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September 30, 2004
The Honorable Larry Phillips

Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Phillips:

The adopted 2004 budget (Ordinance 14797) included a proviso directing the development of an I-Net business case and other supporting information.  This proviso was later amended by Ordinance 14961 to read as follows:  
“PROVIDED THAT:

Of this appropriation, $430,170 shall be expended only after the council has received a new I-Net business quantified business case and operating and maintenance plan that incorporates recommendations from the project review board and relevant recommendations from the network infrastructure optimization project.  The scope of work shall include development of the following deliverables:  (1)  development of entrepreneurial opportunities to better utilize the I-Net infrastructure; (2) alternative product development that will look at developing alternative I-Net products; and (3) a sourcing opportunity assessment that will examine alternatives to operating I-Net by the county, including public partnerships, facilities management, and outsourcing.  A new I-Net quantified business case and operating and maintenance plan shall incorporate comments made by the project review board in 2003 and shall incorporate a financial and marketing plan that considers diminished public education, and government (PEG) fees.  Deliverables developed by the external consultant used to support this project shall also be incorporated into a newly developed business plan and operations plan for I-Net and reviewed by the project review board in 2004.  Comments made by the project review board in 2004 shall be incorporated into the new I-Net business plan and operations and maintenance plan and forwarded to council by motion by September 30, 2004.  
The quantified business case, operating and maintenance plan and motion must be filed in the form of 15 copies with the clerk of the council, who will retain the original and will forward copies to each councilmember and to the lead staff for the labor, operations and technology committee or its successor.”

 

I am pleased to forward for the council’s review and consideration copies of the completed business case for I-Net as well as an updated version of the Operations and Maintenance (O&M) Plan.  Copies of these documents were forwarded to the Project Review Board on September 8, 2004 and suggestions from Board members, Office of Information Resource Management, and Office of Management and Budget staff have been reflected in the final documents.  Also included for the council’s consideration is a copy of the “I-Net Assessment and Sourcing Review” and the “Equipment Replacement for King County I-Net Review and Analysis.” 
The O&M Plan describes I-Net’s operational and business environment; identifies support service requirements, how they are resourced, and key contact information; describes performance reporting requirements; provides workflow diagrams and internal procedures; and examples of customer communication documents.  This is the fourth major iteration of the O&M Plan.  The first was prepared in June, 2000, a full year before I-Net went into operation.  Another update was done in July, 2001 to codify procedures as we went into operations.  Consultants assisted us with an update in 2003 and staff provided another update this year to reflect our latest operating assumptions.  The version included with this transmittal is responsive to input received from reviewers in 2003 and 2004.
The I-Net Business Case follows the outline agreed to by Council and Department of Executive Services (DES) staff and is based on the requirements for a business case as established by the PRB.  The I-Net Business Case quantifies some of the benefits of having an I-Net, it quantifies the county’s potential financial exposure if we chose to cease operations for some reason, and, in conjunction with other deliverables, helped confirm our future course of action.  
A third deliverable called out in the proviso is an assessment of alternative sourcing options as well as a review of other service opportunities for I-Net.  Gartner, a global technology research and consultancy that conducted the council’s assessment of I-Net in 2001, provided this review as well as supported our work to develop the business case.  Their experience with public sector outsourcing (they were the lead consultant for San Diego County in their outsourcing initiative), their long tenure in the telecommunications consulting field, and their experience with other major institutional networks, enabled them to provide us with valuable insights.
Consistent with our discussions with council staff, we have gone beyond the scope of the proviso and completed analysis on I-Net network equipment replacement planning.  From both operational and financial perspectives, equipment replacement planning is a critical issue for I-Net as it is for other carrier-class networks.  Councilmember Irons in particular has been very interested in this issue.  His thoughts were helpful as we developed what we believe is an effective solution for addressing these needs.  
C&M Technology, who worked with the county to develop the Enterprise Technology Equipment plan, was instrumental in this latest effort as was Marconi, our primary network equipment manufacturer.  In conjunction with our staff, C&M also developed tools we can use to model changing assumptions on PEG revenues and equipment replacement costs on our financial plan and the resulting impact on rates.  This in conjunction with an update to our subscription forecast helped drive an update to our long range financial forecast.  This is included as one of the supplemental forms in the I-Net Business Case.
Key Findings - Business Case

