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STAFF REPORT
SUBJECT:  This Proposed Ordinance would amend the 2004 Budget Ordinance (No. 14797) by modifying budget proviso language related to a business case for the Institutional Network (I-NET) and by deleting an expenditure restriction on the capital improvement program (specifically, project 377119, Network Infrastructure Optimization).

SUMMARY:
The 2004 adopted budget included the following:

	Appropriation Unit
	Appropriation Amount

	I-NET Operations
	$1,720,680

	OIRM Capital Projects
	11,697,594


Included within the Office of Information Resource Management (OIRM) Capital Projects appropriation is project 377119 Network Infrastructure Optimization with a 2004 budget of $1,100,560.  This project is a Countywide program designed to improve the efficiency of the County’s network infrastructure from a service, operational, technical and financial perspective.  Elements of the program include:

· Phase I – Plan and Design 

· Hire an industry expert (consultant) to 

· assess the County’s current network infrastructure 

· perform quantified business case analysis 

· develop a long-term business and technical model 

· Phase II – Validation and implementation 

· Validate Phase I findings and recommendations 

· Address critical deficiencies 

· Implement validated opportunities for improvement 

· Set standards and guidelines for future operations of the network 

Work has been progressing on this project.  OIRM contracted with International Business Machines (IBM) as the industry expert.  IBM has completed five separate reports that detail their findings and recommendations, including the Quantified Business Case Analysis.

Ordinance 14797 included the following proviso:

Of this appropriation, $430,170 shall be expended only after the council has approved by motion a new I-NET business case and operating and maintenance plan that incorporates recommendations from the project review board and the external consultant that is conducting the network infrastructure optimization project.  The external consultant’s 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 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 shall also be incorporated into a newly developed business plan and operations and maintenance 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 July 15, 2004. (Emphasis added)
 

The adopted budget ordinance also includes the following expenditure restriction:

 
Of this appropriation, $50,000 shall be expended solely to expand the consultant scope of work for CIP Project 377119, Network Infrastructure Optimization Project, Fund 3771.  The consultant’s 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 look at alternatives to operating I-NET by the county, including public partnerships, facilities management and outsourcing. (Emphasis added)

 

BACKGROUND: 
 
The Institutional Network (I-NET) is a means of providing a high-speed, broadband fiber-optic network that connects public sites, including County facilities, schools, museums, and public libraries within King County.  The I-NET consists primarily of two parts: an upgrade to the County’s data and voice infrastructure and a non-profit business offering Internet and high-speed communication services to public sites and non-profits.

Capital Project and Financing

The capital project to build the I-NET started in 1995.  A major portion of the capital financing for the I-NET was provided by $8.9 million of LTGO bonds issued in 2001.  In addition to the bonds, financing was provided by grants from both Tele-Communications, Inc. (TCI) and Viacom, a one-time settlement with Viacom, and interest earned on the investment of capital funds.  In addition, financing is provided by cable subscribers in unincorporated King County who pay a monthly public, education and government fee ranging from $1.00 to $2.50 per month.  The debt service (principal plus interest) on the bonds is approximately $730,000 annually.  The build-out of the infrastructure has now essentially been completed at a cost of $21.2 million (not including an estimated $4 million of bond principal and interest).

Operations

The operational portion of I-NET is a fee-based service.  In 2004, the Executive stated that $1.78 million in I-NET operating revenue is expected primarily from fees paid by the County, King County library, schools and non-profit entities.  The standard I-NET service provides Internet access and high-speed connectivity to other connected sites.  The cost per site for basic service ranges from $700 to $800 per month.  Operational revenues are forecast to increase to $2.9 million in 2005.  

 

Gartner Review

In 1998/99 the County Executive prepared an “Implementation Plan for King County Institutional Network (I-NET).”  The Plan primarily addressed the physical components of the project.  The Council was more concerned with the operational, marketing, and use issues related to the I-NET as opposed to the physical components.  The Council therefore selected Gartner Consulting to review the I-NET from the standpoint of unresolved issues relating to its market place.  Gartner issued their report in September 2001.  As Gartner noted in their report, the “Council never approved the implementation plans.”

The Gartner report included the following major sections:

· Market assessment.  This includes a review of methodology, an analysis of potential customer familiarity and reaction to the I-NET, a review of possible future services, demographics, and strengths, weaknesses, opportunities and risks of I-NET operations. 

· Technical, operational, service, and financial assessments. 

· Sourcing opportunities.

Gartner made a number of recommendations.  In general, Gartner recommended that the County continue to operate the I-NET while keeping a close eye on the results of operations.  Should there be indications that I-NET is under-performing, the County should consider divesting itself of the system or exploring other operating options.

At the same time, Gartner recommended the following steps be taken:

· Develop and implement an I-NET optimization strategy that includes Gartner’s recommendations 

· Perform an implementation success assessment to determine the cost/benefit of I-NET 

· Establish annual I-NET performance reporting and reviews to monitor indicators that I-NET is failing to perform

Pacific Technologies, Inc. Review

In the interest of implementing Gartner's performance reporting recommendation, the Council, through the County Auditor, contracted with Pacific Technologies, Inc. (PTI) in February 2002 to develop a set of performance measures and associated benchmarks for I-NET.

