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REVISED STAFF REPORT

As reported out of the Budget and Fiscal Management Committee

On December 11, 2002, the Budget and Fiscal Management Committee deferred action on Proposed Ordinance 2002-0587.  Related to Option 3 in this staff report, the Committee provided for a transfer to the Development and Environmental Services Fund by amending Proposed Ordinance 2002-0559.  Related to Option 4 in this staff report, the Committee directed staff to prepare Proposed Motion 2002-0607 for introduction and consideration by the Council on December 16, 2002.
SUBJECT:
AN ORDINANCE restructuring fees charged by the Department of Development and Environmental Services (DDES).
SUMMARY:


This proposed ordinance would significantly restructure fees charged by DDES.  The proposed ordinance would establish new fees, increase several fees by 10% to 43%, eliminate maximum charges for several permitting activities, and convert several flat fees to hourly fees at $132/hour.  Based on its current forecast, DDES anticipates this fee restructuring would generate additional revenues of roughly $1.5 million annually.  DDES proposes these fee increases in order to build reserves within their fund balance.
The Department has suggested that any delay in adopting this fee restructuring would necessitate the lay-off of 14 employees at DDES.  Based upon our work to date, staff analysis finds no support for this conclusion.  Our analysis finds that continued deliberation on this complex fee restructuring will not jeopardize the stability of the fund and is a reasonable course of action.  

In the course of our analysis on this ordinance, staff have identified that, while DDES appears to be a stable fund, under a worst-case business scenario, DDES could experience a short-term, temporary cash flow problem at the beginning of 2003.  Neither the layoff of 14 employees nor immediate adoption of fee restructuring would prevent this problem from occurring under a worst-case scenario.  Therefore, in addition to presenting a review of the issues related to fee restructuring, this staff report presents reasonable options that the Council or the Department may want to consider in order to insure that the fund could weather a temporary worst-case business downturn at the beginning of 2003.
BACKGROUND:
Past Council Actions Related to This Ordinance
With transmittal of the 2003 budget, the executive also transmitted Proposed Ordinance 2002-0515, which contained substantially the same fee restructuring that is proposed here in Proposed Ordinance 2002-0587.  During the budget process, the Council declined to authorize the major fee restructuring and instead opted to increase many fees by a more modest 5%.  The Council authorized this 5% fee increase for the first 6 months of 2003, with the intent to reconsider a more significant restructuring of fees at some time during that period.  The Council anticipates that review of a comprehensive fee restructuring will be informed by recommendations from the executive’s internal audit of and task force on DDES.
The Council’s initial review of the DDES fee restructuring in Proposed Ordinance 2002-0515 identified several issues of concern to the Council that the Department could not immediately address, including:

· What is the appropriate fee structure for DDES?
The Council determined that some increase in DDES fees is reasonable, in order that fees adjust appropriately with inflation.  However, the restructuring proposed by DDES goes well beyond adjusting fees in this manner and presents the Council with several complicated policy questions.  A few examples include:

· For policy reasons, some fees have historically been established at rates less than cost-recovery (e.g., fees for small residential additions in the Agricultural Production District).  The proposal appears to shift these fees to make them fully cost-recoverable and more than doubles the hourly rate for these services.  This would constitute a major change in policy that the Council needs to fully understand and carefully deliberate over.  
· Although the movement from flat fees to hourly fees for many services would allow DDES to more fully recover costs from each customer, this change comes at the price of predictable and assured costs for those customers.  This would constitute a significant change in policy.
· DDES currently allows for a 50% credit of pre-application fees to the cost of resulting permit applications.  The policy basis for this credit is to encourage pre-applications.  Pre-applications help to ensure that applicants are familiar with code requirements before proceeding on a development project.  These pre-applications thereby help to avoid problems after permits are issued.  It is probable that elimination of the credit as proposed by DDES would reduce incentive for developers to undertake the pre-application process and would thereby increase costs to the consumer and the department.
· What is the appropriate reserve policy and level of fund balance for DDES?
DDES needs some amount of fund balance in order for the department to meet its daily cash flow needs during temporary downturns in revenues.  While nearly every fund in the County maintains some level of fund balance, DDES has specific needs related to the cyclical and somewhat unpredictable nature of its business.  In the past, this cyclicality has necessitated regular lay-offs in the fall and in the spring.
DDES has proposed the fee restructuring in large part in order to significantly build its fund balance reserves during 2003, from roughly $700,000 at the beginning of the year to over $3 million by the end of 2003.  This presents several questions:

