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CITY OF

SAN JOSE Office of thedty Manager
CAPITAL OF SILICON VALLEY

March 4, 2003

HONORABLE MAYOR AND CITY COUNCIL:

In compliance with City Charter Section 1204, provided herein is the 2003-2004 City Manager's
Budget Request, and 2004-2008 Five-Year Economic Forecast and Revenue Projections for the
General Fund and Capital Improvement Program.

Issuance of the City Manager's Budget Request and Forecast are key components of the City's
annual budget process, and are critical steps in the development of both the City's annual
Operating and Capital Budgets, and the Five-Year Capital Improvement Program (CIP).
Included in the City Manager's Budget Request are the budget balancing strategy and principles
that the Administration proposes to use in developing the 2003-2004 Proposed Budget. This
strategy is predicated on the current projections for expenditure requirements and available
revenue in the coming fiscal year. As these projections are an integral part of the
Administration's proposed approach to preparing next year's budget, this document also provides
a detailed discussion of the key economic, revenue, and expenditure assumptions used to project
the City's budgetary status in 2003-2004 and the subsequent four fiscal years.

The Administration recommends City Council review, approval, and/or amendment of the
proposed strategy be provided through the Mayor's March Budget Message review process.

2003-

As we are all aware, the 2003-2004 operating and capital budgets are being prepared in the face
of a local economic disruption of historic proportions. Consequently, as discussed later in this
message and in greater detail in this document, the General Fund shortfall for 2003-2004
projected in this document is the largest in the City's history. To make matters worse, we are
also threatened by proposed State budget actions that could almost double the size of that
shortfall. All of the General Fund's economically-sensitive revenues continue to suffer greatly,
including Sales Tax, Transient Occupancy Tax, Commercial Solid Waste Franchise Fee, and
development-related revenue sources. In addition, the construction-related taxes that fund much
of the Traffic Capital Improvement Program are still dropping, with a corresponding negative
impact on our Five-Year Capital Improvement Program. Further, though real estate-related taxes
are expected to stabilize in 2003-2004, this stabilization is at a much lower level than recent
years and those proceeds are expected to remain flat over the forecast period.

Clearly, under the present circumstances facing the City, balancing next year's budget will be an
enormous challenge, and will require the development of a very strategic approach to assure that



HONORABLE MAYOR AND CITY COUNCIL H
March 4, 2003

the least amount of damage possible is inflicted on City services, while still bringing expenses in
line with available resources. In approaching the process of developing budget balancing
proposals, therefore, the Administration proposes to utilize the principles outlined in this
message.

City Council priorities identified in prior policy sessions, including the current year budget, will
guide efforts. Protecting, to the extent possible, priority service areas such as public safety,
meeting neighborhood needs (e.g., traffic calming, the Strong Neighborhoods Initiative, etc.), and
delivering on capital project commitments will continue to be the goals during the development
of the Proposed Operating and Capital Budgets to be submitted on May 1, 2003. Again, to the
extent possible given the current fiscal condition, the Administration also intends to protect and
preserve its priorities related to performance-driven government, support for effective Council
policy-making, neighborhood-focused service delivery, customer service, effective use of
technology, and becoming the best public-sector employer.

Consistent with the Mayor's Proposed Budget Strategy approved by the City Council on
February 4, 2003, the following specific principles are proposed for use in formulation of the
Proposed Budget balancing strategy:

• Balance the City's ability and capacity to continue providing basic essential services to the
community, revive the economy, build strong neighborhoods, and stabilize the City's budget;

• Partially mitigate the size of direct service reductions by utilizing a combination of ongoing
expenditure reductions and new ongoing revenue sources coupled with one-time expenditure
cuts, one-time revenues, and/or a portion of the reserves designated for budget balancing
purposes;

• Work to retain a portion of the City's one-time reserves (over and above the required three
percent Contingency Reserve policy level set by City Council) for further economic
uncertainty;

• Defer consideration of any new program commitments and initiatives, unless those program
commitments stimulate the local economy and job creation and/or are funded through
redeployment of existing resources and/or until economic recovery occurs;

• Focus on protecting vital core City services. Focus service reductions first in those areas that
are least essential;

• Emphasize quality over quantity: do fewer things as required, but do them well;

