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CITY OF
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January 31,2003

HONORABLE MAYOR AND CITY COUNCIL:

Transmitted herein is the Mid-Year Operating and Capital Budget Review Report for Fiscal Year
2002-2003. This report is scheduled to be reviewed by Council at the February 11, 2003 City
Council meeting.

The Budget is the City's annual financial plan predicated on the best information available at the
time it is prepared. As with any budget, changing conditions create the need to modify the
original plan. Through its budget policies, the Council designates mid-year as the appropriate
time to perform a comprehensive review of the current fiscal year's budget, and the Mid-Year
Budget Review as the appropriate vehicle for consideration of any revisions to the budget. As
the City Council is well aware, there have been significant changes to the City's revenue picture
over the last six months, and this Mid-Year Report addresses those changes.

This Mid-Year Budget Review report, although concentrating heavily on the status of the
General Fund, also identifies and discusses those other City funds with significant expenditure
and/or revenue variances through December 2002. The report also includes discussions of the
financial status of each Capital Program. The report includes the following separate sections:

OPERATING BUDGET REVIEW

• A review by revenue category of the mid-year collection status of General Fund revenues.

• A review of the mid-year status of General Fund expenditures, including a discussion of the
departments or City-wide appropriations with significant variances, and documentation on
the changes to the Contingency Reserve through December 2002.

• A review of the mid-year status of revenue collections and expenditures for selected special
funds that have significant variances.

• Recommendations for mid-year appropriation and revenue estimate revisions in a number of
funds, including the General Fund.

• Adjustments to the appropriation ordinance and funding sources resolution in a number of
funds to provide technical adjustments and/or transfer funding between expenditure
categories.
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CAPITAL BUDGET REVIEW

• A review of the financial status of each Capital Program.

• Recommendations for various revenue and expenditure adjustments.

OTHER ITEMS

• Council referrals.

• Financial statements for all budgeted City fund groups for the first six months of the year, as
prepared by the City's Finance Department.

The City and the Economic Environment

As has been described in the past few months through Monthly Financial Reports (MFRs), the
depth and breadth of the local economic downturn has taken a major toll on City revenue
collections. In the most recent example of how significant the impact has been, last quarter's
Sales Tax receipts (reflecting July through September economic activity) were down 9.6% from a
prior year quarter that was itself down by 19.8% from the 2000-2001 level. This was the sixth
consecutive down quarter, following a ten year period where no quarterly Sales Tax total ever
was down from its prior year equivalent. All of our other economically sensitive revenue sources
also continue to experience significant drops: Transient Occupancy Tax (TOT), Construction
Excise Tax, Building and Structure Tax, Airport revenues, Commercial Solid Waste related fees
and taxes, and various development-related, cost-recovery fees. Conditions and collections
continue to worsen, and it is still an open question whether we have seen the worst of this
downturn, or how just how much further away the bottom may be.

Just as the City benefitted greatly from the long stretch of strong local economic performance in
the 1990s, we are now suffering the results of a Silicon Valley recession which is the worst in
decades, and much more severe than almost anywhere else in the rest of the State or nation.
Locally, the unemployment rate as well as the number of wage and salary jobs remain the
strongest indicators of the weakness of the local economy. While the December Santa Clara
County unemployment rate of 7.5% was down slightly from November's revised rate of 8.0%, it
was still well above both the State and national rates (6.3% and 5.7%, respectively) and above
the rate of one year ago (6.3%). It is also worth noting just how far the rate has risen in two
years: Santa Clara County's unemployment rate in December 2000 was 1.3%.
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San Jose Metropolitan Statistical Area
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Data on the number of jobs in the area continues to be equally discouraging. Generally,
unemployment rates are good indicators of the situation for those that choose to remain in Silicon
Valley, however, the number of jobs better reflects net employment loss. The total number of
wage and salary jobs in the County for December was estimated at 954,200 (down by 2,600 from
the revised November level of 956,800). This loss continues a steady downward trend that
started in June 2001. Estimates for the total of lost jobs during the downturn are in the 34,000
range.

