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SUBJECT:  

A MOTION acknowledging receipt of a report on an examination of administrative department costs and a review of selected overhead and central rate charges in compliance with the 2014 Annual Budget Ordinance, Ordinance 17695, Section 18, Proviso P2, as amended. 

SUMMARY:

Proposed Motion 2014-0250 (Attachment 1) acknowledges receipt of a report examining administrative and department costs for the Public Health department and a review of overhead and central rate charges for the Finance and Business Operations Division (FBOD), King County Information Technology (KCIT), and Facilities Management Division (FMD), as required by the 2014 Annual Budget Ordinance, Ordinance 17695, Section 18, Proviso P2, as amended.

The transmitted report responds to the requirements set forth in the proviso by reviewing internal service charges for FBOD, KCIT, and FMD and the departmental overhead charges for the Public Health department.  Specifically, the transmitted report includes, for FBOD, KCIT, and FMD, a comparison of each division’s rate setting methodology relative to the best practices set by the Government Finance Officers Association (GFOA), internal service charges data for the years 2004 through 2013, and the Executive’s recommendations for further analysis and changes to the rate setting methodology.  The transmitted report also includes the required examination of the departmental overhead charges for the Public Health department for the years 2002 through 2013.

DEFINITIONS:

Indirect costs:  The Government Finance Officers Association defines indirect costs as “those elements of cost necessary in the production of a good or service which are not directly traceable to the product or service.  Usually these costs relate to objects of expenditure that do not become an integral part of the final product or service, such as rent, heat, light, supplies, management and supervision.”[footnoteRef:1]  [1:  From GFOA document entitled “Governmental Accounting, Auditing, and Financial Reporting”.] 


In other words, indirect costs are the costs of supporting services that are provided to all county departments and that are generally necessary to operate county government. Examples include network administration, human resources, finance and accounting services, and facilities maintenance services.  Most indirect costs fall into one of two areas: overhead charges and central rate charges.  
Central Rate (also known as Internal Service Rate):  Internal service agencies charge central rates (also known as internal service rates) and are separate county agencies that recover the cost of providing services to other county agencies through interfund charges or rates.  
Overhead Cost Allocation:  Overhead cost allocation is the process of spreading costs associated with assisting direct service provision to the parts of the organization that provide the direct service.
BACKGROUND:

In 2000, the Council hired Financial Consulting Solutions Group, Inc. to analyze countywide overhead and administrative costs and make recommendations regarding benchmarking, monitoring, and reporting those costs.  That study–which was based upon 1999 data–identified several potential challenges facing King County relative to effective monitoring and reporting of those overhead and administrative costs, including a focus on “bottom line” budgeting versus line item budgeting and lack of performance and level of service measures relating to internal service rates.

Since the study was released, King County has implemented several of the recommendations contained in the study.  For example:
1. In accordance with King County Code 4.04.045, the Office of Performance, Strategy and Budget (PSB) has issued countywide policies on how overhead costs are handled.[footnoteRef:2] [2:  Most recently, King County enacted Comprehensive Financial Management Policies on April 14, 2014, as adopted by the Council in Motion 14110.  ] 

2. PSB looks closely at the methodologies and practices for internal service funds and other rate-setting departments.
3. The new county financial system is designed to provide timely reporting and will have the capability to track supplemental adjustments to the budget.
4. The County Auditor has reviewed some individual department overhead rates.

During the 2014 budget deliberations process, the Council revisited the issue of indirect costs and enacted a proviso to the 2014 Annual Budget Ordinance requiring the Executive to produce a report examining the current state of county overhead and central rates for 3 divisions that provide indirect services—FBOD, KCIT, and FMD—and one direct services provision department—Public Health.  

The Council’s interest in monitoring overhead and internal service charges stems from the relationship between overhead and internal service costs and amounts available to provide direct services.  Lower rates of overhead and internal service charge rates could mean that more amounts are available for the provision of direct services, while higher rates of those costs could restrict the ability of the county to provide direct services.

