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2001-2002 ANNUAL REPORT

The Annual Report is established by the City Charter as the City Manager's vehicle for ‘

summarizing and analyzing the financial performance of the City for the preceding fiscal
year. The mandated elements of the report include the following:

e A description of revenues received and expenditures incurred in the prior
fiscal year, and an explanation concerning material differences between
these amounts and the amounts budgeted.

e The amount of the financial reserves of the City.
e All other information which, in the opinion of the City Manager, is
necessary to provide an accurate and complete picture of the fiscal status

and condition of the City.

The financial information used in this report represents final, audited 2001-2002 year-end
closing figures as of June 30, 2002.
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CITY OF M

’ SAN JOSE . Office of the City Manager

CAPITAL OF SILICON VALLEY

September 30, 2002

HONORABLE MAYOR AND CITY COUNCIL:

In accordance with Section 701(F) of the San José City Charter, I hereby transmit to you a report
describing the financial status of the City as of the end of the 2001-2002 fiscal year. As
specified in the City Charter, the primary focus of the City Manager’s Annual Report is a
comparison of actual revenue collections and expenditures to projections included in the City’s
budget.

The Annual Report document is organized into the following sections: Letter of Transmittal,
General Fund Performance, and Other Fund Performance. It also includes a large number of
recommended actions revising both the 2002-2003 Adopted Operating and Capital budgets.
These actions generally fall into three categories: the rebudgeting of prior year funds for projects
not completed; the reconciliation of budgeted Beginning Fund Balance amounts in various funds,
including the General Fund, with the actual results; and actions to revise budgets to reflect more
up to date information.

This Letter of Transmittal is organized to provide the following information: an overview of the
2001-2002 General Fund financial performance; an analysis of the potential impact of that
performance on the current year budget, including recommendations for revisions to the 2002-
2003 Adopted Budget; and a discussion of the financial status of selected other City funds.

RECOMMENDATION

It is recommended that the City Council approve the following:

e Appropriation Ordinance and Funding Sources Resolution amendments in various funds as
detailed in Section III, Appropriation/Clean-Up Adjustment Actions, of this report.

e Adoption of a resolution making certain determinations regarding the expenditure of
Redevelopment Agency funds on certain public improvements (as detailed in the Appendix of
this report).
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OVERVIEW

The 2001-2002 fiscal year was clearly the most fiscally challenging year faced by the City in a
decade. One year after recording record revenue collections, not only did the previously
booming economy of the valley fall abruptly, as the year began, into its most serious recession in
20 years, but the economic downturn was compounded by the events of September 11 which
created additional unforeseen fiscal challenges. The impact on those City revenues that are
traditionally driven up or down depending on the health of the economy was severe. Some of
our most important revenue sources plunged during the year: Sales Tax, Development-related
fees and taxes, and business driven taxes such as telephone utility taxes and Commercial Solid
Waste fees all fell well below prior year levels. While the severity of the economic downturn
was unknowable, its approach was foreseen, and through conservative budgeting, the City was
able to be fairly well prepared. But coming immediately on top of the expected impacts of a
down economy, the September 11 events helped push our economy into a deeper slowdown than
anticipated, and impacted areas of our budget that had not been anticipated.
This was most apparent in areas impacted by the collapse of the travel industry such as the
Airport, and in hotel occupancy as reflected through collections of Transient Occupancy Taxes.

The positive news contained in this report, in which we should take much pride, is that despite a
much worse than anticipated fiscal environment, we ended the year in sound financial condition.
Thanks to prudent revenue estimating and sound fiscal policymaking, we were able to avoid
significant mid-year budget reductions, and the General Fund ended the year with a surplus that
exceeded that budgeted by over $28 million. Unfortunately, as will be explained below, more
than half this must be carried forward to complete unfinished prior year projects and the rest is
required to offset declining revenue projections. Most of the $28 million resulted from savings
accrued in the expenditure budget, but even in a year of plummeting revenues, we ended the year
above the budgeted revenue level ($2.2 million). Revenue collections in the General Fund came
in within 0.3% of the budgeted estimate —a remarkable performance. All other City funds also
ended the year in the black, and with the exception of the Transient Occupancy Tax Fund, close
enough to the budgeted estimates to not require corrective action. We weathered a very tough
year remarkably well.

Unfortunately, an analysis of year-ending revenue reports reveals bad news for the 2002-2003
Adopted General Fund Budget. As discussed in more detail later in this report, we have
concluded that several of the revenue estimates included in the Adopted Budget, most
prominently the Sales Tax estimate are too high and need to be adjusted downward. In addition,
recent State budget actions will cost us approximately $1 million. Contained in this report,
therefore, are recommendations to use all of the surplus General Fund fund balance monies left
after rebudgeting and clean-up actions ($13.7 million), and a portion of additional revenue that
we now know will be available from the sale of surplus property to re-balance the General Fund
budget. The remainder of the sale of surplus property ($10.9 million), per Council policy, is then
recommended to be placed in reserve to help close what we know is going to be a very large
shortfall facing us in 2003-2004. Decisive action in the face of deteriorating fiscal conditions is
what has kept us from falling into the kind of crisis situation that other public agencies have
faced recently. It is crucial that we continue to act prudently and quickly in response to changing
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OVERVIEW (CONT’D.)

conditions. We believe the information contained in this report is compelling in creating the case
for the early adoption of the revisions recommended. A more detailed description of the results
of last year constitutes the remainder of this transmittal letter.

