2004 Executive Proposed Budget Internal Service Fund Report

This report is in response to Council Motion 11775, which requests that the Executive provide as part of the 2004 Proposed Budget submission an inventory and explanation of the strategies that were used to reduce Internal Service Fund (ISF) charges, along with data documenting each internal service fund.  The impetus for this response originates from a 2003 proviso in which the Office of Management and Budget was asked to detail plans for addressing the decline in Current Expense (CX) revenues by reducing Internal Service Fund charges to County agencies.   

The Current Expense Fund continues to face substantial deficits for the foreseeable future as the County’s revenues fail to keep pace with the normal growth of expenditures. It is incumbent on all agencies to continue to seek different and more efficient ways of doing business, to challenge the status quo, and to make difficult decisions about what services must be curtailed in the future. A concerted effort was made to hold down the cost of central services in the 2004 Executive Proposed Budget which will continue in future years. Strategies employed by the Internal Service agencies include: reductions in administrative and direct service costs; realignment of current budgeted resources; rebate of accumulated fund balance; and prudent investments in technology and operating initiatives that will strengthen current business practices and improve efficiency.
Distinction Among Internal Service Funds

There are important distinctions between the various internal rates charged within the county that have implications when considering their effect on county overhead costs.  For example, the budgetary impact of internal service rates such as insurance, retirement, health insurance and workers compensation are largely dependent on outside market forces beyond the county’s control.  In addition, it is important to recognize the degree to which each internal service fund’s revenue results from charges to CX agencies.  Internal Service Funds that have smaller proportions of CX charges make restricting expenditures as a whole in those funds an ill-advised strategy for reducing CX rates.  While reducing overall charges to non-CX agencies is desirable, often times these agencies are demanding increased services, which in turn cause total expenditures to rise in the agencies providing overhead services.       

Table 1 - CX Fund Charges as a Percentage of Total Revenue
	Technology Services
	34.6%



	Motor Pool
	59.7%



	Facilities
	42.6%



	Risk
	27.0%



	Finance
	23.0%




Rate Caps and Target Reductions

Rate targets for Internal Service Fund charges were set based on an evaluation of the agencies’ adopted financial plans, preliminary 2002 year-end fund balances, and projected status quo growth. The rate targets were established to provide a context for Internal Service Fund agencies in developing their 2004 budgets, and were factored into the proposed status quo balancing of the Current Expense Fund. In addition, some Internal Service Fund agencies were given specific nominal target reductions. 

As a result of these strategies, increases in central rate charges to all county agencies were held to 2.9% from 2003 adopted levels
. Moreover, it is anticipated that proposed investments in technology and operating initiatives will strengthen current business practices and improve efficiency, and will translate into reduced central rate charges or avoided costs in the future.

Rate Transparency
In order to increase the understanding and transparency about the methodology of Internal Service Fund charges, Finance facilitated a presentation to County finance managers in early 2003. The better level of understanding about the cost drivers for rates has allowed user agencies to make proactive changes that result in reductions in internal service fund charges, and savings for the County.  The forum for central rate agencies will be continued in 2004.

Fund Balance Policies
Current and projected fund balances for Internal Service Funds were evaluated in alignment with the County’s adopted financial policies for non-current expense funds outlined in Motion 5888.  For internal service funds the most relevant elements are: cash flow requirements to support operating expenses; relative rate stability from year-to year; and susceptibility to emergency or unanticipated expenditures.  Assessment of fund balance adequacy was aided by the documented equipment replacement plans that were completed by several ISF agencies during 2003.  The equipment replacement plans provide a measured funding schedule to support the establishment of a fund balance reserve for the replacement of capital assets.

2004 Internal Service Fund Budgets

The following section provides a more detailed discussion and analysis of the several Internal Service Fund agencies that represent material charges to County agencies. First, tables are presented that document the growth in rates charged to County agencies. The tables document rates charged to CX fund agencies, Non CX fund agencies and all County funds combined.  The second section provides a discussion on each Internal Service Fund’s 2004 Proposed Budget.

