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PREPARED BY:
David Layton  
REVISED STAFF REPORT

As reported out of the Budget and Fiscal Management Committee

Proposed Ordinance 2002-0431.1 received a “Do Pass” recommendation.  Changes made to the proposed ordinance included replacement of the Lease Agreement transmitted as “Attachment A” with a revised version of the Lease Agreement dated 09-30-02.
SUBJECT:
Discussion and possible Action of Proposed Ordinance 2002-0431.1 approving a lease for the proposed 401 Broadway Building Development Project to allow issuance of up to $65 million in tax-exempt lease revenue bonds to be used by Harborview Medical Center.

BACKGROUND:

Budget & Fiscal Management Committee briefings on the proposed 401 Broadway Office Building Project occurred on July 3, 2002 and again on September 4, 2002.  Harborview Medical Center is in need of additional short term employee surge space during the Bond Program construction.  It also needs to co-locate its fragmented existing long term rental office space into a single location adjacent to the campus.  Harborview has identified co-location near Harborview of paramount importance to its operational efficiency.

The proposed methodology for satisfying this need is to use a “63-20” bond financing, build-to-suit, lease to own development structure similar to the one used for the County’s King Street Center Building in Pioneer Square.  As a reminder, “63-20” tax exempt bond financing is a provision of the Internal Revenue Service (IRS) tax code that allows a non-profit corporation to issue tax exempt bonds to finance a project utilized by a government agency.  Under this approach the County will act as a conduit through which Harborview can achieve 156,800 SF of rental office space at a convenient location.

PROPOSED ORDINANCE 2002-0431.1

The proposed ordinance includes provision for a TEFRA hearing (Tax Equity and Fiscal Responsibility Act) which was held by the full Council on September 16, 2002.  The hearing allows Harborview / King County flexibility in sub-leasing portions of the 401 Broadway Building Project to 501(c) (3) Not-for-Profit organizations without jeopardizing the tax exempt status of the bonds.

PROJECT SCOPE:  
The proposed 401 Broadway Building is a five story, 156,800 SF office building located adjacent to the Harborview campus between Jefferson Street and Terrace Street, and between Boren Avenue and Broadway.  The project includes off-street parking for 300 vehicles.  Design documentation is complete and Master Use Permit has been issued for the project.  Copies of the development package were distributed at the September 4, 2002 briefing.

PROJECT ORGANIZATION

The proposed 401 Broadway Project Team consists of a wide range of individuals and organizations which are organized around the following four principal parties:

	Organization
	Role/Relationship

	Opus Northwest L.L.C.
	Developer

	The National Development Council / Broadway Office Properties
	Owner / Bond Issuer

	King County
	Lessee

	Harborview Medical Center
	User


A complete listing of Project Team representatives is included in Attachment 1 to the staff report.

LEASE AGREEMENT & DEVELOPMENT AGREEMENT REVIEW

Summaries of the Lease Agreement and Development Agreement are included in Attachment 2 and Attachment 3 to this staff report.

Highlights of the Lease Agreement and Development Agreement terms and conditions were briefly reviewed at the September 4, 2002 committee briefing.  Subsequent to the September 4th briefing, review meetings between council’s legal counsel and representatives of the Prosecuting Attorney’s Office (PAO) have continued.  Additionally, staff to staff meetings have resulted in additional financial updates, crosswalk summaries and cost data being provided.  This data is highlighted below:

Committee Staff Review

63-20 Soft Costs Comparison

· A comparison between the 401 Broadway Office Building soft costs and the recently completed King Street Center Project is included in Attachment 4.  Budgets for the proposed 401 Broadway Office Building Project Development are generally consistent with or below actual costs for the King Street Center Project.  Development fees (as a % of Fixed Cost) associated with the 401 Office Building Project are noticeably lower than for the King Street Center Project.

63-20 Cost per Square Foot Comparison

· A comparison of overall costs and costs per square foot (excluding land & financing costs) between the proposed 401 Broadway Office Building , King Street Center building are as follows:

	Criteria
	401 Broadway
	King Street Ctr.
	Difference
	%

	Office SF
	156,800 
	326,000 
	(169,200) 
	(52)%

	Parking SF (EST.)
	103,300 
	120,400 
	(17,100) 
	(14)%

	Parking Spaces
	300 
	350 
	(50) 
	(14)%

	Overall Project Cost
	$43.3 million
	$57.9 million
	($14.6) million
	(25)%

	Overall Cost/Office SF
	$276
	$184
	$92
	50%

	Const. Cost/Office SF
	$143
	$101
	$42
	41%

	Tenant Improv. $
	$8.9 million
	$8.3 million
	$0.6 million
	7%

	Tenant Improv. $/SF
	$57
	$25
	$32
	128%

	Escalation
 
	
	
	13.3%
	


· Factors affecting the overall cost/sf differences include the following:

· Significant construction escalation since King Street Center (+13.3%).