The business case was a worthwhile exercise that demonstrated the county’s decision to develop and implement I-Net was a good decision, one that has beneficial impacts throughout the county.  The alternative to developing I-Net would be for all of the subscriber agencies, including King County, to procure network bandwidth from commercial sector providers.  While there are a number of features that make it difficult to compare I-Net to private sector carriers and their rates, the consultants’ analysis concludes I-Net is significantly less expensive than commercial alternatives.  
For the 279 sites included in our current fiber, I-Net is less expensive than comparable commercial service by an estimated $5.4 million per year.  For the 174 billable-sites active today, I-Net is less expensive than commercial carriers by an estimated $3.4 million per year.  If I-Net rates increased by 30 percent (our initial planning assumptions for 2006-08 I-Net rates), but commercial rates remained the same, the savings drops to $4.1M per year for 279 sites and $2.6M per year for 174 sites.   
With 50 active sites, King County is a major I-Net subscriber, and like other major customers, we are already receiving significant benefits.  Based on current network utilization, the bandwidth King County paid I-Net $413,000 for in 2004 would cost approximately $1.4 million from the commercial sector.  According to Gartner research, Wide Area Network bandwidth requirements for enterprises of King County's size will grow more than 50 percent through 2006.  The more bandwidth we consume in the course of the county’s business, the better I-Net’s value proposition.    
From the testimonials presented to the council from major I-Net customers like Kent School District, King County Library System, and others, you have their experience that I-Net allows them to use its high-speed broadband communications capabilities to reduce other operating expenses through server consolidation and reengineering their internal phone systems.  These savings are above and beyond the basic network cost savings identified above.
The business case also quantifies the county’s potential financial exposure should we decide to cease I-Net operations for some reason.  With the Public, Education, and Government (PEG) rates and subscriber assumptions in place when we made the decision to move forward with 
I-Net, we would have collected enough funds from this revenue source to cover debt service fully and provide a contribution of $1.1 million to equipment replacement.  But assumptions change and now we have new PEG rates that Comcast has proposed and a new forecast for the cable subscriber population based on annexation and incorporation assumptions.  When these changes are factored into the equation, we no longer have a surplus.  We have a potential shortfall through 2015 of $2.8 to $4.6 million.   
Our plan is to build these updated assumptions into I-Net’s revenue requirements and to recover this projected shortage through future rate increases.  If I-Net ceased operations, debt service would have to be covered by another appropriate revenue source.  Again, this is for a worst case scenario if we ceased operations.  
The business decision we made in 1995 was a good one.  If the County had decided not to develop I-Net, the only real viable other alternative would have been to purchase network capacity from the commercial sector and as the business case demonstrates, the rates would have been significantly higher for inferior services.

Key Findings - Equipment Replacement

Equipment replacement planning is an issue DES staff has been working on for well over a year and they believe we have developed a comprehensive approach that makes good business sense.  The original conservative planning assumption was that equipment should be replaced on either an eight or 12 year cycle depending on the class of the equipment.  
The network hardware acquired from Marconi is meant to be field upgradeable, thereby extending its useful life.  By working with Marconi, we have developed an equipment refresh program that will extend the replacement cycle to at least 12 years for all I-Net equipment and lower eventual replacement cost through more favorable vendor discounts.  C&M estimates this new approach will save I-Net approximately $305,652 per year.  
A secondary benefit is that with a longer replacement cycle we have more time to develop our equipment reserve set aside.  Finally, the longer lifecycle enables us to look at a variety of funding approaches including some combination of revenue-backed debt and equity in the form of our equipment reserve.
Key Findings - I-Net Rates

Both consulting teams concluded I-Net would remain cost-competitive as a service provider even with significant rate increases.  Basic rates are well below commercial sector market rates or market value, by approximately 50 percent according to the consultants’ estimates.  We have kept our rates as low as possible while rolling out initial service offerings so that I-Net would be attractive in the marketplace as the county worked to establish our credibility as an excellent service provider.  
While we still have more internal review to go through and need to begin a dialogue with our customer base early next year, our initial conclusion is that we will require approximately a 30 percent rate increase in 2006.  This would be the first rate increase since I-Net went operational in 2001.  We anticipate another 20 percent increase in 2009 followed by a 20 percent increase in 2012.  These rate increases would enable I-Net to meet its overall financial requirements including equipment replacement and a hedge against the uncertainties associated with PEG revenues.  DES staff has modeled these changes around the termination dates of existing contracts to help avoid any major disruptions for customers.  If necessary, particularly for large accounts, Information and Telecommunications Services Division staff will work with them to explore ways to finance the impact of the 2006 rate increase.  For some customers, it may be easier for them to prepay a portion of the future cost.  If some or all of the uncertainties do not materialize, excess revenues would be placed in a rate stabilization fund to moderate future rate increases.  
In addition to moving to regular rate review processes, the consultants recommended that we explore moving to a more sophisticated rate structure, particularly one that would be more consumption based.  If part of I-Net’s value is derived from the content that flows through the network, charging more for those who consume more bandwidth seems appropriate.  Having some portion of equipment replacement financed through I-Net revenue-backed debt, given that the requirements for new equipment will be driven, at least in part, by emerging needs, is another option worth exploring.  Given that the future needs are likely to be more bandwidth intensive, subscriber demands for new requirements will be more directly financed through their fees.
Key Findings - Sourcing Assessment

