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TO: Members of the House of Representatives

Michigan’s public universities and community colleges requesting state financial support
for a building project must follow exacting procedures and standards. These procedures and
standards are referred to as the Capital Outlay Process—the subject of this publication.
The procedures and standards that must be followed for a successful project are explained
in this report, as is the process used by the State Building Authority to finance capital
outlay projects.

The Appendix to this report provides a detailed listing of all major (over $1 million) projects
authorized and appropriated for by the Legislature since FY 1992-93. Very little state
building activity was accomplished prior to FY 1992-93 due to severe budgetary constraints.
Hence, FY 1992-93 is considered the beginning of the state’s building boom.

Al Valenzio, Associate Director, is the author of this report. Please do not hesitate to call
if you have questions or comments.

Mitchell E. Bean
Director
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INTRODUCTION

The purpose of this document is to define and summarize the Michigan capital outlay process,
describe the responsibilities and functions of the (legislative) Joint Capital Outlay Subcommittee
(JCOS), and explain how the State Building Authority (SBA) finances state building projects.

The Michigan capital outlay process may be defined as:

The budgetary and administrative functions devoted to planning and financing for the
acquisition, construction/renovation, and maintenance of facilities used by a state agency,
public university, or community college.

The capital outlay process does not include highway and bridge construction projects; these are
covered by other administrative and legislative procedures.

General operational practices and procedures for capital outlay are stipulated in the following:
€4 Management and Budget Act (1984 PA 431).
& State Building Authority Act (1964 PA 183).
€ Annual Capital Outlay appropriations acts.
& Formal policies of the JCOS.

The Management and Budget Act establishes the administrative framework for all state government
functions, including the capital outlay process, and establishes the specific oversight roles of the
Department of Management and Budget (DMB) and JCOS.

The capital outlay process has been in a continual state of refinement over the past 40 years—
both administratively and statutorily. The most significant process changes since 1984 were
implemented in early 1999 with adoption of 1999 PA 8, which amended the Management and
Budget Act. These changes were intended to make the capital outlay process less cumbersome,
less centralized, and more responsive without diminishing the general oversight roles of both the
Legislature and DMB. The act also requires more comprehensive planning for building projects,
which now must occur before final costs are set.

Beginning with enactment of 1993 PA 19—with the notable exception of the years 2002 to
2004 —the state has embarked on its most ambitious capital spending campaign in the history of
the SBA. Since 1993, there have been 178 SBA-financed projects authorized by law: 66 for
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community colleges, 64 for universities, and 48 for state agencies. Total cost authorizations
have exceeded $4.1 billion with the SBA share exceeding $3.2 billion (See Appendix for details).

The following terms and abbreviations are used throughout this publication:

*

*
*
L 4

PAGE 2

DMB — Department of Management and Budget.
JCOS — Joint Capital Outlay Subcommittee.
SBA — State Building Authority.

Planning Authorization — Allows an agency/institution to develop initial project planning
documents to determine project scope/costs. Also referred to as a “place holder,” it is
accomplished by a $100 General Fund/General Purpose (GF/GP) appropriation in a budget
bill.

Cost and Construction Authorizations — Final legislative action to allow a project to
move to final design and construction. The project’s total authorized cost and sources of
financing are also established in this action.
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PROCESS

Practical application of the capital outlay process tends to be complex, highly technical, and
somewhat cumbersome. However, the various reviews and approvals which are part of the process
serve as effective screens for state policy makers, enabling them to better understand all aspects
of a project (e.g., need, purpose, scope, and cost) before authorization is finalized.

The capital outlay process was designed to protect the state budget in economic downturns or
from other factors influencing state priorities, thus helping to ensure that public monies are being
well spent on functional, necessary facilities. Figure 1 shows the steps, described below, that a
successful capital outlay project must complete.

Master Plans

State agencies, universities, and community colleges are required by 1999 PA 8 to annually
submit rolling five-year capital outlay master plans to DMB and JCOS for review. Each plan
must include prioritized state-funded project requests and special maintenance needs, and an
inventory of current facilities with a professional assessment of their respective conditions.