PTI issued their report in September 2002.  The report, in addition to setting forth recommended performance measures and benchmarks, included an updated market survey and financial models.  The updated market survey found that 33% of the survey respondents were not likely to become I-NET customers within the next two years and 43% felt they were somewhat unlikely to become I-NET customers.  Only 5% rated themselves as extremely likely to become customers while another 19% rated themselves as somewhat likely.

The significance of the market survey is found in the fact that I-NET staff based future financial projections on assumptions that 100% of current customers would be retained and that I-NET would achieve an 87% market penetration.  The survey results cast some doubt on being able to achieve these goals.

PTI developed an extensive list of performance measures that they recommended be put in place to track I-NET.  Subsequent to the PTI report, I-NET began collecting data to report on performance and has, since 2002, provided quarterly reports of financial operations and metrics related to performance.

In March 2004, the King County Auditor issued a management letter entitled “I-NET Performance Measurement Follow-up Review.”  This management letter describes the results of the Auditor’s review of the more than 40 performance measures being included by I-NET in their quarterly reports.  The Auditor has recommended that only eleven of the performance measures “need to be reported quarterly” while “the balance can be reported annually, and some can be eliminated from future reports.”

The financial models prepared by PTI were in three scenarios.  PTI concluded that, over 10 years, the I-NET would be financially successful to the tune of a net gain of over $3.3 million under the assumptions being used by the County.  However, with somewhat less optimistic assumptions, I-NET would just break even.  In the most pessimistic scenario prepared by PTI, I-NET would have a net loss of over $8.4 million.  PTI concluded: “Models indicate that I-NET may have difficulty meeting its goal of complete financial self-sufficiency – we found that ITS’ financial model relied on . . . relatively optimistic assumptions.”

2002-03 Financial Results

The County’s Comprehensive Annual Financial Report (CAFR) for 2002 shows the following:

	Operating revenues
	$971,871

	Operating expenses1
	1,192,081

	Net operating income (loss)
	(220,210)

	Non-operating revenues
	1,220

	Non-operating expenses
	(1,663)

	Net income (loss)
	$(220,653)


1The CAFR incorrectly shows $197,400 of operating revenue as non-operating revenue.

This has been corrected in the above table.
The expenses shown in the table above include $325,318 of depreciation in the operating expenses.  Depreciation is a non-cash expense.  When depreciation is subtracted out, the I-NET was able to operate “in the black” from a cash flow standpoint.  However, the lack of sufficient revenues to cover depreciation expense indicates no provision can be made for reserves to replace capital assets in the future.  Also, the I-NET fund did not pay debt service on the bonds that were used to finance part of the construction of the I-NET system.  The debt service was paid by the I-NET capital fund.

The unaudited revenues for 2003 were $1,153,691 while expenditures amounted to $1,115,744, yielding an excess of revenues over expenditures of $37,947.  In the quarterly report for the fourth quarter of 2003, ITS notes that it “remains in the black financially.”  This is a true statement only from a budgetary standpoint.  The $1.1 million of expenses does not include depreciation or interest on the bonds that helped pay for the I-NET.  With these expenses included, the I-NET would have had a net operating loss of over $600,000.

Additional PTI Recommendations

PTI also noted that, at the time of their review, I-NET lacked “the underpinning of a formal strategic plan, complete with a mission/vision statement, goals and objectives, and a business plan.”  PTI as part of their recommendations included the following:

· I-NET should establish a formal strategic plan 

· I-NET should focus on improving their marketing efforts 

· I-NET should approach management and operations in a manner similar to a private enterprise 

· I-NET should closely monitor financial performance and be prepared to reduce operating costs if necessary 

ISSUES:

Financial Viability of the I-NET

The Council placed the above-described proviso and expenditure restriction in the 2004 budget in response to some long-standing concerns.  The Council has been concerned that I-NET may not be financially self-sufficient and may need to be subsidized either through the Current Expense (CX) fund or through increased internal service rates.  Alternatively, equipment replacement may have to be deferred.  The quarterly management reports have consistently reported to the Council that the I-NET is operating well and customers are pleased.  However, the reports also show that while I-NET has remained in the black financially from a budget standpoint, it is not meeting one of its key financial performance measures, financial viability, because revenue has not been received as expected.  This is primarily because external customers have not purchased I-NET services as expected.

Significant I-NET funding for bond debt service payments that will continue through 2015 is derived from Public Education and Government (PEG) fees negotiated as part of the County’s cable franchises.  The Comcast franchises are scheduled to expire in February 2005 and, unless PEG fees are negotiated in a franchise renewal or extension, this source of funding for debt service will cease.  The department stated that it has not planned for how to finance I-NET operations or repay I-NET bonds if PEG fees are not provided in future franchise extensions and renewals.   Council representatives, Comcast, and ITS are actively engaged in the franchise negotiation process to extend the agreements up to an additional five years.  PEG fees are one of many issues being discussed.