· What is the appropriate level of fund balance for DDES?  The Council’s work program for 2003 includes a review of fund balance policies not only for DDES, but for all funds in the County.
· What is the appropriate way to build fund balance?  It is unclear that a permanent increase in fees, as proposed by the department, is the appropriate mechanism for a one-time build-up of fund balance. 

· What is the appropriate policy for managing the fund balance reserves?  In the face of a downturn in revenue, at what point should reserves be used and at what point should expenditures be reduced?  In times of higher than average business, should additional revenues accrue to a reserve or should they be used to increase work activity?  Is the current lay-off policy appropriate or could more stability be achieved through some other policy or staffing model?
· How efficiently does DDES provide services?
Are there areas in which DDES could reduce expenditures in lieu of increases in fees?  Is the composition of staff appropriate?  Are staff assigned to the most appropriate duties?
· In the face of a fee restructuring, how accurate is DDES’s business forecast likely to be?
The fee restructuring as proposed by the department makes significant changes in the level and structure of fees.  It is not clear how this change might impact demand for DDES services.  Moreover, it appears that the department has not incorporated changes in its own fee structure into its business forecast.  Before adopting a major restructuring of fees, the department and the Council need to fully understand the potentially complicated impact this might have on revenues.  If the fee increases were to create a downturn in business activity for DDES, the level of expenditures and staffing adopted for 2003 may not be able to be maintained. 
· Would immediate action on the proposed ordinance violate State law?
The proposed changes in the fee structure within the Agricultural Production District eliminate the subsidies that are intended to encourage agricultural activities and increase the cost of participating in the County’s Transfer of Development Credit program.  These changes could have a significant impact on the implementation of a number of King County Comprehensive Plan policies and immediate action could therefore violate requirements under the State’s Growth Management Act for continuous public involvement and 60-days notice to the State.

These are just some of the significant and challenging policy and financial management questions that are posed by the fee restructuring that was proposed with the transmittal of the budget (and now through the Proposed Ordinance currently before the Committee).  The Council had originally anticipated that the department would transmit the proposal as early as July 2002, which would have allowed sufficient time for these questions to be answered prior to the end of the year.  With transmittal of the proposal concurrent with the 2003 budget, the Council did not anticipate that staff could complete analysis on the fee restructuring by the end of the year.  Therefore, the Council opted to provide for a modest fee increase with the intent to reconsider restructuring within the first 6 months of 2003.  

To that end, the Council passed Ordinance 14526 which (among other things) (1) instituted a 5% fee increase effective for the first 6 months of 2003; (2) acknowledged the pending work of the executive’s audit and task force review of DDES and requested that the recommendations be transmitted to the council for review and adoption by May 1, 2003; and (3) constrained the department from allocating moneys to reserve accounts until the Council had an opportunity to adopt the recommendations of the audit and task force.  Essentially, the Council recognized that the work of the audit and the task force would be critical in answering the questions raised by the proposed restructuring of DDES fees.
DDES estimates that the 5% fee increase adopted by the Council will generate $1.3 million on an annual basis (the Council authorized the increase for the first 6 months of 2003, with the intent of revisiting the issue within that time period).

The History of the Stability of the DDES Fund

When it was created on January 1, 1993, the DDES fund had a combined debt and deficit of over $20 million.  The debt was a result of loans, intended to cover shortfalls in revenue, made to the department during the 1980s and early 1990s from the King County Road Fund.

