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STAFF REPORT
SUBJECT:
A briefing on a possible data-center addition to the Harborview Ninth & Jefferson Building construction project. 
SUMMARY:
Council staff has been informed that there may be a request to add additional scope and budget to the Harborview Ninth & Jefferson Building project to include a data center that would serve the Harborview campus. The original plans for a datacenter in NJB were for a data center that would only serve the building. As the developer was brought on board and identified additional parking spaces that could be gained from changing the design at the parking level, a new expanded data center became a viable option
The purpose of this briefing is to inform members of the potential for a requested budget increase and the possible need to sell additional bonds pursuant to the 63-20 financing agreement. 

BACKGROUND:
Harborview Medical Center (HMC) is a comprehensive health care facility owned by King County, governed by an appointed Board of Trustees and managed by the University of Washington.  Its primary mission is to provide high quality health care to the residents of this region, in particular to the indigent and underserved residents of King County.  Serving a four-state region, Harborview is home to the nationally renowned level-one trauma center and Medic One Emergency Response Unit.

In November 2006, the County Council approved a lease-lease back arrangement to effectuate the construction of a medical services and office building on the Harborview Hospital campus.  The building, which will be located at the southeast corner of 9th Avenue and Jefferson Street, will house services such as the King County Medical Examiner (KCME), research laboratories, dry labs, clinical services, Involuntary Treatment Act (ITA) Courtroom, retail, lobby and five floors of underground parking.  
This building is being constructed by the development team of Wright-Runstad and Turner Construction.  The land, which is owned by King County, is leased to a non-profit named “NJB Properties” who issued tax-exempt bonds to finance the building project.  Once constructed, NJB Properties will lease the completed building back to the County and other building tenants including Harborview Medical Center.  NJB Properties wil then use the tenant lease payments as revenue to pay off the bond debt over a period of 26.5 years.  When the bonds are paid off NJB Properties conveys full legal and unencumbered title for the project to King County for no additional consideration.  The construction contract is held between NJB Properties and the building contractor. 
This is known as a 63-20 financed project (Due to IRS rule 20 from 1963). The County has completed other 63-20 financed projects including the King Street Center and Patricia Bracelin Steele building. Currently the new county office building is being constructed under a 63-20 arrangement. 
A different version of this building proposal was part of the overall Harborview Bond Project approved by voters in September of 2000.  The bond project also includes construction of an Inpatient Expansion Building (IEB), which is currently progressing. The University of Washington manages Harborview and, under an agreement between King County, Harborview Medical Center and the University, the UW is managing the Bond Program.  This alternative proposal for the Ninth & Jefferson building is necessary due to significant cost overruns on the overall bond project, which are detailed later in this report. 

Scope:  In September, 2000, King County voters approved $191 million in bond funding to support facility improvements at Harborview.  The project proposed to the voters included:

· Seismic stabilization of the east wing inpatient facility.

· Elimination of two older buildings due to seismic risk.

· Construction of new facilities to house the displaced functions.

· Expanded critical care capacity.

The voter approved bond funds combined with interest earnings and contributions from Harborview reserves brought the total project budget estimate to $263 million.

On March 3, 2002 the Council adopted Ordinance 14295 which approved a management agreement between King County, Harborview Medical Center, and the University of Washington for management of the Bond Program.  On April 7, 2003 the Initial Program Plan (scope, schedule, and budget) was approved by the Council (Motion 11684).  On August 25, 2003 the Council adopted Ordinance 14744 approving $29.6 million of revenue backed scope increases that added additional parking and tenant space.  The revised scope increased the total Bond Program to a total of $292.8 million.

The entire bond project was proposed to be accomplished using the General Contractor/Construction Manager (GC/CM) method.  Under this method, a contractor is selected and then acts as both the General Contractor and the Construction Manager for the project.  Turner Construction was selected as the GC/CM in December 2002.  

When the major bids for construction of the NJB and IEB were opened beginning in late fall 2005, bids for various phases of the project were significantly higher than the engineering estimates.  Under the GC/CM method, Turner provided a maximum allowable construction cost (MACC) for the two buildings.  Normally, under the GC/CM method, the GC/CM would be held to the cost as proposed by the MACC that they developed.  In this case, however, Turner claimed that there were extenuating circumstances and design ambiguities that could not have been foreseen at the time that they developed the MACC.  Therefore, Turner argued, they should be allowed to revise the MACC.

