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Metropolitan King County Council

Operating Budget Committee

Agenda Item No.:  3


Date:
     September 13, 2006


Proposed No.: 
2006-0345

Prepared By:    Susan Neely  

STAFF REPORT

SUBJECT:
Proposed MOTION approving the second quarter financial report for the Printing and Graphic Arts Fund (PGAF) as meeting the requirements of a budget proviso presented in the 2006 Budget Ordinance.
BACKGROUND:
Printing and Graphic Arts provides in-house services to King County agencies for graphic design, photography, printing, copying and multi-media.  
Since May 2004, expenditures have exceeded revenues (e.g., by a total of $633,036 in 2004 and $187,774 in 2005).  At the end of 2004, the negative cash balance was $357,188; at the end of 2005, it was $531,521.  At the end of the first quarter 2006, the 2006 year end negative cash balance was projected to be $845,166.  However, that projection has now been revised to  $1,094,272 (see Table 1 on page 3).  An interfund loan in the amount of $862,000 was approved by the Executive Finance Committee and will expire on October 31, 2006 if not extended by the Committee.
The 2006 Adopted Budget sought to address the issues of operating losses and cash shortfalls by eliminating the Printing and Graphic Arts Video and Photo Services ($192,872 in expenditure authority and 2.00 FTEs).  The budget also included a proviso that: (1) requires the Office of Management and Budget (OMB) to submit quarterly reports to the Council on the actual revenues and expenditures in the Printing and Graphic Arts (P&GA) Fund by April 28, July 28 and October 27, 2006 and (2) restricts $150,000 of the total appropriation for OMB be expended or encumbered only in increments of $50,000 after Council approval by motion of each of the three quarterly reports.  The quarterly reports are to be prepared in a format developed by OMB in collaboration with staff of the Council and the ITS Division.  They are to be submitted together with a proposed motion approving the report.
The Council received Proposed Motion 2006-0212 on May 1, 2006   Transmitted with the motion were four spreadsheets showing actual expenditures, revenues and operating performance in the fund for the first quarter.  This report indicated that the Printing and Graphic Arts Video and Photo programs continue to operate with two term-limited temporary positions (TLTs) rather than the regular FTE positions that were funded in 2005 and prior.
The 2006 budget included a second proviso that required P&GA staff to:  (1)  work with staff from the Washington State Department of Printing to perform an operational assessment of equipment and staff assignments and (2) submit to the Council by July 31, 2006 a business plan that incorporates the findings and assessment by the State.  The proviso restricted $50,000 of the P&GA 2006 budget pending Council approval of the business plan.  
Proposed Motion 2006-0345 was received on August 4, 2006.  The transmittal letter noted that “some adjustments for unanticipated expense were made to the month and line-of-business results to more accurately reflect activities in the fund.”  At the same time, a letter was sent to Council Chair Larry Phillips requesting an extension of the due date for the business plan until the transmittal of the 2007 Proposed Budget in October.  
ANALYSIS:
Council and Council staff have monitored the Printing and Graphic Arts fund since being apprised of the growing negative cash and fund balances.  Briefings discussed that (1) Executive Order ACO8-16, directing County departments to send their printing and graphic projects to the Print Shop, was not being followed, (2) unless expenditures are reduced or already aggressive revenue targets exceeded, the negative cash position would continue, (3) overhead needed to be allocated to all lines of business, and (4) the Monthly Management Report needed to be prepared on an accrual basis.  The provisos included in the 2006 Adopted Budget are a further attempt to maintain oversight of the fund.
After receipt of the first quarter report in May, Council staff provided feedback on the reporting methodology.  The second quarter report was modified accordingly (e.g., the use of actuals for the reporting period and inclusion of outstanding invoices).
Table 1 (on the next page) reflects the aggregate information found in the spreadsheets attached to both quarterly reports.  It indicates significant changes to the beginning fund balance, anticipated revenues and expenditures in 2006 from what was assumed and ultimately adopted by the Council for FY2006.   When the 2006 budget was adopted, the projected year-end fund balance was -$245,457, but revenues were expected to exceed expenditures by $97,290 (3%) – and the negative fund balance was expected to be reduced by that amount.  However, current projections show expenditures exceeding revenues by $562,751 (14%) – and the projected year-end fund balance is now -$1,084,272 (as reflected in Table 1).   This difference is due to (1) starting with the actual 2005 Fund Balance, (2) incorporating the actual transactions for the quarter just passed, (3) identifying expenditure projections not included in the 2006 Adopted Budget (e.g., salary savings, Photography and Videography-related expenditures, etc.), (4) including outstanding invoices (e.g., $368,876 is the estimated past due outstanding invoices to be cleared in July that are included in the second quarter report) and (5) updating revenue projections. 
Table 1
	2ND QUARTER REPORT
	ADOPTED
	1st QTR REVISED
	2nd QTR REVISED
	ADOPTED TO 2nd QTR DIFFERENCE
	ADOPTED TO 2nd QTR % CHANGE