In order to arrest debt and deficit growth, the 1993 adopted Budget contained a proviso requiring the department to cease borrowing and deficit spending.  Although this 1993 Budget proviso was in effect only for that year’s budget, the department continues to view that proviso as a council “mandate” to which they strive to adhere.  Staff conducted a search of the county code and were unable to find any current restrictions that prevent the fund from temporary deficit spending or short-term interfund borrowing as commonly undertaken by other County funds on a prudent basis as a financial management tool.
Since 1993, the Department has made substantial progress toward recovery and the establishment of a stable fund.  In 1997, the department retired all of its debt to the King County Road Fund.  In 1998, the council completed a 2-year review of fees and significantly restructured the department's fees on a full-cost-recovery principle.  In 2000, the department's deficit was retired.  DDES has demonstrated its ability to not only pay off significant accumulated debt, but, since 2000, has also managed the fund such that annual expenditures are in line with annual generated revenues, despite significant swings in business activity.

ANALYSIS:
Since the Council’s action on Proposed Ordinance 2002-0515, the executive has transmitted Proposed Ordinance 2002-0587.  Attachment 6 of this staff report is a table that provides a comparison of these two ordinances and the action that was recently taken by the Council.  In the transmittal letter, the executive provides the reasoning behind the transmittal of an ordinance that would implement policy choices recently deferred on by the Council.  The transmittal letter states that the Council’s action:

…eliminated 60% of the new fees budgeted for DDES in 2003.  The decision places DDES in the position of reducing expenses in order to achieve a fund balance capable of withstanding a modest three-month decline in the building and land development industry.  Without this restructuring proposal, DDES will need to eliminate 14 occupied positions in January 2003 in order to responsibly manage its fund. 
There is no circumstance under which staff would be able to complete an analysis and answer the significant questions that are posed by the proposed restructuring of fees at DDES (see Background section above for examples) before the end of the year.  Therefore, in analyzing this ordinance, staff have focused on whether deferring action on the ordinance would necessitate otherwise unnecessary layoffs or other problems and, if so, finding potential solutions to these immediate problems.
Fee Restructuring and the Impact on Lay-Offs
DDES estimates that the proposed fee restructuring would generate an additional $1.5 million in revenue in 2003.  Over the course of 2003, they propose to allow this amount of revenue to accrue to fund balance.  That fund balance would provide them with savings from which they could meet current expenses if they were to experience a temporary downturn in current revenues.  DDES has stated that, if they are not granted the immediate fee restructuring, they will instead reduce expenditures by $1.5 million in order to generate the fund balance that they feel they need.  The department has decided that they would accomplish such an expenditure reduction by laying off 14 staff.  
DDES anticipates ending 2002 with $700,000 in fund balance.  Under the 5% fee increase recently approved by the Council, DDES anticipates building on their fund balance to end 2003 with roughly $1.5 million in fund balance.  If the Council were to adopt the fee restructuring proposal, DDES would end 2003 with $3 million in fund balance.  (Both of these scenarios assume that the 6-month 5% fee increase that was recently adopted by the Council is extended for the full year 2003.)

It is beyond the scope of staff’s analysis at this time to determine whether these increases in the DDES fund balance are appropriate.  As mentioned above, a review of fund balance policies is part of the Council’s work program for 2003.  Staff also anticipate that the results of the executive’s audit of and task force on DDES will provide significant guidance on what the appropriate level of fund balance for DDES is.
The decision to immediately reduce expenditures by laying-off 14 people in order to immediately begin additional increases in fund balance is a decision by DDES management.  DDES management could decide to wait a reasonable period of time (less than 6 months) before beginning to further build fund balance.  Within this time period, DDES would hopefully be able to answer the questions that the Council has identified with regard to the fee restructuring and the Council could complete its deliberation on these important policy issues.  

Council staff therefore conclude that DDES’s goal of increasing fund balance is potentially a prudent business decision worthy of consideration.  However, the decision to begin adding to that increase in fund balance immediately by laying off otherwise-needed employees and to request that the Council immediately implement a complex fee restructuring prior to receiving recommendations of the audit and task force does not seem reasonable.  Rather, this appears to be a “forced lay-off crisis”.  Council staff have identified other prudent business practices the would resolve any difficulties presented by continued deliberation on the fee restructuring.  These options are presented later in this staff report.
The Effect of an Unanticipated Business Downturn
Staff have identified one potential problem that might occur if the Council were to wait for the recommendations of the audit and the task force before considering action on the complex fee restructuring proposed in this ordinance.  DDES has maintained that, without new revenues that might be generated by the restructuring of fees, their fund balance could not sustain an immediate downturn in business activity.
The following table plays out financial scenarios under the department’s proposed fee restructuring and under the status quo.  The purpose is to identify cash flow problems that may arise during historical 3-month downturns at the beginning of any year.  The data indicate that, regardless of whether fee restructuring is adopted now or not, DDES could experience a temporary cash flow shortfall in the next few months depending on business conditions.
	Revenue and Expenditures During Historical 3-Month Downturns