ANALYSIS:

Internal Service Charge Divisions

As required by the proviso, the transmitted report examines internal service charges for 3 divisions—FBOD, KCIT, and FMD.  For each division, the proviso required a comparison of the division’s rate setting methodology to best practices and a benchmarking analysis of the change in internal service rates over a 10-year period (2004 through 2013) as well as year-over-year.  The proviso also required the Executive to note for each division the years in which year-over-year growth exceeded 2 percent and identify the factors contributing to that growth.

1. Best Practices

The transmitted report used the best practices outlined by the GFOA in the best practice paper entitled “Pricing Internal Services”.  In that paper, GFOA recommends governments take the following 6 steps when establishing an internal service pricing system:
1. Identify goals of internal service pricing;
2. Develop allocation strategy;
3. Define level of costing detail;
4. Determine cost of service;
5. Decide basis of allocation; and
6. Consider potential drawbacks.

The overall guidelines and goals for King County of internal service pricing (step 1 recommended by the GFOA) are established on a countywide basis in the Comprehensive Financial Management Policies (CFMP), which was adopted in April 2014.  The CFMP has established for all divisions and departments of the county the goal of full cost recovery for overhead and internal services.

Although the internal service rate setting formulas used by FBOD, KCIT, and FMD are specifically tailored to the services provided by each respective division, the transmitted report indicates that FBOD, KCIT, and FMD have all developed allocation strategies and formulas, levels of costing detail for use in those allocation formulas, established internal service charges, and established a basis of allocating those internal service charges (steps 2 through 5 recommended by the GFOA).  

The transmitted report also examines the potential drawbacks of each internal service price setting system used by FBOD, KCIT, and FMD, respectively. 

In this manner, all 3 internal service divisions analyzed in the transmitted report have policies in place for the establishment of an internal service pricing system that align with the best practices set forth by the GFOA.  

2. Benchmarking

Each of the divisions analyzed in the transmitted report recorded year-over-year growth in internal service charges that exceeded the 2 percent benchmark for 5 or more of the years analyzed.  The transmitted report indicates that, while the exact factors driving the year-over-year growth varied by division, there were some common factors driving the year-over-year internal service charge increases.  In particular, the transmitted report cites the 2009 recession and corresponding reduction in county revenues as well as countywide cost of living and benefits cost increases of more than 2 percent in several of the years analyzed as common factors that drove internal service charges to exceed the 2 percent benchmark in certain years.[footnoteRef:3]   [3:  The increase in cost of living and benefits costs have a large impact on division and department budgets, as personnel costs comprise between 70 and 80 percent of the total division and department budgets. ] 


The Executive also noted in the transmitted report that the 2 percent benchmark may not provide the most complete picture of the growth in internal service charges for FBOD, KCIT, and FMD, as all 3 divisions experienced large-scale organizational and operational  changes over the 10-year analysis period.  To provide additional perspective, the Executive, though not required by the proviso, included in the transmitted report comparisons of the year-over-year percentage change in internal service charges for each division to an internal indicator—the year-over-year percentage change in total county revenue growth—as well as an external indicator—the year-over-year percentage change in the CPI-W for Seattle plus population growth.  


A. Finance and Business Operations Division (FBOD)

The Finance and Business Operations Division (FBOD) is an internal services fund that supports all county agencies by providing treasury services, procurement and contract services, benefits and payroll services, and accounting and reporting services.  FBOD recovers 100 percent of its expenses annually through a combination of outside revenues and internal service fund receipts.  The outside revenues include fees and charges that FBOD receives as the County Treasurer.  Annually, FBOD recovers approximately 15 percent of its expenses from outside revenues and approximately 85 percent through charges to other county organizations.

FBOD’s internal service rate model was initially developed in 1999 and has been updated as necessary to reflect changes in FBOD services and business practices.  FBOD’s most current rate setting model, which will be effective for the 2015-2016 biennial budget, includes 18 separate cost pools—1 representing division overhead and 17 other cost pools representing separate services of the division.[footnoteRef:4]  FBOD develops the internal service rate model in conjunction with the budget process with the goal of allocating costs to the beneficiaries of the services.  The FBOD internal service rate model provides for a process by which rate adjustments can be made to account for closed funds, reorganizations, and changes in grant or capital fund status.  In addition, since 2010, the FBOD internal rate model includes a reconciliation process under which billed rates are adjusted to reflect actual costs.   [4:  The cost pools and the allocation bases for each of those cost pools are listed in the chart on page 8 of the transmitted report.] 