	2005 Fund Balance
	($343,747)
	($531,521)
	($531,521)
	($187,774)
	54.63%

	2006 Revenues
	3,482,161
	3,350,685
	3,406,867
	($75,294)
	-2.16%

	2006 Expenditures
	(3,384,871)
	(3,664,330)
	(3,969,618)
	($584,747)
	17.28%

	 
	
	
	
	
	 

	TOTAL
	($246,457)
	($845,166)
	($1,094,272)
	($847,815)
	344.00%


In reviewing the attachments to Proposed Motion 2006-0345, there appears to be a number of areas contributing to the growing negative fund balance in 2006.
· Continuation of Photography and Video Services
The crosswalk from the 2005 Adopted to 2006 Adopted Budgets indicates Council’s direction to eliminate the Photography and Video Services lines of business.  There is a reduction of $192,872 and 2.00 FTEs.
When asked why these continue, staffed by Term Limited Temporaries (TLTs), the reply was:
“As the CIO began his interim management assignment near the end of 2005, he was not comfortable eliminating the 2 positions – it would have been premature to assume an outcome of the business plan analysis to be done to comply with the county council directive in the proviso to develop a business plan.  He made the decision to retain these two positions to await the completion of the business plan.   As a result, P&GA is still employing the same video and photo staff as TLTs.” 

Per Attachment C to Proposed Ordinance 2006-0345, at the end of 2006 Photography is projected to show a “profit” of $9,802, while Videography is projected to show a loss of $22,830.  Together, these two lines of business account for 2% of the total 2006 projected net loss.  However, this is misleading since neither line of business has any overhead (OH) allocated to it.  Overhead for the other lines of business is allocated at 18.47% of expenditures, excluding the Pass-Through line which has been arbitrarily set at an overhead rate of 15%.  If Photography and Videography are included, the percentage of allocated overhead for the other lines of business would drop to 17.28%.  Using that methodology would result in both Photography and Videography projecting losses for FY 2006 – at $5,329 and $39,450 respectively.  Table 2 reflects this revised distribution of overhead and the impact on each line of business.
Table 2

	Lines of Business
	Current Overhead Allocation
	2006 Projected Net Income
	Revised Overhead Allocation 
	Revised 2006 Projected Net Income
	Difference

	Print Shop
	18.47%
	($374,832)
	17.28%
	($352,072)
	$22,760 

	Graphics
	18.47%
	(136,303)
	17.28%
	(129,772)
	6,531 

	Photography
	0.00%
	9,802 
	17.28%
	(5,329)
	(15,131)

	Videography
	0.00%
	(22,830)
	17.28%
	(39,450)
	(16,620)

	Pass-Through
	15.00%
	(14,019)
	15.00%
	(14,019)
	0 

	City of Seattle Print Shop
	18.47%
	(24,568)
	17.28%
	(22,108)
	2,460 

	 
	
	
	
	
	 

	TOTAL
	 
	($562,750)
	 
	($562,750)
	$0 


Attachment B to Proposed Motion 2006-0345 provides information about the utilization ratio for the Photography, Videography and Graphics lines of business (i.e., what percentage of the potential billable hours are actually billed out).  In the case of Photography, the ratio is 90%, with Videography and Graphics at 62% and 84% respectively.  For Photography and Videography, at least, it would appear that nearly 100% utilization is required for these lines of business to be self-sustaining (Graphics is discussed separately on the next page).
· Other Lines of Business
It’s clear that the biggest driver of the negative fund balance, both in terms of its growth since the first quarter report and the projected 2006 total, is the Print Shop line of business (see Table 3 on the next page).  The first quarter report indicated a net operating loss of $142,696 for this line of business.  At the currently projected net operating loss of $374,832 (a further loss of $232,136 or 163% increase), the Print Shop accounts for nearly 67% of the total projected loss.  When the City of Seattle Print Shop is included in the calculation, these two lines of business account for nearly 71% of the total projected loss.
Table 3
	NET INCOME PROJECTIONS
	1ST QTR
	% OF TOTAL
	2ND QTR
	% OF TOTAL
	DIFFERENCE

	Print Shop
	($142,969)
	47.58%
	($374,832)
	66.61%
	($231,863)

	Graphics
	(182,543)
	60.75%
	(136,303)
	24.22%
	$46,240 

	Photography
	13,875 
	-4.62%
	9,802 
	-1.74%
	($4,073)

	Videography
	23,406 
	-7.79%
	(22,830)
	4.06%
	($46,236)

	Pass-Through
	0 
	0.00%
	(14,019)
	2.49%
	($14,019)

	City of Seattle Print Shop
	(12,267)
	4.08%
	(24,568)
	4.37%
	($12,301)

	 
	($300,498)
	100.00%
	($562,750)
	100.00%
	($262,252)


