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All attachments referenced in this analysis are available upon request.
On May 28, 2013 the Executive sent the Council a scope change request letter for work at Harborview Hall to re-scope the demolition project to consider an adaptive reuse of the building.  The letter is Attachment 7A to this report.  Proposed Ordinance 2013-0258 (the first omnibus) includes an Executive proposal for an expenditure restriction that $1.7 million of project funds be used to explore costs associated with the development of a guaranteed maximum price for the Harborview Hall adaptive reuse alternative.

The Executive has delivered a Predevelopment Due Diligence Report prepared by the Sabey Corporation to explore the possibility of redeveloping Harborview Hall instead of demolishing the building as previously envisioned.  That report is included as Attachment B to this staff report.   

The Harborview bond program authorized by voters in 2000 contemplated the demolition of campus buildings that were not seismically sound.  Following a review by permitting and landmarks authorities a process had been in place to demolish Harborview Hall and construct a green-space in its place.  As noted above, the proposal currently under consideration would pursue an adaptive re-use of the building instead of demolition. 

The ensuing discussion seeks to describe the project concept and the major associated issues.
WHAT IS THE PROJECT?
“Preserving the historic structure” 
The west facing façade of Harborview Hall contains the most significantly historical elements and characteristics.  Because of the way the building has been modified over the years, much of interior of the building has not retained its original characteristics.  Although the floor plates on the west side of the building would remain, the east side of the building will be entirely reconstructed in order to maximize the use and functionality of a future structure.  The west facing façade would be preserved to the maximum extent possible.
HOW DOES THE PROJECT FIT WITHIN EXISTING PLANS?

Appropriation – past and proposed
On September 19, 2000 King County voters approved a $191 million bond measure to support facility improvements at Harborview.  The voters' pamphlet that described the measure is included as Attachment C to this report.  The project’s goal was to enable the hospital to meet new seismic standards, as well as to expand the Emergency Department, operating rooms, and in-patient bed capacity to meet the needs of the community.  Project elements were envisioned to include:

Project 1: Ninth & Jefferson Building: New construction of a 416,000sf multi-purpose facility to house a center of emphasis in infectious disease control including HIV/AIDS and STD. In addition, specialized services such as the King County Medical Examiner, laboratories, the Involuntary Treatment Act Courtroom, retail, building lobby, and underground parking are included in the Ninth & Jefferson Building.  630 parking spaces.

Project 2: Inpatient Expansion Building & Seismic Upgrade: Seismic improvements to the East Hospital trauma center tower. These improvements will meet new Federal Emergency Management Agency (FEMA) Immediate Occupancy standards after a code level seismic event. This will allow the medical center to continue operations and respond to the needs of the community, in case of an earthquake in our area.  New construction of a 240,000 gsf inpatient wing, adjoined to the existing facility by a bridge building, will provide additional operating rooms, Emergency Department capacity and inpatient beds to meet the needs of the community.

Project 3: Proposed demolition of seismically unsound buildings on the campus, including demolition of the East Clinic, and potential demolition of Harborview Hall.

Council Legislative History

March 3, 2002 Ordinance 14295 – approves management agreement between King County, Harborview and University of Washington for the bond project.

April 7, 2003 Motion 11684 – Outlines Initial Program Plan:  scope, schedule, budget

August 25, 2003 Ordinance 14744 - $29.6 million of revenue backed scope increase to add additional parking and tenant space. – raised total project to $292.8 million.

April 3, 2006 Ordinance 15401 - Authorized reappropriation of $15 million and accept settlement terms.

Based on the way the project has been described over time, it is unclear whether the scope change request to allow the project to move forward to explore rehabilitation rather than demolition should have occurred prior to the expenditure of any funds on the rehabilitation option (in excess of $2M to date).
The current appropriation proposal would basically re-appropriate existing funding while making clear, by way of a self-imposed expenditure restriction, that $1.684M will be used to cover the “costs associated with the development of a guaranteed maximum price for the Harborview Hall adaptive re-use alternative to demolition”.