	
	Status Quo

(5% fee increase)
	Proposed

2002-0587

	2003 Beginning Fund Balance
	697,832
	697,832

	
	
	

	2003 Revenues
	
	

	Total Yearly Revenues
	29,673,587
	31,168,643

	Average Monthly Revenues
	2,472,799
	2,597,387

	10% drop
	2,225,519
	2,337,648

	15% drop
	2,101,879
	2,207,779

	20% drop
	1,978,239
	2,077,910

	
	
	

	2003 Expenditures
	
	

	Total Yearly Expenditures
	28,810,070
	28,810,070

	Average Monthly Expenditures
	2,408,839
	2,408,839

	
	
	

	Monthly Difference In Revenue versus Expenditure
	
	

	Average
	63,960
	188,548

	10% drop
	(183,320)
	(71,191)

	15% drop
	(306,960)
	(201,060)

	20% drop
	(430,600)
	(330,929)

	
	
	

	Time To Depletion of 2003 Beginning Fund Balance
	
	

	10% drop
	3.8 months
	9.8 months

	15% drop
	2.3 months
	3.5 months

	20% drop
	1.6 months
	2.1 months

	
	
	


n.b.  Both scenarios assume annualization of the 5% fee increase adopted by the Council in Ordinance 14526.
The following graphs visually illustrate the analysis in the table above.  The graphs track the DDES fund balance over the next few months under the various business scenarios presented in the table above.  
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Monthly Ending Fund Balances

Under Fee Restructuring (Proposed 2002-0587)
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Under DDES’s worst-case scenario of a 20% drop in business in the first 3 months of the year relative to the average forecast, the fee restructuring would provide the department with roughly $100,000 in additional monthly revenues.  However, under this scenario, this additional revenue would not allow DDES to meet its cash flow needs even were the Council to immediately adopt the fee restructuring.  
It is important to note that the cash flow problem that occurs under a “worst-case” scenario does not imply that DDES is an unstable fund.  DDES appears to have resolved the problems that led to its need to borrow extensively and often in the early 1990s.  Over the past decade, the fund has paid off all prior debts and has not incurred new debts that have not been paid off quickly.  Like many other funds, it is not uncommon for DDES to experience short periods of time where current revenues do not meet current expenditures.  Over the past decade, the fund has countered these periods of time with corresponding periods of time where revenues exceed expenditures.  An analogy would be a household that uses credit cards to spend more than its monthly income during the holiday season.  If the household is in a position to pay off this credit card debt by not spending all its monthly income in January and February, the additional spending during December does not threaten the financial stability of the household.
The immediate problem for the Council to consider is not a complex restructuring of fees, but rather finding a way to insure that the DDES fund can weather a worst case scenario of a 20% downturn in business over the next few months.

Options for Addressing the Worst Case Scenario

It is clear to staff that there is no pressing need for the Council to immediately institute a complex fee restructuring at DDES.  Council staff have not been presented with any compelling argument that would necessitate the fund to begin building fund balance on January 1, 2003.  To the contrary, it would appear reasonable to wait for solid analysis to be complete before undertaking significant changes in policies regarding fees and fund balances.  The Council anticipates that the executive’s audit and task force will recommend changes to the DDES fee structure and, therefore, deferring action on fee restructuring until that work program is complete would provide for a more stable fee structure.  In addition, Council staff have not been presented with any compelling arguments suggesting that continued deliberation on fee restructuring would necessitate layoffs at DDES.
The separate problem that the Council may wish to address at this time, however, is insuring that the DDES fund could meet its cash flow needs over the short term in the face of a “worst case” scenario of a significant but temporary drop in business activity.  It is clear to Council staff that neither the fee restructuring nor layoffs are the solution to insuring that DDES can survive the worst case scenario of a 20% drop in business activity at the beginning of 2003.  