• Continue to emphasize prevention and expenditures that reduce costs to the City and the
community;
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• Once efficiencies and appropriate cost savings have been achieved, utilize fee increases to
assure that operating costs are fully covered by fee revenue;

• Consider alternative service delivery mechanisms (e.g., appropriate community partnerships,
public-private partnerships, outsourcing/insourcing services delivered by City staff, etc.);

• Reprioritize capital improvement program schedules to accelerate projects that have
beneficial or neutral impacts on the General Fund and defer those that have negative impacts;

• Emphasize performance by focusing on improving employee productivity, and continuously
improving business practices, including streamlining, innovating, and simplifying City
operations;

• Balance reductions across the organization and employee groups, including a careful review
of all non-essential overtime and non-personal/equipment expenses;

• Make every effort to eliminate vacant positions, rather than filled positions; and

• Work together with employee bargaining units to find ways to limit the number of employee
layoffs.

In light of the current forecasted budgetary situation, the Administration has directed each of the
seven City Service Areas (Aviation, Economic and Neighborhood Development, Environmental
and Utility Services, Public Safety, Recreation and Cultural Services, Transportation Services,
and Strategic Support) to develop 2003-2004 budget proposals necessary to eliminate the
projected shortfall, utilizing these principles. The Mayor will issue a proposed Budget Message
later this month. The Message will then be discussed and adopted by the City Council. The
contents of that Message will provide more specific guidance for the preparation of the City
Manager's Proposed Operating and Capital Budgets. As required by City Charter, the Proposed
Budgets will contain comprehensive plans for how the City organization can meet the City
Council's priorities and community's service needs while maintaining the fiscal integrity of the
City. Additional input by the City Council and community will be incorporated into the budget
through the Proposed Budget Study Sessions, Public Hearings, and the Mayor's Final Proposed
Budget Modification Memorandum during the months of May and June 2003.

As described in this document, projections for the 2003-2004 fiscal year reflect a $72.6 million
gap between revenue expenditures in the General Fund and smaller incremental shortfalls in the
subsequent years. This is obviously a dramatic change from the $11.7 million shortfall estimate
for the same period issued one year ago at this time. The increased size of the shortfall is the
combined result of two factors: an ongoing budget shortfall that was not solved in the 2002-2003
budget and an economic downturn in Silicon Valley that has far exceeded all earlier estimates in
terms of its depth and length.
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The forecast for Capital Budget revenues for the entire five-year period, including 2003-2004,
although also uniformly down from the levels of the last several years, is more consistent with
recent forecasts. In the case of those revenues, we came much closer in predicting the impact of
the downturn.

Forecast Highlights

This forecast is built upon a set of assumptions about the future economic environment. These
assumptions have been formulated through the review of a number of forecasts of economic
conditions, including the UCLA Anderson School Forecast utilized by the City's consulting
economist.

• Overall, the forecast has as its basic assumption that the local economy is close to bottoming
out, but will not significantly rebound in the near term. It also assumes that, because of the
serious breadth of local economic challenges, the resumption of local growth will lag behind
that of any national economic improvement. It is thus anticipated that the local slowdown will
continue to be pronounced for much of the first year of the forecast, with the resumption of
growth in City revenues lagging that recovery, and the resumption of low to moderate growth
expected in the out years. This forecast clearly reflects an expectation that growth will be
slow and low, very unlike the robust levels experienced in the five years prior to 2001-2002,
but similar to that of the early 1990s. The recession and its effects are evident in the first year
with dramatic negative impacts on the City's economically sensitive revenue categories such
as Sales Tax, Transient Occupancy Tax, and development-related fees.

• National data, along with general forecast projections suggest that a recovery at the national
level began last year, but that recovery is both weak and tentative. The predominate
characteristic of the economy at the moment is uncertainty. Until the geopolitical situations
and, in particular, the Iraq situation are resolved, any presumption about the national economy
is risky. Even with that uncertainty, the available data also indicates that the national
economy is continuing to fare far better than Silicon Valley's. The extent of the local
recession is simply much greater than anyone predicted. The presumption used in this forecast
is that a significant recovery in the technology industry must occur for a significant local
economic rebound to occur, including any gain in the number of wage and salary jobs.