Of the 3 internal service divisions analyzed in the transmitted report, FBOD had the lowest rate of growth over the 2003-2013 period at 1.93%. Although FBOD exceeded the 2 percent year-over-year growth rate benchmark in 2004, 2005, 2007, 2008, and 2009, since 2010, FBOD’s year-over-year internal service rates have been decreasing.  

As noted earlier in this staff report, the Executive cites cost of living and benefits cost increases that exceeded 2 percent in each of 2004, 2005, 2007, 2008, and 2009 as factors driving the year-over-year internal service rates to exceed the 2 percent benchmark.  In addition, FBOD cites the purchase of remittance processors for Treasury in 2004, significant increases in Technology Services charges in 2005, and large fluctuations in rebates provided to agencies in the adjustment process as some of the other factors which resulted in FBOD’s exceeding the 2 percent benchmark in those years.

FBOD attributes the year-over-year decline in internal service rates that began in 2010 to a combination of efficiencies achieved in the Accountable Business Transformation (ABT), reductions in expenditures in response to the recession, and transfers of positions to the Business Resource Center (BRC).

In analyzing the rate setting methodology as a whole, the transmitted report identified a number of challenges for FBOD in sustaining the rate setting methodology.  With 18 different cost centers, the rate setting model used by FBOD appears to be the most complex of the 3 internal service divisions analyzed in the transmitted report.  While a high level of detail and complexity is generally believed to result in a more accurate rate setting model, it requires effort to maintain.  In the transmitted report, the Executive suggests carrying out a cost-benefit analysis of FBOD’s current rate setting model to determine the model’s value and whether the model can be simplified.

The Executive also suggests in the transmitted report that the process of “trueing up” costs—adjusting amounts charged for services to reflect actual charges incurred and issuing rebates as necessary—results in large fluctuations that affect the year-over-year growth rates.  

Finally, the Executive notes that FBOD has made efforts to improve transparency about internal service rates by creating a service catalog and participating in KCIT’s service day.[footnoteRef:5]  While some customers may be able to use that information to adjust demand for services accordingly, it is important to note that some of the services provided by FBOD are regulatory services—such as reporting and auditing—that are mandated by law and thus unaffected by user demand. [5:  KCIT and the Department of Executive Services host a service day once a year that allows participating internal service agencies to provide customer agencies of internal services information about those services and rates.  ] 


Going forward, the Executive has included recommendations for a change in FBOD’s true-up methodology to reduce the magnitude of the annual variations and align the estimates more closely with actual costs.  As noted in the transmitted report, more accurate estimates are particularly important for customer divisions facing funding reductions.  Though not explicitly stated in the transmitted report, the inference is that a rate setting methodology that over-estimates costs and results in rebates 2 years later (the current true-up lag time for FBOD) takes resources from those customer divisions—albeit temporarily—that could be used during that lag period to provide direct services.  To address these concerns, FBOD intends to implement a simplified true-up methodology for the 2015-2016 budget.

FBOD also developed a proposal for implementation in the 2017-2018 budget to assist customer divisions in managing internal service charges through the creation of a standard menu of services.  It is important to note that on the regulatory side, customer divisions can only realize savings through any efficiencies that result from standardization rather than through reduced demand. 

If the Council requests an update of the analysis on FBOD’s internal services rate setting methodology, the Council may wish to require a cost-benefit analysis of FBOD’s internal service rate setting methodology to determine whether the current model is effective and sustainable or whether a simpler model may be used.


B.  King County Information Technology (KCIT)

Since 2013, King County Information Technology (KCIT) provides information technology services to all King County agencies as well as to several offices headed by separately elected officials, which can purchase a subset of the information technology services offered by KCIT.

The consolidation of IT services in KCIT began in July 2011 with the enactment of Ordinance 17142.  Ordinance 17142 called for the consolidation of information technology services from seven Executive departments into one Executive department.  The transition to centralized information technology services began in 2012 and was completed in 2013.  