Gartner’s sourcing review concluded that King County is the preferred sourcing alternative and unless we further amend our franchise agreements with Comcast, the county may be the only sourcing alternative.  Gartner’s conclusions were based on input from the Senior Deputy Prosecuting Attorney most familiar with our franchise agreements.  
Continuing to source I-Net within King County ensures we can maintain better control of our telecommunications infrastructure.  This isolates us from the uncertainties of the marketplace and helps ensure we have a secure network that can support our business requirements.  Gartner’s recommendation comes with a caveat that we provide appropriate funding for equipment replacement.  The new refresh program we have developed with Marconi and the rate increases we will be proposing for 2006 and beyond should do precisely that.

Gartner correctly notes that while their recommended sourcing strategy lets King County control I-Net’s future direction, it does carry with it the financial exposure for I-Net debt service if we ceased operations before the debt was retired.  But that was a risk we knew existed when we authorized the General Obligation debt for the project.
Key Findings - Service Opportunities

Keeping in mind that I-Net is in the transport business, Gartner’s service opportunities assessment did not chart any new ground for us.  They did validate the new low cost, entry level service offering we just introduced this summer.  This basic service offering is intended to be attractive to smaller jurisdictions, those with less demanding communications requirements.  There are 10-12 agencies that we are in contact with today about this new offering.  Gartner also recommended that we more aggressively promote video services and explore real time collaboration tools.  Like video, real time collaboration tools are gaining market viability as they enable end users to work more productively.  
Finally, Gartner strongly recommends the use of I-Net to support the introduction of Voice over Internet Protocol (VoIP) as the county’s telephony system.  This is an issue the Network Infrastructure Optimization project has also been exploring and it is one that holds potential merit, but is not without potential pitfalls.  The county’s telephony environment is complex and reengineering a voice and data communications network will be an expensive undertaking.  While I believe this is an option worth exploring, the risks and some of the financial uncertainties associated with VoIP will require thorough analysis before we determine the right course of action for King County.
Conclusion

I have long been an advocate for I-Net.  In the mid-90’s, the county was given a once-in-generations opportunity to try something bold.  I-Net was established through good franchise negotiations and financed by limited-purpose PEG revenues.  It has been rewarding to watch the network’s launch and to hear about its value from our customers.  I was pleased when I-Net won a 2003 NACo Achievement Award as an innovative program.  I agree with them that our model for I-Net is a great example for others to follow.
The conclusions and recommendations of the consulting teams from Gartner and C&M have reaffirmed that we made the right decision to initiate the I-Net and we are moving in the right direction with the changes we have defined in this transmittal.  We need to continue to roll out products and services that meet the needs of our customers.  We are looking at extending 
I-Net’s reach through wireless, an issue I know to be of interest to Councilmember Constantine as it will enable I-Net to serve other public agencies and new facilities for existing I-Net subscribers that we cannot accommodate today in our fiber infrastructure. 
I sincerely hope this comprehensive package of information provides the council with the information it needs as we work to use this valuable fiber network to the benefit of county operations as well as our regional partners.

Should you have any questions regarding this subject, please contact Kevin Kearns, Division Director, Information and Telecommunications Services, at (206) 296-0660.

Sincerely, 

Ron Sims

King County Executive

Enclosure
cc:
King County Council members

ATTN:  Scott White, Chief of Staff

  Shelley Sutton, Policy Staff Director

  David Randall, LOT Committee

  Anne Noris, Clerk of the Council

Steve Call, Director, Office of Management and Budget (OMB)
Steve Fields, Budget Analyst, OMB
Paul Tanaka, County Administrative Officer, Department of Executive Services (DES)
Kevin Kearns, Division Director, Information and Telecommunication Services, DES
David Martinez, Chief Information Officer, Office of Information Resource
    Management (OIRM)

Dana Spencer, Business Development and Finance Manager, OIRM