It is important to emphasize that these options address a worst-case scenario at DDES.  Under the current DDES forecast, and even without additional revenues from fee restructuring, DDES management is estimating that revenues will exceed expenditures by $1.5 million in 2003.  This estimate takes into account the historical downturn in business activity that typically occurs in the first few months of the year.  The options presented below address the case where this historical downturn proves to be even worse than what the department is currently predicting.

The Council and DDES are presented with several options:

1. Approve the proposed fee restructuring as transmitted.

The Council could decide to adopt the ordinance as transmitted even though staff analysis on the issues presented by the fee restructuring is not complete.

Even if the Council were to immediately adopt the fee restructuring, DDES would experience a cash shortfall in the first 3 months of 2003 under a scenario of a 20% drop in business activity.
Following the logic that has been presented to staff, DDES management would move forward with layoffs even if the Council were to immediately adopt the fee restructuring.  

In addition, there are significant reasons not to adopt the fee restructuring before analysis is complete.  First, the important policy questions that are presented in the Background section of this staff report have not been addressed.  Second, it appears that passage of the ordinance may violate State laws regarding continuous public involvement and notification on actions that impact the County’s Comprehensive Plan.  Third, enacting a significant change in fees now, and then again after the Council’s consideration of the recommendations of the executive’s audit and task force on DDES creates an unstable and unpredictable environment for DDES customers.
2. Do not act on the fee restructuring; assume that DDES will immediately decide to layoff.
If the Council were to continue deliberation on fee restructuring, DDES has indicated that they will decide to lay off 14 employees.  However, these layoffs will not allow the fund to resolve the short-term cash flow problem under the worst-case scenario.

Even if DDES were to immediately lay off 14 employees, under the current fee structure, DDES would still experience a cash shortfall $200,000 in the first 3 months of 2003 under a scenario of a 20% drop in business activity.

This cash shortfall is likely to be underestimated, because it assumes only the savings from layoffs and does not take into account any additional costs that are typically generated by layoffs such as vacation or retirement pay-outs.
Given that the layoff of 14 employees will not solve the short-term problem, it does not seem reasonable for DDES to take this action.  However, the decision remains at DDES management’s discretion.
3. Provide DDES with a temporary and immediate loan.
The Council could decide to transfer funds from another part of the County to DDES.  The Council could take this action regardless of whether the Council were to act on the fee restructuring or not.  Such a transfer could be designed as a temporary loan.  The transfer could occur in 2002, so that DDES would begin 2003 with an additional amount of “savings” in its fund balance.  This savings would allow DDES to weather a worst-case scenario in the beginning of 2003, if it were to occur.
Were the Council to pursue this option, the question becomes what the appropriate amount of the transfer is.  Under current DDES practices, DDES management acts to correct for a downturn in business after a sustained trend of two months.  After two months of downturn, DDES issues lay-off notices that are effective 30 days after issuance.  Under current practice, DDES therefore has a 90-day lag in its ability to adjust to business conditions.
DDES would need enough cash on hand to allow it to survive this 90-day lag under a worst-case scenario of a 20% downturn in business activity.  Under the current fee structure in place for 2003, the amount needed under this worst-case scenario would total just under $600,000.  If the Council were to immediately adopt fee restructuring, the amount needed would total $300,000.  
It is important to note that DDES may not need to use the transferred funds at all.  Under the DDES forecast and current management practices, the fund would be in a position to pay back the amount loaned before the end of 2003.  
If the Council would like to use this option, action could be taken in the 2002 4th Quarter Omnibus Ordinance or in a stand-alone emergency appropriations ordinance.  Options include transferring the funds from either CX or Wastewater.

4. Suggest that DDES make use of established processes for interfund borrowing.

The King County Charter contains the following provision:
Section 490.  Interfund Borrowing and Reimbursement

One agency of county government or fund may reimburse another agency or fund for services rendered, and the county council when requested to do so by the county executive may adopt an ordinance to provide for temporary interfund borrowing.

