per sq. ft.

Rodney R. Ratliff leases this property to the Department for Human
Resources. Bids submitted in 1976 ranged from $2.95 to $3.25 per squarc
foot, including utilitics. The Director of Real Properties recommended that
another picce of property be leased at $3.15 per square foot, -including
utilities. A contract drawn for the $3.15 per square foot property was later in-
validated in order that the Ratliff property be leased. The higher rental rate
was $3.50 per square foot, plus the assumption of utility charges. No ex-
planation could be found in the lease file for acceptance of the higher rental
rate.

Franklin County, PR 1702 Rent $3.92 per sq. ft.
One lease in which several discrepancies were noted involved the Ramada Inn
property, owned by Rodney R. Ratliff. In 1977, Kentucky State University
sought 28,000 square feet of housing space for 156 students. Of several pro-
posals submitted, the Secretary of Finance, Russell McClure, recommended
that the Thistleton Terrace Apartments bid be accepted because of its size
and price. That property contained 38,000 square feet at $3.23 per square
foot, for a total cost of $125,000 annually. Instead, the Ramada Inn proper-
ty, consisting of 52,000 square fect at $3.92 per square foot, for a total an-
nual cost of $203,840, was selected. The lease agreement was not made on
the standard lease form used by the Department of Finance and thus carried
some provisions not present in other lease agreements with the Com-
monwealth. One provision of the lease provided Kentucky State University
(KSU) with an option to purchase the property, applying the rental payments
made to the purchase price. This section of the lease contract reads:

The lessor does hereby grant unto the lessee the exclusive right and
option to purchase the above described leased premises, any time during
the term of this lease, at an agreed sum which will be subject to negotia-
tion and those provisions applicable to the purchase of real estate by the
Commonwealth of Kentucky and its agencies. All sums paid as rental
during the term of this lease shall be applied to the purchase price in the
event the option is exercised during the term of this lease, or any exten-
sions thereof.

According to information contained in the lease file, this property was
to be purchased on July 1, 1981, or no later than 10 days thereafter. KSU has
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paid over $600,000 during the last three years on this lease, which will be ap-
plied 1o the purchase price of $1.5 million.

Chapter III - Special Lease Agreements

Franklin County, PR 1522 Rent $3.80 per sq. ft.
This negotiated lease between the Kentucky State Board of Registration for
Professional Engineers and Land Surveyors (lessee) and the Kentucky Society
of Professional Engineers (lessor) was approved by Governor Julian Carroll
and Department of Finance Secetary, William E. Scent. Under this lease, the
Board paid a lump sum of $135,000 for thirty-five years rent in advance. The
1976 payment was made prior to construction of the building. The lease con-
tains a penalty clause stipulating that the first fifteen years’ rent may be re-
tained by the lessor if the Board voluntarily or involuntarily cancels the lease
before that time. Any refund of prepaid rent beyond fifteen years by the
society 1s to be in annual installments.

The justification used by the Department of Finance in executing the
lease was KRS 45.360(8):

Except as provided in KRS Chapters 175, 176, 177, and 180, the
executive department for finance and administration shall purchase or
otherwise acquire all real property determined to be needed for state
use, upon the approval of the secretary of the executive department for
finance and administration as to the determination of need and as to the
action of purchase or other acquisition, provided that the amount paid
shall not excced the appraised value as determined by the department,
or the department of transportation (for such requirements of that
department), or value set by eminent domain procedure.

On October 23, 1978, the State Auditor of Public Accounts requested
an Attorney Gencral’s Opinion in reference to the thirty-five-year advance
payment. The Opinion (OAG 78-724), by Charles W. Runyan, Assistant
Deputy Attorney General, reads in part:

The Board received a lease for a term of 35 years. Now the question

is: What kind of property did it get? In the creation of a term of years, a
cardinal principle is that the term must be certain, i.e., there must be a
beginning and end. The subject lease meets that test, thus the lease is
for a term of years. 49 Am.JUR.2d, Landlord and Tenant, 66, page
107 .. ..
It is our opinion that under the whole citrcumstances surrounding the
lease, the expenditure of the $135,000 was valid and constitutional. The
state agency purchased an interest in real estate, a term of years. They
got what they bargained for. Overall, the terms of the lease appear to be
valid and equitable.
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Chapter IV - Fire Code Compliance

Letcher County, PR 583 Rent $2.11 persq. ft.
The Department for Human Resources eases this building from Arthur and
Allcen P Johnson. No evidence could be found that the lessor complied with
numcrous requests to correct deficiencies found as a result of State Fire Mar-
shal inspections. Notification was first sent to the Johnson’s about the fire
code violations on December 2, 1977.

Madison County, PR 1385 Rent $7.88 persq. ft.

Tom Synder of Snyder Rentals leased property to the Department of Library
and Archives. In the spring of 1978 the State Fire Marshal’s Office found this
building in violation of the fire code. At Snyder’s request, a $600 annual or
$3.42 per square foot rent increse was granted after proper advertising failed
to produce other bids. The rent increase was approved while the facility was
still out of fire code compliance. The Department of Finance cancelled this
lease November 30, 1980, at the request of the Department of Library and
Archives.