• As discussed above, the General Fund projections for the coming year (2003-2004) are
significantly worse than those included for that year in the last forecast issued by the Budget
Office (March 2002). In that forecast, an incremental 2003-2004 (base case) shortfall of
only $11.7 million was projected. In this forecast, that shortfall has grown to $72.6 million.
It should be noted that the projected shortfall for 2003-2004 is the largest ever faced by the
City. The forecast further indicates that in year two of the forecast (2004-2005), predicted
increases in City retirement contribution costs ($13.2 million) will result in an additional
significant General Fund shortfall ($26.6 million). In fact, the forecast indicates that
expenditure growth will exceed revenue growth in every year of the five-year period,
resulting in deficits in each of those years.
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Forecast Highlights (Cont'd.)

• It is very important to note that this forecast does not presume any negative impact on our
revenues from State budget balancing actions. That is likely to be a very optimistic
presumption, but it is just not possible at this point to predict the likely outcome of a process
that will likely drag on until next fall. The latest estimates place the State's budget problem
between $26-$34 billion. If the Governor's proposed solutions issued in January were to be
approved, the City would face an estimated increase of $57.2 million to its General Fund
shortfall. The Governor's proposed solutions include reductions to the Motor Vehicle In-
Lieu Fee "backfill", Public Library Foundation Funds, and the SB 90 Jail Booking Fee
revenue categories. This $57.2 million figure does not include losses in reimbursements to
the General Fund from the Redevelopment Agency that could well result from other
provisions of the Governor's budget plan that would devastate the Agency's housing,
economic development, and neighborhood programs as well as its fiscal health.

• The forecast also projects combined shortfalls of about $4.4 million in the development-
related fee programs in Public Works, Fire, as well as Planning, Building and Code
Enforcement Departments. The forecast presumes, however, that the combined revenue and
expenditure imbalance in these fee programs will be resolved through some combination of
fee adjustments and expenditure reductions.

• The forecast does not include projections for the financial impact of the new Civic Center
project on the City budget. Debt service costs are now known, but further analysis is needed
to accurately project the specific lease savings amounts by fund and by year that will occur.
There is no impact on the General Fund from this project next year. The results of the
analysis will be available for inclusion in next year's five-year forecast.

• This document also includes projections for revenues generated by construction-related taxes
used to support several key Capital Budget programs. The forecast for these taxes has been
prepared using activity estimates made by the Planning, Building and Code Enforcement
Department, as discussed in detail later in this document. This activity forecast includes a
review of specific projects that are in progress, as well as a general prediction of expected
levels of new construction. The department anticipates that construction activity, which
began its steep decline in 2001-2002 that has continued through 2002-2003, will reach a low
point this fiscal year and will stabilize over the forecast period.

Background

The Five- Year Forecast portion of this document is divided into five sections.

1. Elements of the General Fund Forecast - This section begins with a description of the
overall economic outlook and the expected performance of the economy over the five-year
period, followed by detailed descriptions of the assumptions made concerning each of the
General Fund revenue and expenditure categories.
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Background (Cont'd.)

General Fund Forecast - The forecast model itself is presented in this section. It includes a
worksheet on the economic drivers (e.g., Gross Domestic Product, unemployment rates, etc.)
that are expected to impact revenue collections over the next five years, and projections for
each of the revenue and expenditure categories. The expenditure summary is divided into
three sections:

• Base Case without Additions - This section describes projections associated with existing
expenditures only.

• Base Case with Committed Additions - This section describes the existing expenditures
(base case) along with those expenditures to which the City is committed and has no
discretion, such as debt service payments and maintenance costs.

• Base Case with Extended Additions - This section describes existing expenditures,
committed additions and extended additions. Extended additions are expenditures for
selected programs previously reviewed by City Council for which additional funding may
prove necessary, but for which more discretion exists.

For each expenditure scenario, an operating margin comparing projected revenues and
expenditures is provided in Section 4, Alternate Forecast Scenarios, of this document. The
Five-Year Forecast discussion is based on the Base Case with Committed Additions scenario.
The Base Case with Committed Additions is considered the most likely scenario for the
upcoming year.

2. Additions and Deletions to the Base - This section describes the committed and extended
additions considered in the forecast.

3. Alternative Forecast Scenarios - Because all forecasts are burdened with a large degree of
uncertainty, two plausible alternative forecast scenarios are presented - an "optimistic" case
and a "pessimistic" case. These cases are compared with the base case to show the range of
growth rates for revenues and the associated operating margins.