The King County Code includes the following provision:

4.24.20 Rules for temporary transfer of funds.

…the executive finance committee shall adopt rules and procedures which pertain to the transfer of funds on a temporary basis from one solvent county fund to another solvent county fund.  Such rules shall provide the duration and interest rate to be charged on such loans.

Attachment 7 of this staff report contains the Interfund Loan Procedure established by the Executive Finance Committee under these provisions of the code and the charter.  Short-term interfund loans that allow county funds to cover temporary negative cash balances occur frequently and automatically.  At the end of each month, Treasury reviews the daily cash balances of all County funds and determines the interest to be charged on any fund that ran a deficit position within the month.  The Executive Finance Committee, whose membership includes representatives both from the executive and from the Council, monitors the status of these short-term loans.  The Committee also considers longer-term interfund loans on a case-by-case basis.  In addition, the Committee files a monthly report with the Council detailing all interfund borrowing that occurs.

Interfund borrowing is not unusual and allows County funds to continue operation when there is a temporary mismatch between current available revenues and current expenditures.  Interfund borrowing does not present problems for a fund unless the fund is inherently insolvent.  Funds that have made use of interfund borrowing over the past year include:  the CJ Fund, the CX Fund, the Displaced Worker Fund, IBIS Payroll Revolving Fund, the Miscellaneous Grants Fund, Water Quality CIP and Operating Funds, Road Improvement District funds, and a few bond funds.  
DDES management has been operating under the assumption that they do not have access to interfund borrowing as other County funds do.  Subsequent to a search of the county code by staff, it appears that this assumption is not based in fact and derives from a proviso to the 1993 budget which stated that: 
There be no more borrowing for the [Building and Land Development] Fund.  If 1993 receipts fall below the Executive’s revenue estimate, the Executive shall reduce expenditures by an amount equal to or greater than the revenue loss.
This proviso was only in effect for 1993.  Moreover, although it is difficult to definitively know what the intent of the 1993 Council was, one interpretation of the proviso is that it does not restrict automated interfund borrowing by the fund, it only requires that the fund operate in a manner such that its annual 1993 revenues match its annual 1993 expenditures.  Regardless, a thorough review of the code and the charter by staff does not indicate any current restriction on borrowing by DDES.

Given the seasonal downturns in DDES business activity, it would not be unusual for the fund to experience a mismatch between revenues and expenditures during certain months of the year, during which the fund might have to interfund borrow on a temporary basis.  If the fund is managed appropriately as it has been in the last few years, appropriate revenue or expenditure adjustments occur such that the fund remains solvent on an annual basis.  

The advantage of interfund borrowing is that there are already established policies and procedures that govern the terms of the loan and insure adequate review.  In addition, this option has the advantage that no funds are loaned to DDES unless the fund actually needs them.  DDES will only need to access funds in the event that a significant downturn in business activity occurs at the beginning of 2003.
If the Council would like to pursue this option, no action is needed.  However, the Council may wish to consider drafting a letter to the executive or a motion clarifying the Council’s position and requesting that the executive assist DDES management in understanding the interfund borrowing process.

REASONABLENESS:
It does not appear reasonable at this time for the Council to act on a complex fee restructuring for DDES.  The fee restructuring will not prevent a potential short-term cash flow problem at DDES under a worst-case scenario of a decline of 20% in business activity in the first 3 months of 2003.  Continuing to deliberate on fee restructuring over the next few months does not jeopardize the fund’s stability and does not require layoffs at DDES.  A prudent and reasonable approach would be to continue analysis and to await the recommendations of the executive’s audit and task force before undertaking a complex fee restructuring.  
Given DDES’s history over the past few years in demonstrating its ability to manage the fund and pay back debts, it would be a reasonable business decision to provide DDES with access to a short-term cash loan that could be tapped in a worst-case scenario.  Alternatively, it would be reasonable to provide DDES management with guidance on the County’s established policies on interfund borrowing.

INVITED:
· Steve Call, Director, Office of Budget

· Stephanie Warden, Director, DDES

· Michael Frawley, Manager, Administrative Services Division, DDES
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7. Interfund Loan Procedures
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