Table 2 – Charges to Current Expense (CX) Agencies

	Agency
	03 Adopted
	04 CX Rate Cap
	04 Executive Proposed
	Actual % change

	Finance
	5,535,630


	2.5%


	5,849,527


	5.7%



	Facilities
	12,643,492


	10.3%


	14,502,209


	14.7%



	Risk Management
	6,626,868


	Status   quo
	6,284,256


	-5.2%



	ITS O&M
	3,959,575


	3%
	4,162,181


	5.1%



	ITS Infrastructure
	3,529,947


	8%
	3,845,435


	8.9%



	Motor Pool
	5,913,257


	N/A
	4,918,562


	-16.8%




Table 3 – Charges to Non CX Agencies

	Agency
	03 Adopted
	04 Executive Proposed
	% change

	Finance
	15,221,005


	16,200,474


	6.4%



	Facilities
	8,294,333


	9,265,010


	11.7%



	Risk Management
	13,989,458


	15,393,049


	10.0%



	ITS O&M
	5,090,925


	5,110,889


	0.4%



	ITS Infrastructure
	7,238,746


	7,768,874


	7.3%



	Motor Pool
	1,656,508


	2,638,784


	59.3%




Table 4 – Charges to All Funds

	Agency
	03 Adopted
	04 Executive Proposed
	Actual % change

	Finance
	      20,756,635 


	       22,050,001 


	6.2%



	Facilities
	      20,937,825 


	       23,767,219 


	13.5%



	Risk Management
	      20,616,326 


	       21,677,305 


	5.1%



	ITS O&M
	        9,050,500 


	         9,273,070 


	2.5%



	ITS Infrastructure
	      10,768,693 


	       11,614,309 


	7.9%



	Motor Pool
	        7,569,765 


	         7,557,346 


	-0.2%




ITS Technology Services

2004 Normal Growth (PSQ) -- $23,637,558 (3.3% over 2003 Adopted)
2004 Expenditures (Executive Proposed) -- $23,651,628 (3.4% over 2003 Adopted)

The ITS Technology Services Internal Service Fund charges county agencies for services related to ITS infrastructure and ITS operations & maintenance.   For 2004, rate ceilings were established for ITS Technology Services.  In addition, the department has implemented a $84,900 target reduction.  

The ITS infrastructure charge is based on the number of FTE's in a department. For the 2004 budget ITS has met the established rate target by maintaining rate growth at 7.9%.  Of this increase 5% is attributable to providing adequate funding for the IT enterprise infrastructure equipment replacement reserve. 

The ITS O&M charge is an hourly rate based on the expected number of hours needed by a department as documented in a service level agreement.  The department’s budget for 2004 has met this cap by maintaining rate growth at 2.5%.

The 2004 proposed budget for ITS achieves the rate caps and target reduction by implementing program reductions in non-core services of $219,021 and reduction of 3.50 FTEs. The department has eliminated a contract specialist by absorbing the responsibilities within existing resources, and has eliminated data entry positions in response to decreased demand.  In addition, the proposed budget includes two technology initiatives to improve efficiency in subsequent years. During 2004 ITS will upgrade an aging mainframe system and implement an asset management system to support enterprise equipment replacement. 

During 2003 ITS completed documentation of the enterprise equipment replacement plan, which substantiates the equipment replacement reserve included in the department financial plan. The ending undesignated fund balance for technology services increased by $224,773 from estimated 2003 to proposed 2004.  This results from establishing a new methodology for funding equipment replacement reserves.  Technology Service’s target undesignated fund balance is 3% of operating expenditures.
Facilities Management Division (FMD)

2004 Normal Growth (PSQ) -- $34,694,550 (3.7% over 2003 Adopted)
2004 Expenditures (Executive Proposed) -- $$34,331,738 (2.6% over 2003 Adopted)

Facilities Management Division (FMD) charges for the operations and maintenance (O&M) costs of County General Government buildings operated by the Division. The charges are assessed on a per square foot basis, and each building has a unique rate. For 2004, a rate ceiling increase of 10.3% over the 2003 adopted amount was established for FMD. In addition, the department was required to implement a $190,000 target reduction.

Included in the FMD Internal Service Fund rate increase is the impact of normal salary and operating cost increases, an adjustment for 2003 rebates of $864,000 to CX agencies and of $541,291 to non-CX/private agencies, and a 5% increase in utilities costs. FMD achieved the rate cap and target under expenditure set for the department by drawing down accumulated fund balance, realigning current resources and reductions of $488,346 and .5 FTEs. The Division has worked cooperatively with the Department of Adult and Juvenile Detention to achieve current expense fund cost savings of $150,000 stemming from the closure of the West Wing of the County correctional facility.

FMD has realigned current resources to implement the organizational structure and business practices outlined in their 2003 division report.  During 2004 the department will implement work order and maintenance management systems that will aid in identifying operating costs and provide a basis for the effective management of resources to respond to changes in demand for services.  

In addition to the 10.3% rate increase cap established for FMD rates, increases in the charges were necessary to reflect the full year impact of the new regional emergency operations building and the shift of costs of six security positions to the rate model. These costs were not included in the established rate cap for FMD, and account for the actual increase in CX rates of 14.7%.

The 2004 FMD fund balance is projected to improve from the estimated 2003 ending balance of $240,452, to $472,619.  This represents less than two percent of operating expenditures, and includes no designated reserves.  Additional study is planned to determine an appropriate level of fund balance for the Facilities Internal Service Fund, given the volatility and uncertainty of utility rates and other fund characteristics.  
Motor Pool

2004 Normal Growth (PSQ) -- 10,064,043 (14.6% under 2003 Adopted) 
2004 Expenditures (Executive Proposed) -- 9,099,399 (22.8% under 2003 Adopted)