The University of Washington, acting as the County’s agent, negotiated with Turner Construction and eventually reached the conclusion that the project budget for the IEB project should be adjusted by $15 million.  This negotiated amount was included in a settlement agreement signed by the involved parties.  The UW believed that a $15 million adjustment to the IEB project budget would be sufficient to complete the IEB project.  This decision was endorsed by the bond oversight committee.  
With subcontractor bid guarantees set to expire on April 7, 2006, the King County Council passed Ordinance 15401 on April 3, 2006, which shifted $15 million from the NJB project to the IEB project. 
Estimates for the NJB project at this time were also approximately $15 million above available budget.  Taken together, these two issues resulted in a net $30 million shortfall in the project budget for the Ninth and Jefferson building project.
Following the budget overrun, representatives of the UW Capital Projects Office, the Harborview Medical Center planning staff and executive staff began searching for options to somehow complete the overall bond project scope as promised to voters given the $30 million budget shortfall.  One strong interest, held by all parties, was to avoid going back to voters to request additional project revenues.  The solution involved separating the NJB building project from the rest of the Harborview bond project and engaging a 63-20 type development agreement – as described previously in this report - to complete the NJB building project.
The County Council in October 2006 approved Ordinance 15633. That ordinance effectuated the changes described above. The County agreed to “separate” the NJB property from the remainder of the bond project. The new facility would be a larger facility and house more Harborview and UW functions. The project would be funded by tax-exempt revenue bonds sold by NJB properties and backed by a ground lease based upon support from King County, Harborview and the University of Washington. 
As members are aware, the County is currently developing options for a long-term data center plan as well. The market conditions for data center space are very tight and the County is at a disadvantage due to the time it takes for our procurement process to complete. Currently the County Executive is working on a long-term lease for data center space. Harborview is in much the same place. In fact, the County’s data center was considered for placement in the NJB tower however that was rejected for a number of reasons. Harborview, at the time the building was approved, did not consider a consolidated data center. It was only after the developer indicated additional space would be available that the medical center considered this option. 
ANALYSIS

NJB Scope:  The Harborview bond project, as proposed to voters in September, 2000 originally envisioned the construction of a multi-services building at the Southeast corner of Ninth Avenue and Jefferson Street.  

The scope of the NJB currently includes construction of a 450,000 square foot, 14 story building that would occupy the entire block bounded by 9th and Terry Avenues on the east and west and Jefferson and James Avenues on the north and south.  This structure would approximately triple the size of the formerly planned NJB.
The size of the NJB project grew for two major reasons:
1) The 63/20 financing method essentially uses the project’s land value as leverage to finance the project - more land means a bigger project which yields more lease revenue to pay for the initial bond debt.  By building out the entire block at this time, the project is more able to absorb the current shortfall by spreading it out across what would have been two projects as opposed to one.

2) Harborview Medical Center has been updating its facility requirements.  Harborview has indicated its willingness to make use of the additional space by relocating Harborview agencies that are currently engaged in off-campus leases to the new facility.
The larger building also allows for additional revenue-generating parking spaces.

The King County Medical Examiner’s Office facilities as planned within the expanded building do not differ substantially from what was outlined in the original NJB proposal.

NJB Budget:

The total estimated cost of the revised NJB project is currently $$118 m. 
The following table shows a calculation of the required additional financing to build the expanded NJB project.
	Harborview NJB proposal - financing analysis

	 
	 

	Original project budget
	$121,200,000 

	Total projected expenditures for NJB project under GC/CM agmt
	($32,700,000)

	Previous transfer to IEB project budget
	($15,000,000)

	Original budget amount remaining for revised NJB project
	$73,500,000 

	 
	 

	Estimated construction cost of revised building - 2006
	$178,236,400 

	Less remaining budget amount from original project
	$73,500,000 

	Unfunded project amount requiring financing
	$104,736,400 

	 
	 

	Estimated transaction costs including period interest (13%)
	$13,615,732 

	Total amount required to finance revised NJB project
	$118,352,132 

	Additional Funding that may be requested
	$7,200,000

	Revised “total” NJB financing requirements 
	$125,552,132


The current proforma for the NJB project details how $118M would be spread over a period of 26.5 years.  Using an assumed interest rate of 4.6% the required annual payment amounts to $7,818,206.  Spreading this total annual payment over the additional space created by the new project (approximately 300,000sf) yields a lease rate of $26.50/square foot for that space. If the additional financing were necessary, the annual debt service payment would increase to approximately $8.3 million. 
Harborview has an indicated that it has sufficient financial resources to make the additional lease payments. Additionally, HMC’s annual operating budget, which is in excess of $600M, is evidence of the agency’s ability to absorb the $8.3 M annual lease payment. 
Additionally, this additional debt service would not necessarily be an operational increase for HMC. Currently, as mentioned earlier, HMC leases its data center space. HMC is currently estimating that 100 racks could be relocated to the data center at NJB. Currently HMC is paying approximately $650/rack/month to rent this space. This equates to an annual cost of $780,000. This does not include other operational inefficiencies from having satellite data centers. The cost savings from this relocation is actually higher than the increase in the annual debt service. 

