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April 7, 2005

The Honorable Larry Phillips

Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Phillips:

Enclosed is a proposed motion establishing fund balance policies and a methodology for separately tracking space charge revenues and expenditures from fee-for-service revenues and expenditures for the Facilities Management Internal Service Fund.  This motion is in response to a Budget Proviso attached to Section 104 of Ordinance 15083 that placed expenditure restrictions on the Financial Services Division’s Adopted 2005 budget.  Specifically, that proviso required:


“Of this appropriation, $500,000 shall not be expended or encumbered until the

executive submits to the council a proposed motion establishing fund balance policies for the facilities management internal service fund and establishing a method for tracking space charge revenues and expenditures separately from fee-for-service revenues and expenditures.

The motion shall be transmitted no later than March 31, 2005.  The motion must be filed in the form 15 copies with the clerk of the council, who will retain the original and will forward copies to each councilmember and to the lead staff for the budget and fiscal management committee or its successor.”

The Department of Executive Services (DES) Facilities Management Division (FMD), working with the DES Finance and Business Operations Division (FBOD), analyzed the business risks and long-term financial obligations of the Facilities Management Internal Service Fund and concluded that an appropriate fund balance financial target for this fund is six percent (6%) of revenues plus an administratively designated reserve for equipment replacement.  In addition, the FMD is proposing to restructure it’s budgeting and accounting for revenues and expenditures to have a clear segregation between fee-for-service (reimbursable work), space charges, and other revenues.  An example of fee for service charges includes the reimbursable work the “Trades” perform on capital projects.  An example of costs included in space charges would be the costs associated with custodial services.  The FMD’s rate model will include an annual reconciliation of budget to actual revenues and expenditures to ensure that one line of business is not subsidizing another.  Any needed adjustments in rates will be made in the next budget cycle following the annual rate model reconciliation.  It is anticipated that this financial restructuring will continue to be refined as the Building Services Section’s maintenance management and work order systems are fully implemented.  

Below is a more detailed description of the FMD analysis that serves as the basis for the proposed fund balance policies.  

Historical Fund Balance - Working Capital, Equity Trends, and Financial Targets

The proposed reserve policy of six percent (6%), plus an equipment reserve is first designed to address the working capital needs of the FMD Internal Service Fund (ISF).  The financial plan submitted with the annual budget and updated during the quarterly financial reporting process reflects the Fund’s working capital position (current assets less current liabilities or simply put, funds currently available and not budgeted for a specific purpose).  In addition, the Facilities Maintenance ISF is also evaluated from an equity position during the County’s comprehensive annual financial reporting process.  An equity position differs from working capital in that an equity position is reported on a “full accrual basis” which looks at all assets and liabilities of the fund, including depreciation and long-term liabilities such as accrued employee vacation and sick leave payouts due in the future.  The proposed reserve policies before the Council 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.  Historically the adopted working capital fund balance for the FMD internal service fund has, for the most part, lagged behind stated fund balance targets for the fund.  However, the actual year-end fund balances have a recent history of high volatility.  The following chart presents this history over the past five years.

	Year
	Adopted Year End 
	Stated Target
	Actual Fund Balance
	Comments

	2000
	($298,556)
	$702,188
	$150,602
	

	2001
	$370,873
	$716,493
	$2,999,179
	Hiring freeze

	2002
	$977,476
	$1,662,178
	$3,099,796
	Anticipated volatility in utility rates did not occur.   

	2003
	$747,813
	$1,630,460
	$125,809
	

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

	2005*
	$982,916
	$3,265,085
	
	Attempted to provide, over the long-term, for business risks plus equipment replacement


* As Corrected

As can be seen from the chart, recent history shows a dramatic increase in fund balance brought about by budgeting conservatively high for utilities and a hiring freeze that was imposed as the County was undergoing significant financial challenges.  The fund balance was reduced through a combination of tenant rebates, reduced tenant charges (space charges), and a transfer of net parking revenues to the CX Fund.  This had a combined impact of drawing the fund balance down to $125,809 by year-end 2003.  