· Greater ratio of parking to office space in the 401 Broadway (50 additional spaces, 52% less office space)

· Higher Tenant Improvement Allowance in 401 Broadway Building Project (+128%).

Additional Cost per Square Foot Comparisons

· Additional cost per square foot comparison data from the Alternatives to Reliance on Lease Space Report dated July 2001 and an Office Building Analysis presented by the Seneca Group to the BFM Committee in the spring of 2002 are shown on the table below.  The Seneca analysis was a precursor to the proposed New County Office Building currently being evaluated.

	Project
	Rentable Square Feet
	Project Cost
	Cost / SF

	12th and Alder

Wright Runstad
	135,000
	$31,700,000
	$235

	Dearborn at I-90

Wright Runstad
	306,500
	$84,500,000
	$276

	801 First Avenue

Martin Smith
	272,300
	$83,600,000
	$307

	7th & Marion

Opus
	274,000
	$73,400,000
	$268

	Seneca Office Bldg

Seneca
	250,000
	$71,250,000
	$285


Project Costs Exclude land and financing costs

63-20 VS Traditional Design-Bid-Build Comparison

· A broad comparison of costs between two 63-20 projects (the Proposed 401 Broadway Office Building & King Street Center Project) and two current county traditional design-bid-build projects (Courthouse Seismic Project & the Regional Communications & Command Center (RCECC ) is summarized in Attachment 5.  The intent of the comparison was to determine in a very general sense how 63-20 development model costs compare with traditional design-bid-build projects.  A key comparison is the ratio between construction costs and soft costs to the total project costs.  Three of the four projects exhibited ratios in the 70 - 30 range (general rule of thumb) which, is an indicator that the proposed 401 Broadway Project soft cost budgets are reasonably balanced.  

	Project
	Construction Costs %
	Soft Costs %

	401 Broadway Building
	71.7%
	28.3%

	King Street Center
	70.5%
	29.5%

	Courthouse Seismic Project
	73.4%
	26.6%

	RECC
	63.8%
	36.2%


Note: Figures exclude land, relocation, & FF&E costs to aid in comparison between all projects.

63-20 Unused Contingency

· A feature of the 63-20 bond financing methodology is that any unused portions of the following budgets revert back to the County:

	Budget Item
	Initial Budget

	Tenant Improvement Allowance

	$8,963,125

	Owner’s Portion of Developer’s Contingency (2/3)
	$938,000

	Owner’s Contingency
	$1,000,000

	Bond Sizing Construction Period Interest
	$7,104,609

	Total
	$18 million


These unused funds “if any” would be available based upon a reading of the lease and bond indenture prepared by King County's Bond Counsel, to the following categories:

1. Increase the Tenant Improvement Budget; or

2. Pay for increased capital improvements of the Project; or,

3. Purchase some of the 63-20 bonds in the open market - the practical effect of which would be to lower the rent or reduce the period of time lease payments are due.

· Additionally, the Reserve Account of $4.4 million is available for use by the county to cover the last year of rental costs.

Land Cost

Land costs are considerably higher than preliminary project staff budgets.  A summary appraisal was completed for the subject property on September 13, 2002, Copies of which are available to members upon request.  In addition to land costs there is a budget line item entitled “Reimbursables to Land Developer = $852,947.  These costs include pre-development design, engineering, and entitlement costs such as Master Use Permit (MUP) costs to bring the property up to its current level of development.  The Land Developer is Jefferson Associates L.L.C., the land sellers.

Lease VS Capital Improvement Process

In response to the question of whether the proposed 401 Broadway Office Building Project 63-20 bond financing process constitutes lease or a capital acquisition (i.e. subject to the requirements of King County Code Chapter 2.42, Long Range Capital Improvement Program (CIP) Plan provisions).  The Executive staff noted that the Prosecuting Attorney’s office has interpreted this project (and the King Street Center Project) as a lease and therefore not subject to procurement requirements.