On September 28th, 2006, the Harborview Medical Center Board of Trustees voted unanimously to approve a motion resolving that the Board “supports the development of the newly designed Ninth and Jefferson Building.  This includes the Board agreeing to annually commit in its budget sufficient HMC funds to pay the monthly rent under the lease agreement, any additional rent due under the lease, and all costs (including costs of maintenance and operation), fees, taxes, assessments and liabilities associated with the County’s leasehold.”  In discussing this issue with HMC staff, Council staff has been informed that the HMC Board of Trustees, on February 22, 2007, passed a resolution supporting the addition of the data center and indicating a commitment to including the additional payments in HMCs operating budget.  
While this motion clearly stated the intent of the HMC Board, it did not constitute a legal, binding agreement for HMC to fully cover the lease payments.  Since the County owned the land and ultimately was the ground lease holder, the financial responsibility was ultimately that of the County.  Since HMC’s annual budget is authorized by an appointed Board of Trustees, King County’s jurisdiction to compel HMC to include the annual lease payments in the budget was limited.  At the request of the Chair, staff from the Prosecuting Attorney’s Office and the Harborview Medical Center developed a contractual agreement between the two agencies. This agreement provided legal assurance that HMC will include the total lease payments in the HMC annual budget as described in the adopted Board resolution noted above.  That agreement may need to be amended to include these new expenditures. After an initial Council staff review, it appears that the contract would not specifically cover these additional costs. Councilmembers may want to require this contract be revised prior to approval of any supplemental appropriation request. 
Justification for Inclusion of a Data Center

HMC has cited five different reasons for pursuing inclusion of a data center in the NJB facility. They are: 

1) Improved ability to maintain critical data systems at HMC during disasters. In HMCs estimation relocation of this site to the campus would allow access to the site even if a natural disaster somehow disrupted travel to and from the remote locations. 

2) Favorable return on investment. Harborview has calculated an initial payback time of approximately 10 years on the up-front capital construction cost.  Cost savings from off-site leases would be used to fund the additional costs. 
3) Proximity to the HMC campus for 24-hour needs. Proximity to the campus would reduce staff time in transit to and from the data center. 

4) Consistency with the long-term data center plan. Data center facilities are in short supply throughout UW according to HMC/UW staff. UW has developed a strategy to enhance existing facilities and augment with additional facilities in the most cost effective manner. 
5) Administrative flexibility. HMC cites the relative slowness of renting space and the exposure to outside market conditions as additional reasons to “own” instead of “rent.” 


Members are very aware that a large piece of the financial model for NJB was the use of parking revenue. The financial model used in development of the proposals assumed six hundred (600) parking spaces. When the projects were consolidated, the developer identified the possibility of adding an additional seventy (70) spaces. Inclusion of the data center will reduce the total number of parking spaces by about twenty (20). This means that the total amount of parking spaces will be approximately six hundred and fifty (650). There will be additional parking revenue above what was estimated in the financial model. 
Council staff has not yet had an opportunity to fully evaluate these justifications and does not yet have a legislative vehicle by which to put these issues into context. Staff has also not yet adequately determined why this item was not included in the actions taken by the Council in October. 

Members may remember the discussion from last October regarding this issue. Council staff inquired as to why this additional request was coming so soon after approval of this building. HMC staff indicated they had to complete their internal process before proceeding to requesting this addition from the Executive and County Council. Below is a chronology of HMC steps undertaken to this point. 

November 2006: Requested Wright Runstad and Turner to examine possibility of including 3,500 sq. ft. of space and requsted an examination of the power requirements. 
December 2006: Received rough order of magnitude (ROM) costs back from Wright Runstad. Presented ROM costs to UW IT, and King County staff to determine feasibility. Staff felt HMC Board should be briefed on the plan. 

January 2007: Briefed HMC Board Facilities Ad Hoc Committee on January 5th. The Committee supported the concept. 

· Briefed the Bond Oversight Committed (BOC) on January 12th. 

· Discussed by the HMC Finance Committee on January 23rd. The Committee supported the concept. 

· The Bond Funds Flow committee then discussed this issue on January 24th. 

· The HMC Board of Trustees supported the concept on January 25th. 

February 2007: The BOC was briefed on updates to the plan on February 9th. 
· The HMC Board Joint Committee on Health Care/Strategic Planning/Finance was briefed on February 13th. 

· The HMC Board Finance Committee was briefed on February 20th. 

· The HMC Board of Regents was briefed on February 22nd. At this meeting, the Board approved a resolution supporting the additional costs and accepting the additional operational costs that may be necessary to support the addition. 

Councilmembers should also know that the funding of these additional expenses may require the non-profit “NJB Properties” to sell additional bonds. However, Executive staff have indicated that the additional bonds (if necessary) will likely be general obligatin bonds as they carry less cost than the 63-20 bonds. There may also be some flexibility to fund a portion of these costs out of contingency as the project moves forward. 
Next Steps

The Chair of the committee requested this briefing to update members on an issue that may transmitted by the County Executive soon. Currently there is not a legislative vehicle by which to approve this addition in scope and budget. 

However, earlier in the staff report there was mention of both the HMC board resolution and the contract committing to including the debt service payments in the annual budget. If members are interested in requiring those documents be amended or replaced, there are representatives from HMC and the Executive branch here today. 
Executive staff have indicated to Council staff that they anticipate transmittal of any necessary legislation by March 15th. The developer needs a final decision prior to May 1st to avoid additional costs associated with redesign and delay. 
INVITED:

Bob Cowan, Director, Office of Management and Budget

Kathy Brown, Director, Facilities Management Division
Jim Napolitano, Manager, Major Projects, Facilities Management Division

Elise Chayet, Director Planning & Regulatory Affairs, Harborview Medical Center
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