4. Capital Revenue Forecast - A discussion of the estimates for construction and real estate
related revenues that are major sources of funding for the City's Five-Year Capital
Improvement Program.

Two appendices are also included in this document. The first appendix, prepared by the
Planning, Building and Code Enforcement Department, documents the basis for that department's
five-year projections for construction activity. The second appendix is a compilation of
descriptions and definitions of the City's major General Fund revenue categories.
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General Fund Forecast

The General Fund Forecast (Base Case with Committed Additions) predicts a 2003-2004
shortfall in the amount of $72.6 million. This is followed by projections for net incremental
shortfalls in each of the subsequent four years of $26.64 million, $10.52, $12.63 and $10.69
million, respectively.

It is very important to note that the forecast utilizes an incremental approach to each year's
projection. Under this approach it is assumed that the budget is completely balanced on an
ongoing basis in each year. To the extent that shortfall in any one year is closed using one-time
measures, the shortfall in the following year would be increased by any amount resolved using
one-time means.

The following table compares last year's forecast to this year's forecast:

2004-2008 GENERAL FUND FORECAST
Projected General Fund Margins

(Base Case with Committed Additions)
($ in Millions)

2003-2004 2004-2005 2005-2006 2006-2007 2007-2008
March 2003
Incremental ($72.65) ($26.64) ($10.52) ($12.63) ($10.69)
Surplus/Shortfall

March 2002
Incremental ($11.73) ($8.49) ($6.97) ($3.33) N/A
Surplus/Shortfall

The projections are clearly much more pessimistic in the first two years compared to the last
forecast. The worsened situation projected for the General Fund in those two years is the result
of three primary factors: 1) an ongoing shortfall that was not solved in the 2002-2003 budget; 2)
the impact of a recession that has far exceeded earlier projections, and 3) the lower retirement
investment performance which is expected to require a larger City contribution to the retirement
funds in 2004-2005, when the next actuarial study is scheduled to be completed.

In the final three years of the forecast, presuming ongoing resolution of the problems in the prior
two years, the size of the shortfalls is smaller. Their continued presence, however, is an
indication of a continued structural problem: expected growth in revenues is not keeping pace
with the growth in expenditures. This reflects the key assumption used to develop the revenue
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General Fund Forecast (Cont'd.)

forecast: that the economy will not soon resume the record setting pace experienced in the last
years of the 1990s decade, and over the forecast period will experience slower and lower growth.

Some caution is in order when considering the significance of out year projections. Given the
decreasing level of precision to be expected in the later years of a multi-year forecast, the
significance of the projections in the out years is not so much in terms of their absolute amounts,
but rather in the relative size of the decrease or increase from the prior year. This information
should be utilized to provide a multi-year perspective to budgetary decision-making, rather than
as a precise prediction of what will occur.

Potential Expenditure Additions

The basic format of presenting potential expenditure additions used in past forecasts has been
continued. The potential additions are presented in two categories. The first category,
"Committed Additions", includes unavoidable cost increases or those matched by revenue. The
second category, "Extended Additions", represents program additions which may prove
desirable, or even unavoidable, and follow from prior City Council direction, but where costs
still need to be reviewed by the City Council before deciding if, and at what level, they will be
approved. Typically, the forecast case considered most closely by the City Council is the "Base
Case" forecast, which includes ongoing program costs plus the Committed Additions.

Committed Additions

Reflecting previous City Council decisions, a number of specific committed additions are
included in this forecast in the specific years that they are now assumed to come on-line.
Included in the Committed Additions category are the following:

Scheduled maintenance costs for new projects now in the adopted Capital Improvement Program
such as for new park and recreation facilities, street improvements, Communications Hill Fire
Station, bond-financed facilities for libraries, parks, and public safety, and the Main Library.
Funding to bridge the gap in the Capital Program for the scheduled replacement of
communications equipment also continues to be included in the Committed Additions section.

Not included in the Committed Additions section is the additional operating costs related to the
projects now in the adopted Capital Improvement Program. In the past, these expenditures were
included. As a majority of these items are expansions/modifications to existing facilities, which
are more discretionary in nature, they have been moved to the Extended Additions category.

Given the current financial situation, the ability to actually add all of these items to the budget
next year will need to be carefully reviewed during the next phase of the budget process.
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General Fund Forecast (Cont'd.)