Of note - council staff have cautioned against the use of the language “guaranteed maximum price” based on confusion that has arisen in the past when similarly described projects were unable to deliver the expected project scope within the project budget. 
ISSUES UNIQUE TO THIS CAPITAL PROJECT PROPOSAL
Project Delivery Method
This project is proposed to be delivered using the 63/20 method - so named for IRS rule 20 enacted in 1963 - that enables a certain project financing arrangement involving a non-profit entity issuing the project debt with the government guaranteeing the debt payments.  This delivery method has been used by the County with much success in the past – example projects include King Street Center, the Chinook Building and Harborview’s Ninth and Jefferson Building.  It is worth noting that past 63/20 projects included the security of County agencies as tenants making the debt payments, or in the case of the Ninth and Jefferson Building, the University of Washington legally bound itself to fulfill the debt obligations.  The current Harborview Hall redevelopment proposal is unique in the sense that potential County tenants for the building currently account for approximately half of the total available rentable space. 
Retail Allocation
The Sabey proposal currently envisions two tenant areas comprising much of the south side of the first floor of a rehabilitated Harborview Hall that could be filled by retail tenants.  Discussions with Sabey representatives and FMD personnel indicate that these spaces will be flexible and may not end up being used as retail space.  This issue is noted here because the County has experienced some difficulty in filling retail spaces within projects delivered under the 63/20 model that is proposed for this project (King Street Center, Chinook, Ninth and Jefferson Building).
Parking Availability 

It appears that minimum parking requirements for a rehabilitated Harborview Hall can be met based on the existing permitting standards.  It is likely that additional parking needs may arise based on the mix of tenants in the building.  These needs are currently being analyzed by FMD and their consultants as part of the pre-development phase.  It is not clear at this time what the parking demand for a rehabilitated building would be and where or how that demand might be satisfied.

Historic Firehouse rehab 

The firehouse located on the Harborview campus is also proposed to be rehabilitated as a part of the larger Harborview Hall rehabilitation project.  FMD representatives report that the expense to rehabilitate the firehouse have been included in the total project cost but that rental income that could be generated by the use of the facility by outside groups has conservatively not been included in revenue projections. 
District Energy 
The City and the County are in the process of exploring District Energy alternatives to serve the First Hill area of the City of Seattle.  One idea under consideration has been to allow for space within a rehabilitated Harborview Hall to house an energy plant to serve the First Hill district energy.  The proposal, as transmitted by the Executive, appears to adequately make such an accommodation in the basement of the building while conservatively not including potential rental income for that space.  The design specifics (energy source, mechanical systems design etc.) for such an energy plant are not yet known.

MARKET FORCES AFFECTING THIS PROPOSAL

Healthcare and Hospital Market Conditions incl. the Affordable Care Act
The Sabey proposal is accompanied by a companion document “Review of Development Feasibility” performed by Kinzer Real Estate Services (draft dated May 6, 2013 included as Attachment D).  Both documents include a discussion of the impact of changes in the healthcare services industry and the relation to demand for centralized hospital facilities.  Page 5 of the Kinzer report cites several industry trends – such as increasing the number of insured patients - and offers some analysis of how these issues will affect facility needs for hospital campus areas.  Some of these factors point toward a long-term need for additional medical office space in and around centralized hospital campuses (industry consolidation for example) while other factors may point to a dispersion of health care facilities (grown in outpatient services such as surgical procedures that are now performed outside of hospital facilities).  Still other factors including a sharpened focus on preventative care measures could further decentralize services traditionally offered within centralized hospitals into communities.  For additional market context describing hospital construction in the Puget sound area please see the attached article (Attachment E) from the Puget Sound Business Journal published on March 1 of 2013 and entitled “Slowing pulse, Hospital boom comes to an end” by Valerie Bauman.

Rehabilitated Harborview Hall - Potential Tenants & Market Research 

Both the Sabey Corporation proposal as well as the Kinzer report offer a substantial amount of market research related to demand for healthcare facility space including medical office buildings in the first hill area of the City of Seattle.  The Kinzer report notes that “medical office building rental rates in the first hill area substantially exceed those for downtown Seattle administrative office space”.  Further, vacancy rates for first hill medical office building space are running at about 5% and rental rates are currently in the low $30 per square foot range, net of operating costs with a typical tenant allowance of $30 per square foot.  
The Sabey analysis reflects a large anchor tenant (occupying 80% of the building) pre-leasing scenario with market tenants leasing the balance of the building.
The Sabey proposal states that “the vacancy rate for First Hill Medical Office space is less than 4% with no new construction anticipated in the near future.  The Kinzer review notes that another competing development (i.e. similar in nature to the Harborview Hall proposal) is scheduled to come online in 2015 and will be offering 190,000 SF at 1124 Columbia Street of similar space to that envisioned for a redeveloped Harborview Hall.

