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STAFF REPORT
SUBJECT:
A MOTION that, if approved, will establish a six percent target fund balance policy for the Facilities Management Division (FMD), as well as a designation for non-computer equipment replacement.  In addition, the motion will direct FMD to track revenues and expenditures for space charges and fees-for-service separately.  
BACKGROUND:
The Facilities Management Division (FMD) performs facilities maintenance and capital planning and development for county agencies.  The division recovers its costs in three separate ways:  
· O & M Space Charge:  These charges are for “rent” on the basis of square footage for tenants of county buildings to pay for facilities maintenance services, utilities and other related costs.  
· Capital Planning Charge:  This is a “fee-for-service” model that charges county agencies an hourly rate for the project planning portion of renovation work.  

· Crafts/Hazmat Charge:  This is a “fee-for-service” method that charges county agencies an hourly rate for craft shop personnel related to renovation.  
These revenues are deposited into the Facilities Management Fund, an internal service fund.  Internal service funds are intended to recover the full cost of providing goods and services, without profit or loss over time.  In addition, it is intended that the rate models within the funds are self-supporting and not used to subsidize another rate model.  

The 2005 adopted expenditure budget for FMD is $35.7 million.  The 2005 revenues are assumed from:  (1) charging county agencies on a per square foot basis for maintenance of county-owned buildings ($25.6 million in 2005); and (2) charging agencies on a fee-for-service basis for architectural and engineering services and crafts ($9 million in 2005).  Additional revenues are assumed from interest earnings, investments, and previous year’s fund balance.  
During the 2005 budget process, the executive proposed that FMD increase fund balance targets for the internal service fund from approximately 5% of revenues to 9% of revenues.  Although past financial plans included a target fund balance, there is no adopted fund balance policy for the FMD internal service fund.  The executive indicated that the 2005 rate increase was the result of a five-year plan to increase FMD’s fund balance to meet identified future needs or possible risk factors.  Those items included equipment replacement, working capital cash flow, heightened homeland security measures, utility rate variances, billable time variances, and accrued vacation and sick leave liabilities.  The executive anticipated that the total costs of these variables could be $3.3 million in 2005.  
Motion 5888, adopted by the council in January 1984, states that non-current expense fund balances should be planned to avoid large rate increases from year to year.  Further, the motion states that “where fund balance deficits exist, a gradual correction of the problem over a two to three year period is preferable to a one-time jump in rates, where that increase would be substantial and beyond the level required for ongoing expenditures”.  

To avoid this type of large increase, the council adopted a revised financial plan that was based upon more gradual rate increases over the next three years.  The adopted plan had an ending balance set at $1.6 million (the target amount for the previous two years) instead of the proposed $1.95 million.  This would have the effect of reducing space charges to agencies by $350,000.  The CX savings would be $304,500 (87% of total) and the non-CX savings would be $45,500 (13% of total).  Council is anticipating that the second quarter corrections ordinance will include these reductions in agency budgets.  
In addition, when examining the FMD financial plan, staff questioned whether space charge revenues are subsidizing fee-for-service functions.  (It should be noted that it is difficult to track space charge revenues and expenditures and fee-for-service revenues and expenditures in the financial plan.)  Staff was unable to resolve this question at the time of budget consideration due to time constraints.  
Due to the questions raised during the budget process, the council included a proviso in the facilities internal service fund budget requiring the transmittal of fund balance policies.  In addition, the proviso required the executive to propose a method of tracking space charge revenues and expenditures separately from fee-for-service revenues and expenditures.  Proposed Motion 2005-0170 has been transmitted in response to the council proviso.  
ANALYSIS:

Financial plans include revenue and expenditure estimates for the coming three years.  The plan must be balanced with equal revenues and expenditures.  In other words, there must be enough money “in the bank” or in projected revenues to cover all anticipated expenditures.  Many plans also contain reserve amounts or “savings accounts” to meet future needs.  The ending undesignated fund balance is the amount “left over” to meet cash flow or unanticipated needs.  Target fund balance is the “goal” amount that a fund strives to maintain as undesignated fund balance.  This target is intended to provide a cushion within the fund to cover unexpected needs.  
Generally, the Office of Management and Budget (OMB) and the Finance and Business Operations Division (FBOD) believe it is prudent financial policy for a fund to carry some level of positive undesignated fund balance that would be available not only to provide a working capital reserve for the fund, but also to provide a potential source of funding in the case of emergencies.  Fund balance policies within other internal service funds run from 1% to 13%, with an average target of six percent, as shown in the table below.
Table 1 – Target Fund Balances for other Internal Service Funds
	Internal Service Fund
	2005 target 
	Comment