Risk Assessment

The development of any construction project carries with it an element of risk and the Proposed 401 Broadway Office Building is no exception.  However, the 63-20 bond financing build-to-suit, lease to own development methodology manages the risk in the following three ways:

1. Construction risk is transferred from the Owner to the Developer.  King County construction projects have experienced a checkered track record on cost overruns in the past (as it is for many traditional design-bid-build institutional projects).  

2. Building occupancy, which is traditionally a risk to developers, is minimized on this project due to Harborview’s need to occupy the building.

3. The 63-20 financing methodology is a well understood tested process and financing costs are minimized through the sale of tax exempt bonds.

Legal Counsel Review

Council legal review is ongoing as of the date of this staff report.  Review sessions have been conducted jointly between council staff and representatives of the Prosecuting Attorney’s Office who in turn needed to review issues with other project representatives.  It is anticipated that Council’s legal counsel will be available at the briefing to discuss any legal issues.

SCHEDULE:

The revenue bond milestone schedule attached to previous staff reports continues to be revised pending council review and action on the legislation.  Current key milestone dates directly affecting BFM and the Council as a whole are noted below:


DATE




CURRENT ACTIVITY
October 2, 2002


BFM Discussion & Possible Action

October 7, 2002


Full Council, Adoption of Ordinance 2002-0431.1

BUDGET:  

Fixed Price Budget




no change since last briefing

A copy of the Fixed Price Budget (Exhibit E of Development Agreement) is included as Attachment 6 to this staff report.  The Fixed Price is $50,770,945 and is the amount to be paid by the Owner for the acquisition of the Real Property and the completion of the design, development, permitting and construction of the Project, and is the price to be paid by the Owner for Project Costs.  The Fixed Price includes, among other Project Costs, Tenant Improvement Allowance of $8,963,125 and a Guaranteed Maximum Construction Price contract for the construction of the shell and core of the building in the amount of $22,140,800.

Finance / Legal / Non-Profit / Consulting

significant change since last briefing

Attachment 7 is a detailed summary of Finance / Legal / Non-Profit / Consulting estimated costs which increased $8.8 million from a total $4,688,833 to $13,544,192 and includes construction period interest, bond counsel fees, and financial consultant fees, underwriter non-profit costs and King County & Harborview Oversight.  Attachment 7 also includes a crosswalk illustrating reasons for the increase.  These increases will be off-set by higher rent costs than previously reported as shown in the table below.

The primary cost increase from the September 4, 2002 Committee briefing is based on the following two reasons:

1. Construction Period Interest

An increase of $3.9 million based on bond sizing which accrues starting from bond closing (not when proceeds are spent) and a conservative assumption that the project will extend to the latest anticipated completion date in the Development Agreement.

2. Debt Service Reserve Account

An increase of $4.4 million reflects County Finance Director decision to include a debt service reserve account roughly equal to one year of rent costs.

Combined Fixed Price & Finance Costs

significant change since last briefing

Attachment 8 is a detailed summary combining the Fixed Price Budget and Finance / Legal / Non-Profit / Consulting estimated costs (Attachments 6 & 7) and is summarized in the following table:

	Description
	Cost / %  09/04/02
	Cost / %  10/02/02

	Bond Principal
	$55,159,778
	$63,875,726

	Bond Interest Rate
	5.00 %
	5.10 %

	Bond Term in Years
	25
	25

	Annual Payment
	($3,913,722)
	($4,185,000)

	$ / SF (absolute net
)
	($24.95) / SF
	($26.69) / SF

	Operating Cost Per SF (estimated)
	($6.00) / SF
	($6.00) / SF

	Major Maintenance Reserve Fund
	($1.61) / SF
	($1.61) / SF

	Parking Income on 298 stalls   $75/stall
	$1.71 / SF
	$1.71 / SF

	Effective Gross Rent $ / SF  
	($30.86) / SF
	($32.59) / SF

	Effective Gross Rent, Yr. 1
	$4,838,770
	$5,110,048


Based on the above Fixed Price and internal county estimates the Bond Underwriter has calculated the final Bond Proceeds figure to be $64,535,000 current as of August 22, 2002.
Lease Cost Comparisons

A matrix of four lease comparisons for large completed lease transactions in 2002 in Downtown Seattle dated September 2002 are summarized in Attachment 9.  The attached figures provided by Washington Partners Corporate Real Estate indicate close approximations but are not based on review of actual lease documents.  NNN Leases ranged from $26.50 / SF to $29.00 / SF with Tenant Improvement allowances ranging from zero to $40 / SF.  All leases included monthly charges for parking from $100 / stall to $275 / stall.  