King County Facilities Management Division has identified the following potential King County agency tenants that could fill space in a rehabilitated Harborview Hall.

· Transit Functions – 28,000 SF
· ITA Court – 12,000 SF

· TB Clinic, Crisis and Commitment Services – 9,000 SF

· County Funded Non-Profits – unidentified SF

Taken together these county functions could fill approximately half of the available rentable square footage in the building (total approx. 102K SF)
Financial Information and Market Assumptions - Analysis & Comparisons
There are a number of assumptions embedded in the financial and feasibility analysis supplied by the Sabey corporation in their proposal documents.  The Kinzer review is a very good companion document as it supplies an outside review of many of the key assumptions that affect the financial analysis.  Some of the most significant variables are identified here:
1. Anchor Tenant - Sabey assumes a large, yet currently unidentified anchor tenant leasing approximately 80% of the building.
2. Vacancy Rate – Sabey assumes a general vacancy rate of 2% 
3. Capital Reserves – Sabey’s model does not make an allowance for capital reserves for building systems or common areas

4. Lease-up rate assumptions – As noted above, the Sabey model assumes that a large anchor tenant would lease most of the building upon completion of construction.  With anticipated construction completion on March 15, 2015 Sabey’s model assumes an 83% lease up rate by April 15, 2015 and a 100% lease-up by September 15, 2015.

5. Rental rate assumptions – Sabey’s model assumes rental rates of $35/SF on floors 3-11; $32/SF on floor 1; and $12/SF in the basement exclusive of the potential energy plant space.

6. Downtime on lease expiration – Sabey model specifies 3 months

7. Tenant Improvement Allowance - $100/SF for initial leases, $25/SF for second generation leases
Kinzer’s review included analyzing the project financing as outlined by Sabey as well as offering a few different scenarios.  Kinzer’s most significant issues noted include:
1. Anchor Tenant – Kinzer ran two alternative scenarios to Sabey’s 80% anchor tenant.  These included a 50% KC occupied bldg. (with 51% lease-up rate on April 15, 2015 and 100% lease-up rate by April 2016) and an alternative with a medical office building with 100% lease-up by April 2015
2. Vacancy Rate – Kinzer ran scenarios including a 5% vacancy rate for non-KC agencies and a 5% vacancy rate for non-anchor tenants citing that 5% is “consistent with market norms”.

3. Capital Reserves – Kinzer recommends and applies a capital reserve rate of $0.50/SF/yr citing a “need to budget for ongoing capital expense – roof, common areas, mechanical systems etc.)

4. Lease-up rate assumptions – lease-up rate comparisons are covered in ‘anchor tenant’ issue above.

5. Rental rate assumptions – Kinzer implicitly agrees with rates used by Sabey in their analysis and does not run a model with different numbers.

6. Downtime on lease expirations – Kinzer uses a 9 month downtime rather than 3 months citing that “most medical tenants are slow-moving”

7. Tenant Improvement Allowance – Kinzer assumes tenant improvement allowances of $100/SF and $35/SF for second generation tenants noting that medial users require higher tenant improvement allowance.
Kinzer concludes that their suggested adjustments to the variable projections noted above “largely offset one another resulting in similar overall internal rates of return”.  

SUMMARY OF MAJOR ISSUES

The most significant factor underlying all analyses is the tenant assumptions, which Kinzer notes that they “are not in a position to comment on the demand of specific user groups”.  

Based on the acceptance of the pre-eminent assumption of 100% lease-up occurring sometime between September 15, 2015 and April 2016, the project results in a positive net present value over the 30-year hold period.  A negative cash flow between $108K and $1.4M is predicted under any of the scenarios in the first 2 to 3 years 
The Kinzer report concludes with an “open issues” section in which they state:

“As reviewed, the Harborview Hall renovation project produces unleveraged returns of 6 to 7%.  Given the risks associated with new construction/renovation, it is unlikely that a private developer would embark on such a project given the returns”

The report goes on to identify other incentives that could drive the government’s involvement in such a project that do not similarly motivate private developers including historic preservation; building ownership, enhanced open space and potential for future energy solutions.

The policy question that is embedded in this proposal for the Council’s consideration is whether the projected benefits are compelling enough to encumber the otherwise avoidable risk associated with this project.

Of note, risks associated with this project could ultimately be born the county general fund. Even if the project is financed using 63/20 financing it is unlikely that the County would walk away from a partially constructed building or allow the bondholder to foreclose on the property if financing issues arose during construction or post-construction in failing to find tenants.  
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