A similar deficit condition has existed for the internal service fund’s equity position, which is reported on a full accrual basis as “Total Net Assets” each year in the County’s Annual Financial Report.  Again, a significant element of long term liabilities are compensated absences payable (accrued but unused vacation and sick leave).  The recent history of fund net assets and compensated absences payable are presented in the following table.  As the table below shows, the fund has not been budgeted to provide for these long-term liabilities, and as a result, reports a negative Total Net Asset in the County’s Annual Financial Report (CAFR).   While this issue in not specifically targeted by the proposed reserve policies, the maintenance of a fund balance reserve of six percent will address this issue.

	Year
	Actual Results Fund Balance
	Total Net Assets (Fund Equity Prior to 2002)
	Compensated Absences Payable

	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 Preliminary
	$409,083
	($1,311,185)
	$2,472,050


As shown above, in years when the Internal Service Fund’s ending 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.  Each instance of negative equity results in the need to have a business plan in place to restore the financial integrity of the fund.     

Ongoing Cash Requirements and Business Risks

Below is a more detailed assessment of the FMD Internal Service Fund’s cash needs and various business risks that necessitate an ongoing, predictable fund balance reserve recapped as follows:

· Cash Requirements


$500,000

· Weather and Utility Rate Variance
$720,000

· Billable Hours Variance

$650,000

· Homeland Security


$200,000


Cash Requirements.  The FMD’s collections for per square foot charges drive the need for cash.  At the beginning of each quarter, there is a large infusion of cash as the AIRS system collects revenues from agencies occupying King County general government buildings.  Thus, the fund is cash flush for the first part of each quarter.  Toward the end of each quarter the fund usually has cash deficits caused by the lag in billings for reimbursable work (fee-for service revenues) and payment of bills.  Historically, it was assumed that cash reserves should be established at the amount of a two-week payroll.  Currently that runs at about $600,000 per pay period.  A review of cash balances for 2004 shows that, under a worst-case scenario, the cash deficit approximated $500,000 on average each quarter.

Weather and Utility Rate Variance.  An assessment of the affect of weather on utility rates was made using the FMD forecasting model.  The model shows that reserves for a weather variance of five percent (5%) would be reasonable.  It was further concluded that an additional five percent (5%) factor would be reasonable to cover unanticipated increases in utility rates for a total of 10 percent for utility and weather-related contingencies.  Total utility costs, excluding waste disposal, are about $7.2 million in 2005.  Thus a 10 percent reserve would run approximately $720,000.  Without such a reserve, the FMD would request a supplemental appropriation with adjustments to per square charges from all system tenants if unexpected increases in utility usage and/or costs should occur.  Alternatively, favorable variances would be treated as revenue sources during the upcoming rate cycle.

Billable Hours Variance.  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 at reasonable levels.  Unanticipated vacancies, requested work with no funding, and other unanticipated administrative requirements, such as training, lead to a shortfall in billable hours.  During times of high capital project activity, the FMD hires term-limited temporaries or true temps to perform work resulting in revenues in excess of budget.  During times of declining work, as has been the case over the past few years, there is a tendency to have revenue shortfalls as positions are held vacant.  The FMD’s revenue shortfall for reimbursable functions for both 2003 and 2004 was approximately $1 million each year.  While there are savings in direct salaries and wages created by staff vacancies, the shortfall in burden recovery is real.  This net shortfall is estimated at $650,000 annually over the past few years.  An actual revenue shortfall, net of under expenditures, would be 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.

Homeland Security.  The recent emergence of homeland security as an issue creates conditions that require additions to the various security posts throughout county buildings.  These periods of heightened security result in increased use of temporary employees and overtime.  The heightened security conditions emerge with little notice and can last for some periods of time.  It is estimated that four weeks of heightened security would cost about $200,000.  This could be covered through Fund balance reserves until an emergency supplemental appropriation is approved.  

Reserve for Equipment Replacement

The Division’s new work order/maintenance management systems will provide a professional basis for determining equipment maintenance and replacement.   When these systems are operational, the FMD will be able to more accurately address building and equipment maintenance needs, as well as replacement of movable equipment.  The FMD’s major maintenance program deals with rehabilitation and replacement of critical building components and mechanical systems.  

The current accumulated depreciation on the FMD internal service fund’s capital assets as of December 31, 2003 was about $1.7 million, approximately 50 percent of the historical cost of those assets.  With the exception of computer equipment replacement that is now managed under a separate fund, replacement of the Division’s aging equipment needs to be provided for.  The FMD would prefer a systematic reservation of resources to replace this equipment rather than continuing to replace equipment on a pay-as-you-go basis.  Once the Fund’s base target balance is achieved, such accumulations can occur.  The 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.  This will give FMD time to fully implement the new work order/maintenance management systems and achieve the baseline fund balance target using the policies proposed herein.