Although the transmitted report includes the proviso-required analysis of year-over-year growth in IT internal service rates for the entire 10-year period required by the proviso (2003 through 2013), it appears that the consolidation of IT services into one countywide provider—KCIT—distorts the analysis for 2012 and 2013.  In addition, the rate setting methodology and service charge model changed dramatically with the creation of KCIT.  Given these large-scale changes to KCIT’s organizational model and rate setting model, this staff report will focus on the rate setting methodology developed by the newly-consolidated KCIT and implemented in 2013.

Beginning with the 2013-2014 budget, KCIT developed its internal service rate methodology to reflect the following principles: simplicity, ease of understanding, fair allocation, analytics of cost drivers, and benefit for the customers.  To achieve these principles, KCIT creates internal service rates by breaking out the components necessary to deliver each service and assigning a cost to each component.  The example included in the transmitted report illustrates the components necessary to provide workstation services.  In this manner, KCIT’s rate setting methodology is not only transparent but it also provides opportunities for customers to customize services by adding or omitting components.

In addition to end user services, such as workstation services, KCIT also provides some services that are mandated by the King County Code (i.e. security).  KCIT’s budget also includes central rates KCIT is charged by other county internal services (i.e. facilities costs and central finance) and costs associated with ensuring KCIT services are based on best practices.  KCIT builds the costs of these mandated, central, and business costs into the rate setting methodology, achieving a 100 percent recoupment of costs, as recommended by GFOA.

As noted in the transmitted report, the greatest challenge in analyzing the effectiveness and sustainability of KCIT’s rate setting methodology is the lack of trend data.  KCIT first implemented the rate setting methodology with the 2013-2014 budget, making it difficult to evaluate KCIT’s rate setting methodology.  Further complicating the evaluation is the fact that KCIT has not been able to true-up 2013 rates to correspond to actual costs incurred.  

If the Council requests an update of the transmitted report, the Council may wish to require analysis of KCIT’s rate setting methodology to begin with 2013 data, the first year of consolidation of countywide IT services into one division, to ensure that the rate setting methodologies used in the analysis are comparable.  Given the scope and scale of KCIT’s reorganization, comparing internal service rates to data for years prior to 2013 is not likely to be very meaningful. 

C.  Facilities Management Division (FMD)

The Facilities Management Division (FMD) is an internal services agency that provides 4 lines of service to King County: building services operation and maintenance, major projects and strategic initiatives, capital project management, and printing services.  For each of the four lines of service, FMD has established separate internal service rate setting methodologies.  The goal of each rate model is full cost recovery, such that each line of business is self-supporting and none of FMD’s lines of business subsidize other lines of business.    

In analyzing FMD’s rate setting methodology as a whole, the internal service rate setting models used by FMD for each of the department’s 4 lines of business appear to be the most straightforward of the 3 internal service divisions analyzed in the transmitted report.  The accessible nature of FMD’s rate setting methodology could be a benefit to customer agencies in controlling costs if customer agencies use knowledge of the rate setting methodology to analyze their internal service needs and adjust demand for those services accordingly.

FMD’s internal rates for general building services operation and maintenance account for approximately 80 percent of FMD’s internal rate charges and are allocated for each FMD-managed facility annually based on FMD’s operating and maintenance costs for the space (measured in square feet) occupied by each agency in the facility.[footnoteRef:6]  If more specialized operations and maintenance services are required (i.e. electrical, plumbing, minor tenant improvements), the costs are allocated to the agency requesting the work based on the number of hours of labor necessary to complete the work plus any materials costs.   [6:  The District Court, health clinics, and precinct facilities are exceptions to this rate setting methodology.  For those facilities, operating and maintenance costs are pooled by facility group and a single per square foot rate is charged for all related facilities in the group.] 