San Jose Metropolitan Statistical Area
(Santa Clara County)

Total Wage and Salary Jobs Comparison

1,080,000
1,060,000
1,040,000
1,020,000
1,000,000

980,000
960,000
940,000
920,000
900,000

Jul Aug Sept Oct Nov Dec Jan Feb Mar Apr May Jun

•San Jose 00-01 •San Jose 01-02 •San Jose 02-03



HONORABLE MAYOR AND COUNCIL
January 31,2003
Subject: Mid-Year Budget Review

(CONT'D.)

The City and the Economic Environment (Cont'd.)

In summary, not only is there no sign of a local economic recovery anytime soon, it is not even
clear that the worst of the downturn has been reached. Locally most of the City's primary
business sectors are still reporting stagnant revenues, construction activity continues to be down
significantly from the levels of the last several years, and traffic through the Airport and into
local hotels and convention facilities shows no real sign of increasing significantly. Nationally as
well, weak economic signs abound. The December 2002 retail sales activity was viewed as the
worst performance in 30 years. The Stock Market continues to struggle, the Conference Board's
Consumer Confidence Index dropped this month, and the report released this week on the most
recent quarterly economic performance showed a significant drop-off from the prior several
quarters (to an anemic 0.7%). It appears that the ever-stronger threat of war is impacting both
consumers' and business' short-term economic outlook, slowing spending across the board.

It is clear that, at least for the remainder of this year, and all of next fiscal year, the City needs to
base its fiscal planning on an assumption of a continuation of current economic conditions, and a
continuation of weak revenue collections.

The City and the State Budget Crisis

Adding to this dismal picture, on Friday, January 10, the Governor released his Proposed Budget
for the 2003-2004 fiscal year. Facing the prospect of an approximate $35.0 billion shortfall over
the next 18 months, the Governor's proposed budget contains a mixture of proposals, some
which would take effect immediately and some intended to go into effect next year.
Unfortunately, this budget contains proposals that would be devastating for the City of San Jose,
resulting in a cumulative estimated $57.2 million reduction in the City's General Fund, and
effectively ending the Redevelopment Agency's ability to issue debt.

Validating our long-standing worst fears, and in direct contradiction to previous promises not to
balance the State's budget on the backs of local government, the Governor has proposed to
completely eliminate the State backfill of Vehicle License Fees beginning in February. That one
action alone would reduce City revenues by an estimated $17.7 million in the current fiscal year,
and $36.1 million next year and annually thereafter. In addition, the budget contains proposals
that would cut State Library Funds by $413,000, eliminate the Jail Booking Fee Reimbursement
($2.5 million), and suspend indefinitely Proposition 42 Street Maintenance funding ($2.0 million
annually). These actions taken together would cost the City General Fund approximately $18.1
million this fiscal year and approximately $39.1 million in 2003-2004, for a cumulative impact of
$57.2 million. Added to the previously projected shortfall in the General Fund for next year of
$63.0 million, the City now faces the prospect of having to close a $120.2 million funding gap.
Putting this amount into perspective, that gap is approximately 16.6% of the entire General Fund,
and 31.7% of the non-public safety General Fund budget.
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Strategy for Mid-Year Operating Budget Adjustments

In response to deteriorating economic conditions, actions to date by the City Council and
Administration have followed the conservative fiscal practice model that has served the City well
in the past. Downward revenue adjustments of $15.0 million to the Adopted General Fund
Budget were recommended and approved in October as part of the City Manager's 2001-2002
Annual Report.1 Three reserves (one of $10.9 million to address future deficits established
through the Annual Report, the Reserve for Economic Uncertainty of $15.7 million, and the
General Fund Contingency Reserve) were not utilized during the recent budget process and
remain intact. Finally, as reported in earlier MFRs, the Administration has maintained a hiring
freeze in place since November 2001, and implemented new cost/position management plans
which assigned departmental reduction savings targets for 2002-2003 totaling approximately
$8.7 million.