	ITS - Technology
	3%
	Based on 3% of target operating expenditures

	Financial Management
	3%
	Based on 3% of target operating expenditures

	I-Net
	5%
	Based on 5% of target operating expenditures – minus capital outlays and estimated under-expenditures

	ITS - Telecommunications
	5%
	Based on 5% of target operating expenditures

	ITS - Printing & Graphics
	5%
	Based on 5% of target operating expenditures

	Recorder’s O & M
	5%
	Based on 5% of target operating expenditures

	GIS
	10%
	Based on 10% of target operating expenditures

	Employee Benefits
	10%
	Equal to the total of incurred but not reported claims and Rate Stabilization Reserve

	Radio Communication Services 
	10%
	Based on 10% of target operating expenditures

	OIRM
	13%
	Equal to 1 1/2 months of operating expenses.


Proposed Motion 2005-0170 would establish a reserve policy of six percent (6%), plus an equipment reserve.  This target fund balance policy is intended to address both FMD’s working capital needs and equity position needs.  
· Working capital can be defined as the agency’s current assets less current liabilities.  This basically represents the cash available to meet day-to-day expenses.  This allows the fund to sufficiently meet cash flow needs and to allot for unanticipated needs or risks.  
· Equity position is the financial statement position that results from “full accrual accounting”.  Equity position is evaluated during the county’s comprehensive annual financial reporting (CAFR) process.  This method looks at all assets and liabilities of a fund, including depreciation and long-term liabilities such as accrued employee vacation and sick leave payouts due in the future.  
The proposed reserve policies are intended to balance the need to have sufficient working capital for cash needs and business risks, while at the same time maintaining a positive equity position for the fund, as reported in the CAFR.  These needs and policies are shown in agency financial plans through fund balance assumptions.  It should be noted, however, that these goals are not always met due to demands upon the fund.  When budgets are reconciled at year end by the Finance Division, the actual ending fund balance is determined, which can be significantly different from the target.
Over the last five years, FMD has experienced swings in actual balances.  In some years, the actual fund balance has been quite low.  When FMD experiences a low actual balance, the next year’s proposed budget is designed to “catch up” by adjusting assumptions in the proposal.  For instance, if utility rates increase significantly (as experienced in 2001) the plan adjusts for these higher rates in the next year’s budget proposal.  In addition, changes in policy can also affect adopted fund balance assumptions.  An example of a change in county policy was a 2003 decision made to move parking rates that were previously assumed in the FMD fund to the Current Expense Fund.  This action lowered previously assumed revenues for this ISF.  The table below shows the recent history of the FMD balances, including adopted financial plan undesignated amounts, stated fund balance targets, actual year-end amounts and comments on the reasons:  
Table 2 – Facilities Management Internal Service Fund Balances
	Year
	Budget
	Target
	Actual
	Comment

	2000
	$366,629
	$702,188
	$150,602
	

	2001
	$370,873
	$838,395
	$3,004,241
	Hiring freeze & large utility supplemental

	2002
	$977,476
	$1,662,178
	$2,766,523
	Anticipated volatility in utility rates did not occur

	2003
	$747,813
	$1,630,460
	$125,809
	Reimbursement of utility rate to county agencies; rebate in rates; parking revenues moved to CX/MKCC drew down fund balance; security

	2004
	$473,294
	$1,630,460
	$409,083
	


Prior to 2005, the target fund balances were around 5% of revenues or approximately $1.6 million.  The 2005 proposal increased fund balance targets to almost 9% of revenues to quickly establish a larger fund balance, resulting in a $3.3 million proposal.  (As noted earlier, Motion 5888 directs that fund balance be increased gradually.)  FMD identified future needs or risk factors that included equipment replacement, working capital cash flow, heightened homeland security measures, utility rate variances, billable time variances, and accrued vacation and sick leave liabilities.  The same components are cited in this proposal as part of the basis for the six percent fund balance target.  A brief explanation of the components identified by FMD is listed below:
· Payroll Cash Requirements.  FMD collects O & M charges at the beginning of each quarter – creating a large infusion of cash from other county agencies.  Toward the end of each quarter the fund usually has cash deficits caused by a lag in billings.  Historically, it was assumed that cash reserves should be established at the amount of a two-week payroll that runs about $600,000 per pay period.  Per FMD review of 2004 cash balances, the cash deficit approximated $500,000 on average each quarter.  