Operation and Maintenance charges account for approximately 50% of revenues to the Motor Fund.  Operation and Maintenance charges for 2004 are based on 2002 actual use.  Rates charged by the county Motor Pool Fund were not subject to rate caps for the 2004 Proposed Budget. However, Motor Pool rates decreased by 0.2% between 2003 Adopted and 2004 Proposed.  Capital replacement expenditures decreased by $933,382 from 2003 as a result of extending the capital replacement schedule.  In addition, Motor Pool worked cooperatively with the Sheriff’s office to reduce charges for fuel costs by increasing their use of county owned fueling facilities resulting in projected savings of $64,813.  The Motor Pool fund maintains a target fund balance of 16% in 2004, which is consistent with a policy of maintaining reserves at 10-20% of the total fleet replacement.
Finance

2004 Normal Growth (PSQ) – $25,813,328 (3.5% over 2003 Adopted)
2004 Expenditures (Executive Proposed) – $27,562,563 (10.5% over 2003 Adopted)

Financial services cover a broad array of activities including accounts payable, accounts receivable, payroll processing, benefits and retirement services, financial system operations, financial reporting, procurement, treasury functions, and contracts, and construction support. The Treasury Division recovers its costs from the Current Expense Fund and other County funds that levy property taxes.  

For the 2004 Executive Proposed Budget, Finance was asked to maintain a 2.5% rate cap for CX agencies, in addition to a target CX reduction of $131,194.  Finance met these caps and reductions by implementing reductions in non-core services, realigning current resources, as well as a drawing down fund balance to fund one-time expenditures.

The Division has worked cooperatively with District Court to achieve current expense fund cost savings of $159,682
 stemming from the transfer of collection responsibilities.

In 2004 Finance will implement initiatives to ensure payroll systems business continuity, standardization of payroll business practices countywide, and strengthening of the data integrity in the existing county payroll systems.

Finance is funding expenditures not covered by central rates using a variety of sources: other revenue; rebates, and reduction of fund balance. During 2003 Finance completed documentation of the Finance Division equipment replacement plan, which substantiates the equipment replacement reserve included in the department financial plan.  For the 2004 Proposed Budget, Finance’s undesignated fund balance is equal to its target fund balance.  Included in the designated fund balance are reserves for equipment repair and replacement and a rate stabilization reserve.  The rate stabilization reserve provides for stability over the subsequent two years, using accumulated fund balance to prevent rate spikes and large increases. Finance’s target undesignated fund balance is set at 3% of expenditures.  The target fund balance has been met in the 2004 Proposed Budget.

Risk Management

2004 Normal Growth (PSQ) – $26,575,280 (10.2% over 2003 Adopted)
2004 Expenditures (Executive Proposed) – $26,042,896 (8.0% over 2003 Adopted)

Risk Management handles tort losses brought against the County.  The cost of insurance services, premiums on insurance policies, program overhead and claims costs are billed back to all agencies that have incurred losses of $250,000 or more over the past ten years.  The rates are based on actuarially projected losses which are based on incurred claims for the particular agency.  During the annual budget process, Risk Management provides each affected agency with summarized allocation schedules that describe the allocation methodology and document the proposed insurance charges. During 2004 Risk Management will continue the proactive loss control program to assist county agencies to identify, control and minimize loss exposures.  

For the 2004 Executive Proposed budget, Risk Management was asked to maintain rates at status quo for CX agencies and achieve additional savings of $13,865.  Risk achieved the target rate cap and reduction target by eliminating a portion of the administrative and contract review support.  This was achieved in spite of dramatic increases in property and  excess liability insurance policy premiums.  The increases were largely offset by a reduction in projected losses for incurred claims.

Risk Management rates charged to non-CX increased by 10%.  A large portion of this aggregate rate increase was due to the much higher than anticipated excess insurance premium for the Safety and Claims fund, as well as the move of Parks from CX to non-CX.
Risk Management’s financial plan is divided into two sections – regular program funding losses limited to $1 million per occurrence and a catastrophic loss program, funding losses greater than $1 million per occurrence.  Risk Management's regular program for losses limited to $1 million is currently projected to reduce the fund balance to zero by 2006 while maintaining an ending fund balance of $15 million for the catastrophic loss fund balance per Risk Management Committee funding requirements. Drawing down the fund balance for Risk Management may entail significant rate increases in subsequent years as rate increases have been mitigated by the use of fund balance.
� This calculation excludes COLA, merit, health and retirement benefits and one-time finance payroll projects and OIRM tech projects.


� The numbers presented in this report are calculated from operating budget charges as recorded in the budget system Essbase.  CIP charges and internal service fund rebates are excluded.


� Includes one-time expenditures covered by 2004 Proposed Rebate.  If one-time expenditures ($340,447) and transfer of benefit operations from Employee Benefits to Finance ($95,910 CX impact) are removed there is a decrease in CX rates of 2.2%.


� Includes annualization of Regional Center for Emergency Command Control operations ($232,301) and the impact of six security guards ($325,593).  If these impacts are excluded the percentage is 10.3%.


� Rate was met if the impact of removing parks from the CX fund and adding Jail Health to the CX fund are accounted for.


� Rate was met if the impact of removing parks from the CX fund and adding Jail Health to the CX fund are accounted for.





� Includes reduction in overhead costs that affected CX agencies other than District Court.
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