Given the latest revenue performance reports, and the Governor's Proposed Budget, we are now
faced with the clear need to take additional, and more drastic steps to protect our fiscal integrity.
A number of actions are proposed in this Mid-Year Budget Review. First, we are recommending
downward revisions to revenue estimates in the General Fund and a number of other funds
(Airport, Convention and Cultural Affairs, Transient Occupancy Tax (TOT), Construction Excise
Tax, Building and Structures Tax) to bring them into balance with the more recent and lower
revenue projections. Second, appropriation revisions recommended are being strictly limited to
those necessary to fix budgetary overruns or clean-up technical issues. Program augmentation
requests were not considered this year. In the General Fund, for example, significant
augmentations are needed to cover projected cost overruns in the Workers' Compensation
Claims and Sick Leave Payments Upon Retirement appropriations. Finally, actions to offset the
downward revenue adjustments are proposed. In the General Fund this includes reducing
departmental appropriations in the amounts mandated by the cost/position management plans;
and eliminating funding in the Police Department budget for unnecessary vehicle purchases (as
recommended by the City Auditor). Actions in the other funds reduce fund balances, cut
expenditure budgets, and reduce funding for recipients of the TOT Fund.

In addition to these actions, the Administration is considering a number of additional steps to
reduce both operating and capital expenditures. Recommendations regarding these additional
measures will be brought to City Council for discussion in the next several weeks, consistent
with the Mayor's proposals detailed in his Proposed Budget Strategy memo issued Friday,
January 31.

1 The downward adjustments were offset by higher than anticipated year-ending fund balance, and unanticipated
revenue that will be available from the sale of surplus property.
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Capital Program Overview

The Capital Improvement Program is made up of 16 separate capital programs that support the
various infrastructure needs of the City. Each program has its own sources of revenues, with
varying degrees of reliance on the economy. To a large extent, the programs that are dependent
on economically sensitive revenues continue to be negatively impacted by the prolonged
economic slowdown facing the City. The capital programs that rely on other revenue sources,
such as bond proceeds and user fees, have not experienced large variances.

The majority of the Traffic Capital Budget is supported by the two largest construction-related
taxes, the Building and Structure Construction Tax and the Construction Excise Tax. Over the
past 18 months, these taxes have experienced significant declines. The Building and Structure
Tax dropped 45% in 2001-2002 and has fallen an additional 13% in 2002-2003. The
Construction Excise Tax has performed slightly better, with a 28% drop in 2001-2002, followed
by a 9% drop through the first half of this fiscal year. Through December, however, almost 40%
of the collections for both of these taxes were received in August. Without this unusually strong
month, collections would be significantly lower this fiscal year.

With this County suffering the largest drop in construction activity in the State, and the surplus
capacity which has developed locally in commercial and industrial real estate, it is expected that
construction-related taxes will demonstrate continued weak performance for a number of quarters
to come. As a result, downward adjustments to the Construction Excise Tax and the Building and
Structure Construction Tax as well as the Municipal Water Major Facilities Fee and the
Residential Construction Tax are proposed in this report.

The Airport Capital Program has also been negatively impacted by the current economic
downturn as well as the post-September 11th declines in air travel. As a result, the Passenger
Facility Charge (PFC) revenues will also need to be adjusted downwards based on updated
passenger activity projections.

While virtually all of the economically sensitive revenues continue to experience declines, the
Construction and Conveyance (C & C) Tax that supports a number of the capital programs has
been a rare bright spot, having actually grown this year to date, and is clearly exceeding
expectations. In 2001-2002, C & C collections dropped 17% from the prior year level. In 2002-
2003, however, collections have increased 16% through the first half of the year. This positive
growth reflects the increase in real estate transfers that is responsible for nearly 97% of this tax
revenue.