· Billable Hours Variance.  FMD charges agencies on a fee-for-service basis for architectural and engineering services and crafts.  However, shortfalls may occur due to unanticipated changes in budget assumptions for these services, which are charged to specific capital improvement projects.  Project work could be delayed; work with no funding (that cannot be linked to a specific CIP) may be required; or unanticipated administrative requirements like training can occur during the year.  In the past, portions of these fluctuations were covered by expenditure authority for unfilled positions.  Since the hiring freeze instituted in 2001, this option has been limited.  

FMD must pay employees providing fee-for-services work even when work can not be charged to a CIP.  Each year the FMD must balance the need to generate sufficient revenues in its capital reimbursements to cover base salaries, fringe benefits, non-billable time, and general administrative costs with the need to keep burden rates charged through O & M charges at reasonable levels.  Per FMD. the revenue shortfall for reimbursable functions for both 2003 and 2004 was approximately $1 million each year.  This net shortfall was estimated at $650,000 annually over the past few years.  An actual revenue shortfall is made up through burden rates during the next budget cycle.  For example, a shortfall in 2004 would be made up in the 2006 burden rate calculations.  Consequently, FMD is proposing that $650,000 be available in fund balance for this purpose.
· Homeland Security.  Heightened homeland security alerts may require additions to security posts in county buildings.  These periods can result in increased use of temporary employees and overtime.  FMD estimates that four weeks of heightened security would cost about $200,000.  
· Weather and Utility Rate Variance.  FMD assessed the affect of weather on utility rates using a forecasting model.  The model assumed that a 5% reserve for a weather variance would be reasonable.  FMD further concluded that an additional 5% factor to cover unanticipated increases in utility costs would be reasonable.  $7.2 million was budgeted for utilities in 2005, thus assuming a $720,000 reserve.  

The items, totaling $2,070,000, are summarized below:
Table 3 – Unanticipated Variables or Components for 6% proposal
	Component
	Target 
	Explanation

	Amount of a two week payroll
	500,000 
	Designed to provide sufficient cash to cover business cycle lag between billing and receipt of revenues

	Billable Time Variance Reserve
	650,000 
	Designed to cover revenue shortfalls for fee-for-service work for salaries, benefits, and non-billable time

	Homeland Security Reserve
	200,000 
	To cover unanticipated periods of heightened security measures – four weeks of heightened security staffing costs are estimated

	Weather/Utility Rate Variance Reserve
	720,000 
	To cover unanticipated changes to utility rates or weather related contingencies, and is equal to 10% of the total utility budget


The total of the above components is equal to 5.7% of fund revenues.  
The proposed fund balance policy is also seeking to address the fund’s equity position, which is reported on a full accrual basis as “Total Net Assets” in the CAFR.  An element of long term liabilities is the ability to payout accrued but unused vacation and sick leave that depending upon potential changes in personnel can be quite large.  The fund has not had enough fund balance to provide for these long-term liabilities, and as a result, reports a negative balance in the CAFR.  While this issue is not specifically targeted by the proposed reserve components listed in Table 3, the six percent proposal is expected to maintain a fund balance reserve that will provide for a positive balance.  The table below shows the actual year end fund balance, the CAFR reported fund balance, and the amounts of accrued vacation and sick leave liabilities.
Table 4 – CAFR Total Net Assets
	Year
	Actual Fund Balance
	Total Net Assets
	Accrued Vacation/Sick