2001-2002 GENERAL FUND PERFORMANCE OVERVIEW

An analysis of 2001-2002 year-end financial performance indicates that the City generally ended
the year close to what was projected and within budget.

General Fund revenue collections were very slightly ($2.2 million) above the estimate used to
develop the 2002-2003 budget. Through the use of the Cost Management Plan process
implemented during 2001-2002, as intended, departmental expenditures ended the year well
below the budgeted level (3.6% or $20.4 million). As a result of this performance, the 2001-
2002 General Fund Ending Fund Balance of $190.7 million was approximately $28.5 million
above the Beginning Fund Balance level approved as part of the 2002-2003 Adopted Budget.

Table 1 (below) describes the four principal components of the $28.5 million fund balance
surplus. The surplus amount was composed of a lower beginning fund balance (down $1.3
million), $0.564 million in higher than anticipated liquidation of carryover encumbrances, $2.2
million in excess revenue collections and $27.1 million in additional expenditures/transfers
savings. Close to half of this surplus is recommended to be rebudgeted to complete projects or
clean-up problems discovered since the approval of the budget. Those items are discussed in
more detail later in this transmittal. As discussed above, the entire amount remaining after these
rebudgets are funded ($13.7) is recommended to be used to offset revenue estimate reductions
necessary to re-balance the General Fund budget.
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2001-2002 GENERAL FUND PERFORMANCE OVERVIEW (CONT’D.)

Table 1
Results of Operations in the General Fund
For the Year Ended June 30, 2002

($000°s)
3
1 2 Budgetary 4 5
Revised Year-end Basis Variance Variance
Sources Budget Estimate Actual 1to3 2t03
Beginning _
Fund Balance 248,117 248,117 246,756 (1,361) (1,361)
Liquidation of Carry-
over Encumbrances - 2,000 2,564 2,564 © 564
Revenue 658,472 658,472 660,676 2,204 2,204
Totals 906,589 908,589 909,996 3,407 1,407
Uses
Expenditures 786,544 733,076 706,813 79,731 26,263
Transfers 12,605 12,605 12,512 93 93
Reserves 107,440 713 - 107,440 713
Totals 906,589 746,394 719,325 187,264 27,069
Available Ending
Fund Balance - 162,195 190,671 190,671 28,476

Table 2 below compares the City’s financial performance in 2001-2002, as discussed in Table I
on the previous page, with the financial performance of the prior year (2000-2001).

Table 2
General Fund
Comparison of Year-End Actuals With Prior Year
($ in millions)

2000-2001 2001-2002 Change % Change
Sources
Beginning Fund Balance 197.4 249.3 519 26.3%
Revenue ) 662.5 660.7 (1.8) 0.3%)
Total Source 859.9 910.0 50.1 5.8%
Uses
Expenditures 635.7 706.8 71.1 11.2%
Transfers _ 9.9 12.5 2.6 26.3%
Total Use 645.6 719.3 73.7 11.4%
Available Ending

Fund Balance 214.3 190.7 (23.6) (11.0%)
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2001-2002 GENERAL FUND PERFORMANCE OVERVIEW (CONT’D.)

As shown in Table 2, 2001-2002 General Fund revenues of $660.7 million actually represented a
slight decline (-0.3% or -$1.8 million) from the prior year’s record collection level. This is the
first actual one year dip in General Fund revenue collections experienced in a decade.

The level of decline from the prior year was due to the combined performance of General Fund
Revenue categories. Significant reductions in several categories: Sales Tax (down 18.4%);
Transient Occupancy Tax (down 37.6%); Use of Money and Property (down 15.2%); Utility Tax
(down 0.8%); Licenses and Permits (down 12.6%); were only partially offset by increases in
other categories: Property Tax (up 9.4%); Franchise Fees (up 18.0%); Fines, Forfeitures, and
Penalties (up 1.8%); Revenue from Local Agencies (up 23.3%); Revenue from the State of
California (up 3.7%); Revenue from the Federal Government (up 39.1%); Departmental Charges
(up 2.3%); Other Revenue (up 57.0%); and Transfers and Reimbursements (up 16.8%).

In contrast, General Fund expenditures of $719.3 million grew significantly, by 11.4% ($73.7
million), from the prior year expenditure level of $645.6. This growth was primarily driven by
higher expenditures in Personal Services and Capital Contributions. Approximately 44.0% of
the expenditure growth ($32.4 million) represented higher personal services expenditures,
reflecting salary and benefit cost increases. An increase in Capital Contributions accounted for
434% ($32.0 million). Remaining growth increases were spread among the Non-
Personal/Equipment, City-Wide Expenses, and Transfers categories.

Although the year ended with fund balance higher than budgeted, it should also be noted that in
2001-2002, the City, as planned, maintained a balanced budget in the General Fund in part by
utilizing a portion of it’s accumulated fund balance. As a result, compared to the Available

Ending Fund Balance of 2000-2001 ($214.3 million), the City’s 2001-2002 year end Available
Ending Fund Balance ($190.7 million) was down by $23.6 million. As seen in the chart below,
this was the first net annual decrease in the size of the General Fund’s ending fund balance in
eight years, and only the second year to year decrease in a decade.

General Fund
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