What’s unclear, especially without a business plan, is if there are options – beyond enforcement of Executive Order ACO 8-16 – to make the Print Shop line of business self-sustaining.  Is the cost to County departments for the in-house work competitive with outside vendors?  Is it as convenient?  Is it actually cheaper (and should it be?) but not well marketed?  A lot of questions need to be answered to make an informed policy decision regarding this line of business as well as the other lines.
Graphics is the next largest driver of the negative fund balance, although its bottom line improved between the first and second quarter reports (due to an increase in the billing rate from $73.20 to $75 per hour).  Per Executive staff, this is a losing line of business – it costs more to provide the service than the County can reasonably charge to its departments and even a significantly higher utilization ratio would not make it “profitable.”  The recent class comp settlement increased the hourly rate for employees by $5.00.  Per Executive staff, Initial analysis shows that the average market rate for graphics work is about $50 per hour.  Including benefits, County graphics employees earn over that amount.   Adding in the other-related costs and overhead only exacerbates the problem.  Again, the business plan and its analysis are needed in order to make an informed policy decision.
Pass-Through should show a 15% “profit” – that amount of overhead is added to work sent to outside vendors via the Print Shop.  However, the reporting is not on an accrual basis, so due to timing and cash flow, it appears to show a year-end deficit of $14,000.  This is something the business plan should address as well.
Other areas of concern regarding the Printing and Graphic Arts Fund:

· Reporting on the status of the various lines of business needs to be on an accrual basis – accounting for both outstanding invoices and revenues.  Executive staff explained that currently all business is tracked manually and there is no standardized method for what gets reported where (e.g., where a print job which starts with a private vendor but is finished in-house is reported).  For the Printing and Graphic Arts Fund to be self-sustaining, it needs to run – and be accounted for – much like a private business.
Additionally, staff noted that the financial plan appears to have not been reconciled to the CAFR for at least two years.  The 2005 CAFR shows the total net assets as -$575,000 as of December 31, 2005 whereas the financial plan shows total undesignated fund balance of $531,000.  Staff would expect these two to agree.
· Executive Order ACO 8-16 exists, but, given the bottom line for the Print Shop, it would seem there is a lack of compliance.  The Executive needs to ascertain the status of compliance – and the effect it would have on both the Printing and Graphic Arts Fund and individual departments.  The business plan will address this issue to the extent that data exists – and that’s part of the problem.  Tracking and enforcement is labor intensive.  Analysis needs to be done to show if full (or reasonable) compliance is a remedy to the fund’s negative cash balance.
· Other than the Pass-Through line of business, overhead is not allocated until the 12th month of the financial plan.  The year-end net income lines reflect total year allocations, however the month-to-month actuals and projected do not.  This presents an inaccurate snapshot of the state of each line of business at any given time.
· The issue of the interfund loan needs to be raised.  The first loan was approved in February 2005 (for $450,000).  Starting in late 2005, the Executive Finance Committee has been briefed on the status of the fund and has approved loan renewals on a quarterly basis.  The loan, now at $862,000, was last approved at the July 28, 2006 Executive Finance Committee meeting – by a 2-1 vote (the Council representative voted no).  At some point in time, continuation of this loan could amount to a General Fund subsidy of the Printing and Graphics Art Fund.  To date, there is no plan to either reduce or end the loan.
In discussions with Executive staff, it’s clear that the operational assessment conducted by the Washington State Department of Printing was fruitful – and working through those findings is contributing to the delay in transmitting the business plan required by the second Printing and Graphics Fund-related proviso.  However, until the business plan is received, it is hard to ascertain if the increasing negative cash flow can be stemmed – and what the magnitude of the 2006 overexpenditure will be.  With the proposed transmittal of the business plan at the same time as the 2007 Executive Recommended Budget, Council will need to make policy and management decisions regarding Printing and Graphic Arts as a part of King County government.  Can it be made self-sustaining?  If not, is continued General Fund subsidy (via the interfund loan or outright) warranted?  Are there other options?
REASONABLENESS:
The Office of Management and Budget has met the requirements of the budget proviso by providing the first and second quarter financial reports for the Printing and Graphic Arts Fund.  The second quarter report was modified to reflect feedback received after the first quarter report was reviewed by Council staff.  While the report still does not achieve the reporting accuracy needed to make policy decisions, a good faith effort has been made by OMB. On that basis, approval of the reports and release of $100,000 of OMB’s funding appears to be a reasonable financial and policy decision for the Council.  
INVITED:
Bob Cowan, Director, Office of Management and Budget

David Martinez, Interim Director, Information and Telecommunications Services

Dana Spencer, OIRM Business Development and Finance Manager

Tutti Compton, Manager, Print Services, OIRM
ATTACHMENTS:
1. Amendment A1
2. Title Amendment T1
3. Proposed Motion 2006-0345 with attachments 
4. Transmittal Letter, dated August 3, 2006
5. Proposed Motion 2006-0212 with attachments 
6. Transmittal Letter, dated April 28, 2006
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