The major projects and strategic initiatives line of business was established in 2009 and is supported by two sources: 1) a fee charged to all county agencies for countywide space planning activities and countywide energy management initiatives which is zero-based each year and allocated based on the total number of FTEs per agency and 2) charging burdened direct labor costs to individual capital projects.[footnoteRef:7] [7:  The calculation of burdened direct labor costs includes the sum of the costs of employee benefits (including FICA, retirement, industrial insurance, and health benefits), paid time off (including holidays, vacation and sick leave allowances, trainings and meetings), and a share of FMD’s administrative costs (including central rates charged to FMD and salaries and benefits for the Director’s office).] 


Capital project management costs are recovered via burdened direct labor charges to individual capital projects, if possible.  Unbudgeted or unbillable project costs are absorbed by the FMD fund balance.

Printing services costs, a line of business introduced in 2008, charges agencies that use the print shop per job requested.  Job rates include the cost of labor, materials, and overhead.

The transmitted report’s analysis of FMD’s internal service rate setting methodology focuses on building operations and maintenance, as receipts for that service account for the majority of FMD’s internal service charges.  FMD’s internal rate setting methodology appears to meet the countywide goal—stated in the CFMP—of full cost recovery, as, according to the transmitted report, building services operations and maintenance is the only line of business for which FMD consistently recovers the full cost of providing that service.  

Although FMD sets the building services operations and maintenance rate during the proposed budget process based on the planned occupancy of each facility, measured in square footage of occupancy, in some cases[footnoteRef:8], FMD makes adjustments mid-year as necessary to account for changes that occurred since the rate model was finalized.  This adjustment method is unique among the internal services divisions examined in the transmitted report.  Whereas FBOD and KCIT both wait to adjust their internal service rates until actual data for an entire year have been received—resulting in a lag time of approximately 2 years—FMD’s internal rate adjustments can be achieved in the same calendar year.  Such an adjustment method could be a benefit to direct service customer agencies in periods of financial distress.  If, for example, a direct service customer agency significantly reduces the square footage occupied by the agency mid-year, perhaps in response to financial constraints, a reduction in the internal service rates for building services operations and maintenance could allow the direct service customer agency to redirect those funds to the provision of direct services.  It should be noted, however, that while a mid-year adjustment that reduces the internal service rate of a customer agency could result in increased resources for the customer agency, it would also result in a shortfall in FMD’s budgeted revenues for the year. [8:  Adjustments are made in accordance with policies contained in section 2 of the 2013 King County Real Property Asset Management Plan, Volume II, as adopted by the Council on July 7, 2014, in Ordinance 17839. ] 


The transmitted report also analyzed operations and maintenance revenues over the 10-year period required by the proviso (2003-2013) and looked at the year-over-year change in operations and maintenance rates for those years.  FMD’s operation and maintenance charges exceeded the 2 percent benchmark set forth in the proviso in 8 of the 10 years analyzed.  In addition, the operations and maintenance charges increased a total of 70.77 percent for the 10-year period, far exceeding the 20 percent benchmark set forth in the proviso.  Operations and maintenance rates decreased year-over-year in 2010 and 2011, likely as a result of the recession and corresponding reduction in county revenues.

The Executive notes that FMD’s operations and maintenance rates increased during the 10-year period analyzed in the transmitted report at least in part as a result of the costs associated with opening three new facilities and mothballing one facility.  The transmitted report also notes that “there was likely a shift in the total square footage of leased space occupied” during the 10-year analysis period.  The internal service fund for FMD only includes space maintained by FMD.  The cost of leased space is accounted for in a separate fund—the Long-Term Lease Fund.  The Executive suggests that with the opening of 3 new county-owned buildings in the past decade, the amount of space leased by the county likely decreased.

As an additional analytical tool, the transmitted report looked at total operations and maintenance charges and total square footage maintained by FMD for 2008 through 2013.  For the entire period, the total amount of square footage maintained by FMD decreased from 2,811,791 square feet in 2008 (at a cost of $12.64 per square foot) to 2,636,151 square feet in 2013 (at a cost of $13.85 per square foot).  The transmitted report notes that between 2008 and 2013, a concerted effort was made to co-locate functions and positions on a countywide basis to free up contiguous space.  The decrease in overall square footage maintained by FMD in that period suggests that the consolidation efforts were successful but had the unintended consequence of putting pressure on the operations and maintenance charge rates as those costs were spread over a smaller base.  