Another area that may impact I-NET financial sustainability is the proposed annexation plan.  As annexations occur, the grant funding paid by cable subscribers in urban unincorporated areas to support I-NET will decrease significantly.  The current I-NET financial plan would operate in a deficit unless other funding is found (e.g. new service offerings or fee increases).  The department has stated that annexations will not have a significant impact on I-NET operations in the next three-year financial planning cycle.  

Areas of Potential Savings

I-NET could be used to significantly reduce the operating and maintenance cost of the County's telephone system by replacing leased services (telephone lines and routing of local long distance calls) with I-NET's fiber and networking capabilities.  I-NET could also be used to augment (not replace) the County's existing telephone system for delivering cost effective telephone services.

I-NET could also support Council efforts to develop innovative approaches to reduce the operating costs of law, safety and justice agencies (e.g., video arraignment).  Council staff has been working with the Jail Operational Master Plan Workgroup to monitor use of I-NET for video arraignment by District Court to lower criminal justice operating costs.  Council staff is also working with the Jail Health Workgroup to monitor whether I-NET will be used to reduce operating costs in the jail through implementation of the proposed electronic medical records project and telemedicine opportunities.

This approach would be consistent with Budget Advisory Task Force recommendations, the Strategic Technology Plan adopted by the Council, and the Network Infrastructure Optimization Project.  IBM in their NIO report noted there are significant opportunities to use I-NET to reduce the County’s communication costs.  However, IBM also found that I-NET is not currently being used for voice transmission and that most of the I-NET is not being used at all.

ANALYSIS:
There are two issues that need to be reviewed by the Committee:  the OIRM Capital Fund Expenditure Restriction and the I-NET Proviso.

OIRM Capital Fund Expenditure Restriction
As noted above, IBM was engaged as the consultant to provide services under Phase I of the NIO project.  IBM has completed that work.  The language in the expenditure restriction appears to require that IBM’s scope of work be expanded to include the preparation of the business case and operating and maintenance plan for I-NET that is required by the budget proviso.

By this Proposed Ordinance, the Executive seeks to delete this expenditure restriction.  The Executive argues that there is no nexus between the Network Infrastructure Optimization project, managed by the County Information Officer, and the I-NET, which is managed by the Information Technology and Telecommunications Services Division of the Executive Services Department.  Further, the language of the expenditure restriction requires that the Executive use the same consultant (IBM) that has been engaged on the NIO project to provide the work with regard to the I-NET.

The Executive notes that amending the contract with IBM to include this work would violate King County Code provisions with regard to the procurement of professional/ technical services.  The Code requires a competitive procurement process for professional/technical services when the value of those services exceeds $25,000.  In the case of the consultant work required by the budget proviso, the Executive believes that the scope of work required for I-NET is sufficiently different from the scope of work provided by IBM with regard to the NIO project that amending the IBM contract to include this work on the I-NET program would violate the intent of KCC 4.16.080 – that intent being that the County seek proposals for professional/technical services through a competitive process.  Staff analysis indicates that amending the IBM contract could be viewed as a violation of the intent of the Code.

I-NET Proviso
The budget proviso requires that ITS hire an external consultant to prepare a new I-NET business case and operating and maintenance plan.  The proviso sets forth certain issues and/or deliverables that should be included in the consultant’s scope of work.  By this Proposed Ordinance, the Executive seeks to change the language of the proviso by changing the phrase “I-NET business case” to “I-NET business plan.”  It appears that the intent of the Council in including this proviso in the 2004 budget ordinance was to require an external consultant overseen by the Office of Information Resources Management (OIRM) to develop a business case for I-NET that would include a vision and goals statement, a financial plan, a staffing model, a marketing plan and performance measures that incorporate comments made by the Project Review Board and the Council Auditor.  These documents would also incorporate updated financial and marketing projections.

In view of what was apparently the intent of the Council, the attached amendment to the proposed legislation will retain the original language of the proviso and add the descriptive “quantified” before the word “business.”  This would be more in keeping with the Council’s intent that I-NET has reached a point where a quantified business case needs to be developed in order to aid in policy decisions about the future of the I-NET.

It was also the intent of the Council that OIRM oversee the external consultant rather than the division operating I-NET (ITS).  The proposed ordinance would have ITS oversee this external consultant work.

REASONABLENESS:
With regard to the expenditure restriction, the Executive has made a good case that the I-NET is not directly related to the NIO project in the sense that the NIO is managed by OIRM and the I-NET quantified business case is an ITS project.

With regard to the proviso, the changes proposed by the Executive would appear to be contrary to the intent of the Council.  Alternatively, passage by the Council of the proposed ordinance as amended by A1 would be a reasonable business and policy decision that is in keeping with the apparent intent of the Council in including this proviso in the 2004 budget ordinance.

ATTACHMENTS:
1. Amendment A1 to Proposed Ordinance 2004-0105 

2. Proposed Ordinance 2004-0105 

3. Transmittal Letter 

INVITED:
Caroline Whalen, Deputy County Administrative Officer, Dept of Executive Services

Steve Call, Director, Office of Management and Budget

Kevin Kearns, Division Director, Information and Telecommunications Services

John Anthony, Assistant Division Manager, Information and Telecommunications Services

Steve Fields, Budget Analyst
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