Review for Planning Authorization

From the priority requests in the five-year plans, the Governor will determine whether any of
the requested projects have sufficient merit to warrant planning authorization in the Executive
Budget Recommendation. The JCOS and the entire Legislature will then review the Executive
Budget and make any changes deemed necessary.

An agency/institution granted a project planning authorization in a budget act has up to three
years to develop a program statement and schematic planning documents for review and
approval.

Planning Costs

Planning cost funds are used to hire architects and other professionals to develop the initial
planning documents, which provide details of the purpose, scope, and size of the project with
reliable cost estimates.

Planning costs for successful state agency projects are provided through appropriations;
higher educational institutions fund these costs as part of their project match requirement.
The standard match rate for an SBA-financed project is 50% from community college funds
and 25% from university funds.

It is important to note that a planning authorization does not guarantee that a project will be
completed. After review of the initial planning documents, the project can be terminated if the
Legislature deems the project too costly or without merit.
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Figure 1

MICHIGAN CAPITAL OUTLAY PROCESS
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Review of Submitted Planning Documents

When planning authorization documents are completed, they are submitted to DMB for review
and analysis by in-house architects and other professionals. Adjustments (which may include
scope reductions to bring project costs down or to fit administration priorities) recommended
by DMB staff may occur at this point.

After planning authorization documents are acceptable to DMB, they are submitted to JCOS
for review and approval. If JCOS concurs that the project has merit, the documents will be
approved and cost and construction authorizations will be included in a capital outlay budget
act.

Authorization Enactments

Enactment of cost and construction authorizations allows the project to move to the next
phase —new projects move to the preliminary planning phase and renovation projects move to
final design.

Final Design/Bids

Architect-developed preliminary plans—which are more detailed than the schematic plans—are
submitted to DMB for review and approval. If DMB determines that the project still complies
with the legislatively-authorized purpose, scope, size, and cost, the project moves to final
design. Final design plans, often referred to as bid documents, are used by construction
contractors to submit bids on the project.

Construction bids are managed by universities and community colleges for their respective
projects, and by DMB for state agency projects. In all cases, bid results are submitted to both
DMB and JCOS.

Project Management

Since 1999, universities and community colleges have been solely responsible for managing
their projects; DMB continues to handle this function for state agency projects. If a university
or community college does not have the internal capability to manage its own construction
project, it may contract with a private vendor or with DMB.

The Management and Budget Act requires that all contract change orders and monthly progress
reports be submitted to DMB on any project not managed directly by the Department; DMB is
also empowered to conduct periodic field checks and audits on these types of projects.

Up to the start of construction, all planning costs have been funded either through the planning
appropriation or by the university or college managing the project. Once construction begins,
project financing is provided through the legislatively-approved cost authorization.

THE CAPITAL OUTLAY PROCESS
HOUSE FISCAL AGENCY: MARCH 2007 PAGE b






JCOS

Direct, ongoing legislative process participation and oversight are provided through the Joint Capital
Outlay Subcommittee (JCOS) of the House and Senate Appropriations Committees. JCOS is the
only subcommittee that has specific duties and responsibilities defined by statute (1984 PA
431)—some of which have already been mentioned. Traditionally, sixteen members (eight from
the Senate and eight from the House of Representatives), appointed by the chairperson of each
respective appropriations committee, constitute the Joint Capital Outlay Subcommittee.

JCOS is chaired by each house on a two-year rotational basis; the House of Representatives will
provide the JCOS chairperson for the 2007-2008 legislative session. Although it is designated as
a subcommittee, JCOS functions more like a regular standing committee due to the size of the
committee and the nature of its business.
A JCOS quorum consists of nine members; each house must be represented by at least four
members. Approval of an agenda item requires an affirmative vote of a majority of the members
serving (nine affirmative votes). A formal policy of the 2005-2006 subcommittee requires a ten-
day notice of an agenda item from DMB to the subcommittee, the House Fiscal Agency, and the
Senate Fiscal Agency. This rule can, however, be waived by the JCOS chairperson.
JCOS has the following special duties and responsibilities:

€ Adopt formal subcommittee policies and procedures.
Prioritize future state agency, university, and community college building projects.
Provide planning authorization for a project through an appropriations act.

Approve/disapprove project program statements and schematic planning documents.