Tracking Revenues and Expenditures for Fee-For-Service (Reimbursable) Activities and Space Charges

The FMD’s division level activities and various lines of business and their respective revenue sources are as follows:

	Activities
	Budgeted Organization Unit
	Primary Revenue Source
	2005 Expenditure Budget

	Division Administration, central overhead, and Division-wide reserves.
	Director’s Office
	Costs allocated to benefiting lines of business and recovered by either space per-square-foot or fee-for-service direct salary plus burden charges.
	$3,681,994

	Building Services Section Administration
	Building Services Section
	Costs recovered through per square foot occupancy charges except for capital project or work order construction shown below.
	$25,450,267

	Trades Construction for capital projects and work orders
	Building Services Section
	Costs recovered through a fee-for-service charge.
	$2,743,437 plus crafts support from Building Operations

	Capital Project Management 
	Capital Planning & Development Section
	Costs recovered through a fee-for-service charge.
	$3,340,476

	Major Projects
	Director’s Office
	Costs recovered through loan-out labor and burden recovery as a fee-for-service charge.
	$375,868

	Major Franchising
	Director’s Office
	Costs recovered through a fee-for-service charge.
	$73,235

	Total
	
	
	$35,665,277


The Facilities Management Division is restructuring the budgeting and accounting for ISF revenues to segregate space charges from both fee-for-service and other charges.

It will take time for a similar segregation of expenditures because of several systems challenges that are being addressed through implementation of the maintenance management and work order systems.  For example, the Facilities Management Division currently accounts for expenditures on an organizational level.  Accordingly, it is difficult to account for fee-for-service expenditures and space-related operating expenditures separately when one organizational unit performs both activities.  A good example of this condition occurs when maintenance Trades personnel, whose costs are primarily reimbursed through space charges, perform fee-for-service work on capital projects or work orders.    

Secondly, although a distribution of general administration or indirect costs is accomplished using the FMD’s rate model, the current accounting and budgeting systems for FMD’s operations does not allow for a ready reconciliation with rate model allocations.  As a result, the annual reconciliation of budget to actual results must be done with separate, stand-alone, financial spreadsheets.  This process will be necessary until the Division’s maintenance management system is in place.  At that time, the maintenance management system will provide the necessary accounting to segregate fee-for-service (reimbursable) activities and space charge activities for both accounting and reporting within the Building Services Section.  

Until such time as the maintenance management and work order systems 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.  

Recommended Fund Balance Target and Provision for Equipment Replacement

A matching of cash needs and business risks coupled with the need to maintain a positive fund equity position leads to the conclusion that an appropriate fund balance target is six percent (6%) of revenues.  Accordingly, the fund balance target for 2005 would reflect a working capital fund balance of $2,161,400.  Achievement of this target would result in a fund equity position (net assets) of just over $400,000.  

Once the FMD’s maintenance management system is in place, the financial plan for the FMD internal service fund should also provide an additional reserve for sufficient resources to systematically replace equipment based on an approved equipment replacement plan.  Finally, the specifications for the division’s maintenance management plan will include parameters that will allow for ready tracking of fee-for-service and space charge revenues and expenditures.  

Thank you in advance for your consideration of the motion.  If you have any questions, please call Kathy Brown, Division Director, Facilities Management Division, at (206) 296-0631.

Sincerely,

Ron Sims

King County Executive

Enclosures

cc:
King County Councilmembers



ATTN: Scott White, Chief of Staff 

 Shelley Sutton, Policy Staff Director

 Rebecha Cusack, Lead Staff, BFM Committee




 Anne Noris, Clerk of the Council


Sally Bagshaw, Chief Civil Deputy, Office of the Prosecuting Attorney


Bob Cowan, Director, Office of Management and Budget


Paul Tanaka, County Administrative Officer, Department of Executive Services (DES)


Kathy Brown, Division Director, Facilities Management Division (FMD) DES


Dave Preugschat, Assistant Division Director, FMD

Deb Thalasitis, Finance and Administrative Services Manager, FMD, DES