Comparison of Base, Optimistic and Pessimistic Cases

As has been the practice in these forecasts, in order to model the range of financial scenarios
possible under varying economic conditions, two alternative revenue forecasts have again been
developed. "Optimistic" and "Pessimistic" revenue cases were developed to model economic
scenarios considered possible, but less likely to occur than the "Base Case". In these scenarios
revenue collections can be seen to diverge from the Base Case at increasing rates over the five
years. These alternatives are presented to provide a framework that gives perspective to the Base
Case. The Base Case Forecast is still considered, however, the most likely scenario for planning
purposes.

In developing these alternate cases, selected economic variables that are the primary drivers of
the revenue estimates in the forecast model have been raised or lowered so that revenues would
be pushed to plausible optimistic or pessimistic levels.

In the Pessimistic Case, a war in Iraq produces a long open-ended occupation of that country and
prolonged uncertainly in the psyche of the American public and American financial markets.
Consumer confidence drops as does the stock market; general economic activity slows; and
increased uncertainty causes businesses to curb additional spending on technology equipment.
This case is also one of higher interest rates produced by a weaker dollar and extremely high
federal deficits. In this pessimistic case, local revenues are much lower than the base case,
staying that low for the entire forecast horizon. Only in the out years of the forecast do the
revenues and local economy start to show any significant improvement.

The Base and Optimistic case scenarios presume an acceptable outcome to the Iraq situation,
with no lasting negative impact on the economy. The Optimistic Case differs from the Base Case
in that it is one in which general economic conditions, particularly those that have a significant
local impact, are more favorable than those assumed by the Base Case. In the Optimistic Case,
interest rates are lower, consumer confidence is higher and, therefore, general economic growth
(as measured by the Gross Domestic Product) is higher than the base case. This scenario also
assumes that information technology spending, a key driver for local economic growth, improves
over that assumed by the Base Case. Coupled with increased local employment, the housing
market improves significantly over the base case.
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Capital Revenue Forecast

Section Five of this report describes the 2004-2008 Capital Budget Revenue Forecast that will be
used to formulate several major elements of the Capital Improvement Program (CIP). As in past
years, the construction-related revenue estimates included in this report are derived from
construction activity projections provided by the Planning, Building and Code Enforcement
Department. The projections and their basis are described in a report prepared by that
department, which is included as Appendix A of this document (Development Activity
Highlights and Five-Year Forecast [2003-2008]).

The following table compares the estimates for the economically sensitive capital revenue
categories included in this Five-Year Forecast with those included in the Adopted 2003-2007
CIP.

Forecast Comparison Summary
($ Thousands)

Construction and Conveyance Tax
Building and Structure Construction Tax
Construction Excise Tax
Residential Construction Tax
Sanitary Sewer Connection Fee
Storm Drainage Connection Fee

2003-2007
CIP

80,000
47,632
64,256

785
3,664
1.698

2004-2008
Forecast

80,000
43,659
58,950

428
4,331
1.818

Difference

0
(3,973)
(5,306)

(357)
667
120

Change

0 %
(8)%
(8)%

(45) %
18 %
7 %

TOTAL 198,035 189,186 (8,849) (4)%

Real estate activity determines the collection level of one of the major capital revenue sources,
the Construction and Conveyance Tax (C&C). The five-year projection for C&C revenue totals
$80.0 million, which is consistent with the projections included in the 2003-2007 OP. This
estimate is built on the conservative assumption that collections will remain flat at $16.0 million
annually for each year of the five-year forecast. In recent years, the actual collection levels have
exceeded this amount. Collections in this category peaked in 2000-2001 at $31.6 million,
dropping to $26.3 million in 2001-2002. In 2002-2003, collections remained relatively strong
through the first six months of the fiscal year, and even slightly exceeded prior year collection
levels. However, in recent months, key indicators of the health of the real estate market such as
the number of sales, and days on the market have indicated a softening and, indeed, tax receipts
have started falling. The $16.0 million annual collection level presumed in this forecast reflects
what is believed to be a more sustainable level of housing resale activity and is based on the
presumption that further downward adjustments will occur in the housing market.
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Capital Revenue Forecast (Cont'd.)

The remaining five economically sensitive capital revenue categories are directly linked to
development activity. While a significant drop in construction activity was assumed in the
development of the current CIP, the decline has been more severe and prolonged than
anticipated. As a result, downward adjustments are necessary in the two largest construction-
related taxes, the Building and Structure Construction Tax and the Construction Excise Tax, as
well as the smaller Residential Construction Tax.