Pike County, PR 559 Rent $8.42 per sq. ft.
W.R. and Daisibel Walters leased this building to the Department of Mines
and Minerals. The building was found to be in violation of the state fire code
in the spring of 1980. Despite requests by the State Fire Marshal’s Office, Mr.
Walters refused to correct any deficiencies. The lease to this building was
cancelled on June 30, 1980.

Chapter V - Lease Modification
A. Fire Code Modifications:

Bell County, PR 1132 Rent $2.00 per sq. ft.

In 1977, William C. Dillman leased this property to the Department for
Human Resources for $1.20 per square foot. The Commonwealth requested
that the lessor make basic renovations, such as rewiring to conform with the
National Electric Code, and provide additional electrical outlets for the leas-
ed space. Mr. Dillman requested a higher rental rate of $2.00 per square foot
before he would agree to these renovations. The Department of Finance
granted Mr. Dillman the higher rate.

Franklin County, PR 1069 Rent $4.36 per sq. ft.
Rodney R. Ratliff leases this property to the Public Protection and Regulation
Cabincet. The original price per square foot was $4.00. On April 16, 1978,
the rent was increased to $4.36 per square foot. These financed im-
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provements were made by Mr. Ratliff to put the building in compliance with
the state fire code. Another increase to $4.98 per square foot requested by
Mr. Ratliff on August 31, 1978, for building improvements, was refused by
the Department of Finance.

Franklin County, PR 1339 Rent $4.43 per sq. ft.
Rodney R. Radiff was leasing this building to the Department of Local
Government for $3.95 per square foot, while in non-compliance with fire
code requirements. On January 13, 1978, Mr. Ratliff requested a rent in-
crease from $3.95 to $4.95 per square foot to pay for renovations required by
the State Fire Marshal. The Department of Finance did raise the rent to $4.43
per square foot to compensate Mr. Ratliff for the required renovations.

Perry County, PR 1061 Rent $2.52 per sq. ft.
Lothair Realty Company leases this property to the Department for Natural
Resources and Environmental Protection, Division of Forestry. This facility
was found to be in non-compliance with the state fire code on September §,
1977. Lothair Realty requested and was granted a $1.52 per square foot rent
increase by the Department of Finance to correct thirteen (13) fire code viola-
tions. Most of the fire code violations were corrected as a result of this rent in-

crease. However, a June 4, 1980, Statc Fire Marshal inspection found threc
remaining violations.

B. Other Modifications:

Green County, PR 720 Rent $1.48 persq. ft.
The Masonic Lodge #54 leases this property to the Department for Human
Resources. In 1979, the Commonwealth agreed to pay an estimated
$10,986.62 to renovate this facility to meet the needs of the Department for
Human Resources. However, a total renovation on this building in 1980 cost
$16,161.81. A portion of this increase in the estimated cost was due to infla-
tion. The managers of the Lodge have requested that the Commonwealth
pay the $5,175.19 cost overrun. If the Commonwealth agrees to do so, the
$16,166.81 renovation costs will be amortized over an extended lease period.

The building is presently occupied by the state and the Department of
Finance is evaluating this request.

Chapter VII - Disclosure of Ownership

Oldham County, PR 1811 Rent $6.63 persq. ft.
The Broecker-Oldham County Trust leases this property to the Ad-
ministrative Office of the Courts-Oldham County District Court. On August
31, 1978, the Department of Finance requested a “‘Disclosure of Ownership
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Interest”” statement from the Broecker-Oldham County Trust, ¢/o Bruce
Roth, CPA, 1015 Dupont Square, Louisville, Kentucky 40207. Mr. Roth
replied to the request thus:

Your letter indicated that we should disclose the ownership of the
property ““PR 1811 Oldham County’” if it is owned by a corporation or a
partnership. In this case the real property is owned by the Broecker-
Oldham County Trust, not a corporation nor a partnership. I hope this
ANSWCTS your request.
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County/PR #

APPENDIX D

SAMPLE OF LEASES HAVING OWNERS
WHO ARE STATE EMPLOYEES OR OFFICERS

Agency

State Officer
Or Employee
(Lessor)

Terms or
Circumstances
of Lease
Agreement

Clay/498

Carroll /1206

Warten/ 1477

Rowan/1639

Ohio/1845

Marshall/2223

Woodford /2344

SOURCE: Kentucky Department of Finance, Division of Real Properties.

Dept. for Human
Resources

Dept. for Human
Resources

Dept. of Military
Affairs

Admin. Office
of the Courts

Admin. Office
of the Courts

Dept. for Human
Resources

Admin. Office
of the Courts

Dept. Transportation
Employee

Governor's

Staff

Commissioner of
Insurance (10/79)

District Court
Judge

Judge, Court of
Justice/AOC

Supreme Court
Judge

Property
Valuation
Administrator

71

Renewal/Increase
of Rental Rate

Lease acquired
prior to state
employment

Purchase of
leased property

Only response to
public advertisement
found suitable for
needs of agency

Only response to
public advertisement
found suitable for
needs of agency

Property selected as
best accommodation
for agency’s needs

Only responses
to public
advertisements

KRS
45.360(9)
Conflict of

Interest
Statement

Required
& Filed
Not required
until renewal
of lease

Not required
until renewal
of lease
Required
& filed

Required
& Filed

Required
& Filed

Required
& Filed
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