	2000
	$150,602
	($567,178)
	$1,689,792

	2001
	$2,999,179
	$1,886,211
	$2,006,424

	2002
	$3,099,796
	$1,510,095
	$2,057,988

	2003
	$125,809
	($1,584,131)
	$2,428,887

	2004 (est.)
	$409,083
	($1,311,185)
	$2,472,050


As shown above, in years when the working capital (fund balance) is relatively high, the net total assets or the Fund’s equity position is also positive.  In years where the working capital fund balance is relatively low, the fund’s equity or net assets are also negative.  A continuing negative equity position is considered a weak financial management practice that is cited by auditors and considered by lenders.  Per the transmittal letter, each instance of negative equity results in the need to have a business plan in place to restore the financial integrity of the fund.  
The proposed six percent policy is meant to provide sufficient reserves to cover the accrued vacation/sick leave liability reported in the CAFR and to deal with other unanticipated variables.  Staff has not yet determined if a lower fund balance amount would achieve the goal of creating a positive CAFR fund balance.  
Equipment Replacement Reserve
The legislation also proposes the addition of an equipment replacement reserve.  Per FMD, an equipment replacement reserve is needed for non-computer replacement.  A significant amount of “moveable” equipment is used to complete many of the service tasks provided by FMD.  Examples of equipment types are compressors, lifts, ladders, polishers, saws, scanners for screening, vacuums, and welding torches.  Currently, there is not an approved equipment replacement plan to provide a schedule for periodic replacement.  
When staff analyzed the FMD reorganization two years ago, the division proposed the development of a new Maintenance Management System (MMS) and a work order system.  Two basic system objectives were emphasized:  
· The ability to plan annual work quantities and required resources (labor, equipment, materials, budget) based on the inventory of the facilities being maintained, and service goals of King County.  
· The ability to evaluate and modify work methods and performance to maximize efficiency of existing facilities maintenance resources and to ensure that program goals are met.  
These systems have not yet been implemented.  MMS was originally scheduled for implementation in August 2003, during the FMD reorg discussion.  The date was pushed out to 2005 in the Custodial Service Level Agreement report.  The date is now even further out – 2006, with info for the tracking requests not seen until 2007.  Although it was hoped that the systems would be implemented in 2005, delays have occurred due to organizational changes in the Building Services Section, a longer development process, and labor concerns.  In addition, the MMS project will be undergoing review by the OIRM Project Review Board (PRB) this year.  (PRB review was not included in the original implementation schedule.)  The current schedule estimates that the MMS should be in use in 2006.  Until the system is operational, actual usage information to develop an equipment replacement plan will not be available until 2007.  This has the effect of postponing exact figures for a reserve until 2007.
The MMS will have the ability to track day to day usage of specific equipment.  When the systems are operational, the MMS should have the capability to provide a systematic basis for determining equipment maintenance and replacement schedules.  Currently, equipment is replaced on a pay-as-you-go basis.  
As equipment usage is tracked and managed, FMD will have a method to determine the useful life of equipment.  FMD estimates that funds for systematic equipment replacement will be included in the 2007 proposed budget along with a request for council to approve a planned, ongoing equipment replacement plan.  
Tracking of Revenues and Expenditures for Space Charges and Fees for Service
FMD’s 2003 actual ending fund balance was $125,809, although the projected plan included a fund balance of $747,813.  This is a net difference of $622,004.  As noted earlier in the staff report, several factors contributed to a smaller than projected fund balance
.  However, some of the differences analyzed during the budget appeared to be the result of the shortfall of $750,000 in the fee-for-service revenues.  (This is a similar amount to the amount proposed as a billable variance noted earlier in the report.)  This difference raised questions about whether space charge revenues were subsidizing fee-for-service functions.  Consequently, the council also requested that space charges and fees for service be tracked separately within the financial plan.  

Proposed Motion 2005-0170 also links the request for tracking revenues and expenditures for space charges and fees for service to the new maintenance system.  Per the transmittal letter, FMD is restructuring the budgeting and accounting for revenues to segregate space charges from both fee-for-service and other charges.  FMD currently accounts for expenditures on an organizational level.  Consequently, it is difficult to account for fee-for-service expenditures and space-related operating expenditures separately when one organizational unit performs both activities.  For example, when crafts maintenance personnel, whose costs are primarily reimbursed through space charges, perform fee-for-service work on capital projects or work orders, both types of charges are tracked in one “low org” account.  The current system cannot separate these revenues and expenditures.
General administration or indirect costs are tracked using FMD’s rate model.  The current accounting and budgeting systems do not easily reconcile with rate model allocations.  Consequently, the annual reconciliation of budget to actual expenditures and revenues is done with separate, stand-alone, financial spreadsheets.  Per FMD, this process will continue until the maintenance management system is implemented.  At that time, the maintenance management system will provide the necessary accounting to segregate fee-for-service charges and space charges for both accounting and reporting.  

Per the transmittal letter, until the MMS and work order system are in place, the FMD will perform an annual reconciliation of budget to actual activities in the rate-setting process to ensure that one of the various lines of business does not subsidize another over the long term.  Any separate tracking would most likely not occur until the 2007 proposed budget.  
NEXT STEPS:  
The proposal appears to provide a cushion for unanticipated expenditure increases or revenue shortfalls.  Staff analysis is not yet complete to determine if six percent is a reasonable level for the fund.  Staff will continue to:  
· Work with FBOD to estimate whether a lower percentage would result in a positive year-end balance for the fund when full accrual accounting is used
· Analyze when to implement the policy

· Analyze how to approach an equipment replacement plan to determine the appropriate amount to include in a reserve
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· Kathy Brown, Director, Facilities Management Division
· Dave Preugschat, Assistant Division Director, FMD

· Bob Cowan, Director, Office of Management and Budget
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