Establish project total authorized cost and financing sources through an appropriations act.

* 6 6 o o

Approve/disapprove state agency leases of non-state-owned spaces that exceed certain
minimums (i.e., at least 25,000 gross square feet and/or cost of over $500,000 per year).

€ Approve/disapprove self-funded projects (called Use and Finance Statements) above certain
minimums at higher educational institutions.

€ Approve/disapprove funding transfers between capital outlay budget accounts.
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€ Initiate concurrent resolutions to convey property to the SBA and approve leases for bonded
facilities among the SBA, the state, and user agencies.

€ Ensure that annual rent payments are appropriated to the SBA, which then uses the funds
to retire its debt obligations.

JCOS discusses and acts on numerous policy issues regarding the capital outlay process and capital
outlay projects. Some of these issues are the sole discretion of JCOS (e.g., subcommittee policies,
program statement approvals); others are recommendations to the full appropriations committees
and to the Legislature (e.g., budget bills, concurrent resolutions).

Other major issues handled by JCOS include: definition of a capital outlay project, limits on use
of operational funds for capital expenditures, criteria used for project prioritization, SBA bond cap
level, Use and Finance Statement approvals, and establishing standard project match rates.
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PROJECT FINANCING

Michigan funds capital construction projects in three ways: pay-as-you-go, lease-purchase, and
bonding.

Pay-As-You-Go

Under the pay-as-you-go method, appropriations are made to either meet project costs as they
come due or finance the entire project with a lump sum. The lump sum method of funding
occurs for a number of smaller, restricted fund projects (e.g., special maintenance, Michigan
Department of Transportation facilities, most Department of Natural Resources projects).
Nearly all (major) state-owned facility renovations and new construction projects, however,
are financed by the SBA from bond proceeds.

Lease-Purchase

The state leases a vast number of facilities across the state; most of the leases for larger office
buildings contain an option to purchase; this method was used by the state to acquire the
Lottery Building, the Grand Tower, and Constitution Hall—all in Lansing.

In another form of lease-purchase, the state enters into a long-term contractual arrangement
with a developer and then receives the building at lease end for a nominal fee. This method
is commonly referred to as the certificate of participation (COPS) program; the House Office
Building is an example of this type of lease-purchase.

Bonding

The SBA, created by 1964 PA 183, is governed by a five-member Board of Trustees who are
appointed by the Governor with the advice and consent of the Senate. By statute, the SBA's
purpose is to construct, acquire, improve, enlarge, and lease facilities for use by the state, a
university, or a community college. Unrelated acquisitions of furnishings and equipment for
state agencies may also be financed by the SBA. Local school districts and Intermediate
School Districts are specifically exempted from the use of SBA monies.

The SBA can issue short- and long-term debt to finance a project once the Legislature has
enacted a project cost authorization, a concurrent resolution to convey the subject property
to the SBA, and approval of the lease among the SBA, state, and institution. Conveyance of
the property is an important aspect of the ability of the SBA to finance a project. If the SBA
cannot secure clear title to the property, it will be unable to sell bonds to finance
construction; this would compel the Legislature and the user agency to secure another source
of financing—if possible. Although rare, this has occurred.

During the construction phase, short-term debt is issued to cover construction cash-flow
requirements. Once the facility is complete, a long-term, tax-exempt revenue bond will be
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issued. Several projects are usually bundled together into one single bond issue—which
usually involves several hundred million dollars. Figure 2 depicts the financing process.

Figure 2
SBA FINANCING PROCESS

LEASE
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LJ
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. et conveyed to SBA . BIDS . COMMERCIAL PAPER NOTES ¢
approved by Legislature « by legislative concurrent resolution % ’ . issued by SBA to fund .
s with record roll call vote . awarded . construction cash flow needs  §
.......l...............: (NN NN NNN] ..I....l..l.
[ E R N R NENNENNNNENNENNHNN-NNNHNN) ﬂ
L ] [ ]
L ]
. . COMPLETION/
JCOS CZF LONG-TERM REVENUE BONDS e« OCCUPANCY
[ ] . . I
notified of sale . issued by SBA to fund project  § of facility
. . imminent
9900000000000 CROCOOOOOIOTOTS
.....l..........O.........I.
[ ]
. ANNUAL APPROPRIATIONS .
. for facility’s true market rent ° retired revert back to state or institution
. to SBA to cover debt obligations .
[ ]

All SBA debt obligations are limited obligations of the SBA itself and are not considered general
obligations of the state. In fact, the SBA has its own bond rating, which usually mirrors the
state’s general obligation rating. Moody’s, Fitch, and Standard and Poors all currently rate SBA
bonds one step below the state’s general obligation rating. These ratings are respectively, Aa3,
AA-, and AA-.