Section n of this report provides a more detailed discussion of the financial status of each of the
capital programs.
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Revenues

General Fund revenues and transfers through December totaled $287.8 million, or 45.2% of
budgeted estimates. This amount was $11.6 million, or 4.2% more than the amount received last
year at this time. However, this apparent improvement is misleading. A portion of the increase
was actually the result of $2.9 million booked in error to the General Fund, an error which has
been reversed and booked appropriately to another fund in January 2003. The rest of the
apparent growth is actually only the early receipts of Secured Property Tax revenue received in
January last year. Adjusting for the error and the early Secured Property Tax payment, General
Fund revenue actually declined by 4.9% or $13.4 million during the first six months of the year.

Projections using current trends make clear that General Fund revenue estimates, even as
adjusted in October, are too high and need to be adjusted downward again. Even though the City
understood early that the local recession would outlast that of the State or nation, and that the
depth and severity of the recession would also challenge Silicon Valley's resilience, we clearly
underestimated the severity of the situation. As a result, in order to keep the General Fund in
balance for this fiscal year, $5.9 million of additional net downward adjustments are
recommended as a part of this report.

Expenditures

General Fund expenditures through December totaled $339.1 million. This is an increase of
$13.6 million, or 4.2%, from the December 2001 level of $325.5 million. Encumbrances totaling
$60.9 million were $3.6 million (6.3%) above the December 2001 level of $57.3 million.
Expenditures and encumbrances through December constitute 51.6% of the total 2002-2003
modified budgeted use of funds amount (excluding reserves) of $775.5 million. This expenditure
level is slightly higher than that experienced last year at this time (48.6%).

With the exception of the Employee Services Department, Fire Department, Parks, Recreation,
and Neighborhood Services Department, and the Workers' Compensation Claims, and Insurance
appropriations in City-Wide Expenses, cumulative departmental and non-departmental
expenditures are tracking well within approved budgeted levels through December. Discussion
of those appropriations with year-to-date significant variances may be found later in Section I,
"Discussion of Significant General Fund Variances".

General Fund Capital expenditures through December tracked at expected levels at 25.6%
expended, with an additional 32.2% encumbered. Though total committed funds represent over
50.0% of the budget, it is currently expected that a portion of these funds will not be fully
expended by year-end.
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As discussed above, in light of the City's financial circumstances, recommendations for
expenditure actions are strictly limited to those actions supported by additional revenue (e.g.,
grants), and/or those actions necessary to fulfill a Council direction or prevent a budget overrun.
In addition, as discussed above, a number of actions are being proposed to bring revenue
estimates into closer alignment with projected year-end outcomes. In the area of development
fee revenues, the Administration is recommending expenditure reductions or utilizing fee
reserves to offset the projected revenue shortfalls in those programs.

Recommended Actions

The General Fund appropriation and revenue estimate adjustments recommended in this report
are summarized in the chart below.

Proposed General Fund Adjustment Recommendations

Proposed Adjustments
- Revenue Estimate Adjustments (5,919,039)
- Mid-Year Augmentations/Reductions 7,637,250
- Grants/Reimbursements/Other Adjustments 3,435,524
- Development Fee Program (1,155,710)

Total Proposed Adjustments (11,276,475)

Proposed Offsetting Solutions
- Departmental Cost/Position Management Plan Saving (7,557,570)
- Reduced Police Vehicle Expenditure Requirements (1,163,195)
- Transfer of Vehicle Fund Balance 1,400,000
- Development Fee Program (1,155,710)

Total Proposed Offsetting Solutions (11,276,475)

As shown in the preceding chart, expenditure and revenue estimate adjustments proposed result
in a net negative impact to the General of $11.3 million. Offsetting solution actions of an equal
amount have also been proposed. The net change to the General Fund of the adoption of the
revenue and expenditure adjustments would be a net $2.4 million reduction in the total General
Fund budget.

The following is a brief description of the revenue adjustments, both upward and downward, that
are recommended:

Revenue Estimate Adjustments (-$5.9 million) - The revenue estimates adjustment reflect the
net result of decreases to the Sales Tax (-$3.3 million), Transient Occupancy Tax (-$938,000),
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