If the Council requests an update of FMD’s internal service rate setting methodology, the Council may wish to require analysis of the factors driving the increase in the division’s overall operations and maintenance costs.  Such an analysis may be useful in identifying key factors contributing to the growth in those costs and any measures that may be taken to reduce or stabilize those costs.  The Council may also want to request additional information on capital planning, printing services, and major projects and strategic initiatives fees.  It was noted in the transmitted report that FMD is not consistently recovering the full indirect and direct costs of providing those services, but the transmitted report did not examine those three lines of business in further depth. 



Public Health Department

The transmitted report includes the required analysis of central rates and departmental overhead for the Public Health department for the years 2002 through 2013.  According to the Executive’s analysis, both central rates and departmental overhead have remained fairly constant over that period.  

As discussed earlier in this staff report, central rates—or internal service rates—are the rates agencies pay other county agencies for services.  Public Health, as a customer agency, pays central rates to King County for services such as facilities and the Prosecuting Attorney’s Office.  Central rates[footnoteRef:9] charged to Public Health ranged from a low in 2011 of 2.7 percent of the Public Health’s direct service costs (all department expenditures excluding overhead) to a high in 2003 of 3.9 percent of Public Health’s direct service costs.  Averaged over the 10-year period, central rates accounted for approximately 3.5 percent of Public Health’s direct service costs.  Public Health allocates the central rates across the department, spreading the costs within the department’s appropriation units using salary and wages.  [9:  The central rates examined for 2002 through 2013 excluded information technology costs, as prior to the consolidation of information technology services in KCIT in 2013, information technology was provided by each department.  ] 


Public Health’s departmental overhead—all department costs that are not direct service provision costs—ranged from a high in 2003 and 2008 of 5.9 percent of direct service costs to a low in 2004 of 4.5 percent of direct service costs.  On average, Public Health’s annual departmental overhead equaled approximately 5.5 percent of direct service costs.

The transmitted report examined Public Health’s departmental overhead by breaking the overhead costs into 5 service categories: information technology, procurement and real estate, human resources and compliance, administration and planning, and financial services.  For each of the years 2002 through 2013, the transmitted report compared the total costs for these 5 service categories to the department’s direct service costs.  All 5 service categories were fairly stable throughout the 10-year analysis period.  In 2013, the information technology category accounted for the largest percentage of direct costs, at 2.4 percent, while the procurement and real estate category accounted for the smallest percentage of direct costs in 2013, at 0.55 percent.  

The consolidation of information technology services into one countywide provider—KCIT—will eliminate the largest source of departmental overhead for Public Health in future years.  However, since central rates will now include information technology, central rates will almost certainly increase for Public Health beginning in 2014.  

If the Council requires an updated of the transmitted report, the Council may wish to require analysis of Public Health’s central rate costs, particularly in light of the changes internal services agencies, such as KCIT, have made to allow customer agencies to control costs through reduced demand. 



NEXT STEPS:

The Council may wish to consider requiring an update to the transmitted report on an annual basis or on a biennial basis, to coincide with the development of the budget.  Alternatively, the Council may wish to require the Executive to prepare a similar report for a different set of indirect service divisions and direct service agencies.  Or, the Council may wish to develop a process by which all divisions and departments provide information and analysis on indirect costs and departmental overhead as part of the biennial budget development process.

REASONABLENESS:

The report on administrative and department costs for the Public Health department and overhead and central rate charges for FBOD, KCIT, and FMD submitted by the Executive appears to meet the criteria set forth in the 2014 Annual Budget Ordinance, Ordinance 17695, Section 18, Proviso P2, as amended.  Analysis and data required by the proviso was provided.

Adoption of Proposed Motion 2014-0250 appears to be a reasonable action by the committee.

INVITED:
1. Dwight Dively, Director, Office of Performance, Strategy and Budget
2. Helene Ellickson, Budget Manager, Office of Performance, Strategy  and Budget


ATTACHMENTS:
1. Proposed Motion 2014-0250 with Attachments
2. Executive’s Transmittal Letter
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