SBA debt obligations are not backed by the “full faith and credit of the state,” but by a specific
revenue source—the annual SBA rent payment in a budget bill. When the Legislature adopts a
concurrent resolution approving the SBA lease, it is contractually committing to pay the annual
rent until SBA debt obligations are satisfied.

Statute requires a rent amount be a ‘true market’ rate —established when construction is complete
and the facility has been independently appraised. Depending on the appraisal and other market
conditions, the lease will be in effect for approximately 15 to 17 years. The amount of the
annual rent payment to the SBA is based on the value of the facility —not on debt service costs.
Debt service costs determine the length of the lease.

Once an obligation for a specific project is retired, the property is conveyed back to the state or
institution, and rent payments terminate.
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Figure 3

SBA Rent
GF/GP Appropriations
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Rent appropriations are anticipated to trend upward over the next several years before leveling off
again. The actual trend will depend on how many new projects are authorized, whether the
current bond cap remains the same, and conditions of the general construction and bond markets.
Significant savings have been achieved since FY 2002-03 due to restructuring debt under more
favorable interest rates. A history of GF/GP appropriations for SBA rent payments is shown in
Figure 3.

The SBA Act limits the maximum allowable amount of SBA debt obligations that can be outstanding
at any point in time. This statutory limit is currently set at $2.7 billion—excluding issuing costs
and refunding bonds.

A history of statutory SBA bond cap ceilings since the SBA was created (see Figure 4) shows
that the debt obligation limit almost doubled from 1993 to 1997 —after just two adjustments
since 1964. This increase is the result of the unprecedented number of SBA-financed projects
authorized (178) from FY 1992-93 onward.

Figure 4
SBA Bond Cap Ceiling
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$400,000,000

1964 PA 183 1985 PA 206 1987 PA119 1993 PA 35 1997 PA127
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The available bonding capacity is a constantly fluctuating number—and an important one. Planning,
construction, and financing schedules of each individual project affect the bond cap projection;
timing of principal payments on SBA debt is also crucial.

Policy makers must have reliable information on how debt obligations compare to the bond cap.
Without this information, there is the potential for untimely, costly delays in completing projects.

Debt obligation calculation cannot be considered an exact science because estimates must be made
two to three years in advance of the time when an authorized project will come on line. At this
time, the House Fiscal Agency estimates that about $550 million remains in bond cap authorization
after all currently-authorized projects are factored in through FY 2008-09.
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CONCLUSION

From both management and finance perspectives, Michigan’s capital outlay process has continually
responded to the needs of state agencies, public universities, and community colleges for their
building projects. However, the annual requests for new buildings, major renovations to existing
facilities, and special maintenance have greatly exceeded the state’s ability to finance and manage
the projects over a short (one to two years) period of time.

In addition to prioritizing individual project requests, policy makers must weigh proposed projects
against the SBA bond cap and the state’s ability to appropriate general fund dollars for rent
payments to the SBA in future years. Another influencing factor in the decision-making process
is balancing the need for financing new projects against the need for funding regular and special
maintenance for existing facilities.

Current state general fund revenue projections for the current and coming fiscal years cannot be
considered robust. As of this writing, there are 40 SBA-financed projects that are incomplete or
not yet otherwise bonded; these SBA obligations exceed $430 million. Between the current year
and FY 2008-09, when all of the projects come on line, debt service on the projects will add to
an already-strained general fund budget. This will be somewhat mitigated by prior bond issues
being either refunded or defeased. By FY 2008-09, the estimated net increase for SBA debt
service will be about $20 million.

All of the factors listed above will make policy makers’ decisions on future Capital Outlay budgets
even more difficult in the upcoming legislative session.
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