Harborview’s need for construction surge space and consolidation of its current rental space was briefly discussed at the September 4, 2002 Committee briefing.  Subsequently, preliminary rental figures from Harborview were received indicating current leases range between 40,000 sf and 50,000 sf of lease space around Harborview and as far away as Northgate.  Annual lease costs total $1,100,000 with NNN rents in the range of $22/sf to $28/sf.
The proposed 401 Broadway Office Project is a separate project from the Bond Program and no Bond Program funds will be used in its development.  Additionally, project costs are not intended to involve use of County CX funds.  The long term lease program with Harborview is intended to cover the costs of financing with minimum risk to the County, and ultimately, at the end of the lease, the County will take ownership of the building.  The county is irrevocably pledging its full faith, credit and resources for the prompt payment of bonds and there is always an element of risk to the county however minimal that risk might be characterized.  

HARBORVIEW PARTICIPATION

Harborview Board of Trustees held a special meeting on September 11, 2002 to confirm the Board’s approval of the 401 Broadway Office Building Project.  See Harborview Board Action confirmation Attachment 10 to the staff report.

King County Budget Office Representatives have reviewed the Harborview Financial Records and previous 10 year plan in detail and has confirmed that Harborview Medical Center has the financial resources to commit to the 401 Broadway Project lease.

REASONABLENESS

Assuming the legal counsel review findings are positive, action on Proposed Ordinance 2002-0431.1 appears to be a reasonable business decision at this time.  A summary of pros & cons follows:

Pros

· The long-range project need has been clearly identified.

· Financing and debt service have been planned to minimize risk of impacts to the CX Fund.

· Project risks have been reasonably managed by the bond financing delivery methodology which, transfers risks to the entity in the best position to assure success.

· Care has been taken to utilize conservative cost assumptions, which in several cases may result in funds reverting back to the county at the end of the project.

· The project delivery methodology is a tested and well-understood process.

· Harborview Medical Center’s Board of Trustees have formalized their commitment to the 401 Broadway Building Project

· King County will acquire a 156,800 SF building free and clear at the end of the lease period (25 years) which is consistent with the goals of the Adopted Space Plan.

· Construction costs and NNN lease costs appear competitive compared with other major projects.

Cons

· Land costs, construction costs and tenant improvement allowance appear high when compared to the county’s only other 63-20 project, The King Street Center.

· Despite Harborview’s financial commitment, it is the county that is irrevocably pledging its full faith, credit and resources for the prompt payment of $65 million in bonds.

· Early limitation of options to a single project/site reduced competition and may have resulted in higher project costs.

INVITED:

Jim Napolitano, DES, Facilities Management Division

Bill Angle, Analyst Project Lead DES, Facilities Management Division

David Jaffe, Executive Director, Harborview Medical Center

ATTACHMENTS:


1. Project Organization Summary

2. Summary of The Lease

3. Outline of Development Agreement

4. Project Professional Fees Cost Comparison – King Street Center

5. Project Cost Comparison – Design Bid Build

6. Fixed Price Budget 
7. Finance / Legal / Non-Profit / Consulting Worksheet
8. Project Development Budget 401 
9. Leasing Comparison Matrix

10. Harborview Board of Trustees – Board Action

� Escalation based on Engineering News Record (ENR) cost index for Seattle mid-point construction of King Street Center to mid-point construction of 401 Broadway (i.e. mid-point = 1/3 construction period from 04/98 to 05/03).


� Tenant Improvement Allowance:  The Development Agreement has been amended to allow the county at its discretion to convert the Tenant Improvement Allowance to a Guaranteed Maximum Price (GMP) following finalization of TI documents.  The amendment is intended to reduce costs and increase developer incentives to save.  This conversion, if acted upon, would distribute any unused contingency to the Owner’s portion of Developer’s Contingency.


� Absolute Net:  A leasehold structure where the tenant is responsible for any and all costs associated with the real estate being rented.  This is distinguished from a NNN rent leasehold in which tenant responsibilities are limited to to rent plus operating expenses. 
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