The Sanitary Sewer and Storm Drainage Connection Fee categories, both of which contribute to
the funding for capital programs to maintain those systems, are actually expected to be higher
over the five-year period from the levels included in the current Capital Improvement Program
(CIP ), as the actual declines in collections have not been as severe as originally anticipated when
the current CIP was developed.

It should be noted, however, that while overall revenues are projected to decline further from the
record-setting levels of the late 1990s that peaked in 2000-2001, this forecast still projects most
of the revenues to exceed the collection levels experienced in the 1980s and early 1990s. Since
these revenues are so sensitive to economic conditions, any significant change in the economy
has a major impact on projected revenues. This impact has been evidenced both during the
economic boom and the subsequent downturn. Staff will continually analyze the revenue
collections in these categories and the underlying economic conditions to determine if further
refinements to the revenue estimates are necessary.

This Budget Request and Forecast are being released in the midst of one of the worst local
recessions in history. The local economy and the City's economically sensitive revenue
collections are down significantly even from a very bad prior year, and look to remain at reduced
levels for quite some time.

In this document our most current projections for the budgetary situation both next year and for
the five-year period are laid out in great detail. We have also provided the elements of an
overall strategy and set of guidelines that we believe to be appropriate for use in preparing the
City Manager's Proposed Budgets. Most of those strategies have already been endorsed by the
City Council as part of the Mayor's Budget Strategy unveiled last month. We look forward to
discussing these recommendations with the City Council.

As we proceed to plan how to address one of the most exceptionally challenging fiscal situations
experienced in the City's history, it is important to remember that the City's proven financial
strategies have served well in the past, bringing the City through similar tough financial times in
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sound fiscal health. We recommend sticking to the conservative fiscal policies approved by the
City Council, past and present.

Through strong leadership by the Mayor and City Council, the City has and will continue to react
with appropriate actions to endure the weak local economy, maintain our strong financial
condition, and to prepare ourselves to move forward once the economy begins to grow. I am
confident that our combined efforts will produce an appropriate plan that will accomplish those
goals.

Del D. Borgsdorf^
City Manager
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ELEMENTS OF THE GENERAL FUND FORECAST

ASSUMPTIONS REGARDING THE ECONOMIC ENVIRONMENT

Overview

This document provides for City Council consideration a "base case" and two alternative case
forecasts for the General Fund for the next five years. As with all forecasts, this one is based on
a series of assumptions regarding the overall economic environment, now and in the future.
These assumptions were arrived at after reviewing the projections of a variety of economists and
economic forecasts, including the forecasting service to which the City's consulting economist
subscribes (UCLA's Anderson Business Forecast). The forecast for the first year of the period,
2003-2004, will be updated as appropriate as part of the City Manager's 2003-2004 Proposed
Operating Budget, scheduled to be published on May 1,2003.

This forecast has been built using two basic assumptions: (1) the local economy will not
experience a significant economic rebound for at least two years, and (2) a recovery in the local
economy and in the associated City revenues will lag a recovery in the national recovery. On an
overall basis, as a consequence of these two presumptions and based on an analysis of the current
year's disappointing revenue performance, this forecast projects General Fund revenue
collections to drop in the first year of the forecast and resume a slow level of growth in the
remaining four years of the forecast period.

The following is a discussion of both the national and local economic outlooks utilized in
developing the revenue estimates used in this forecast.

National Outlook

The beginning of the 2003 calendar year finds a U.S. economy that may be technically out of
recession, but with many reasons to worry about whether it will sustain any momentum. The
latest Gross Domestic Product (GDP) growth rate of approximately 2.4% would seem to reflect
an economy moving in the right direction, but in reality is not a high enough growth level to
support any significant job growth. This recovery is to date a jobless one. It needs to be noted as
well, in fact, that many economists feel that much of the current growth is the result of one-time
or non-sustainable events (e.g., current home mortgage refinancing trends and the extremely
generous auto purchase incentives recently offered by Detroit's auto makers). Neither of these
conditions is expected to continue at 2002 levels in future years.

Cautionary signs related to the economy abound. Examples include the continued weakness in
the equity markets, a January decline in the U.S. Leading Economic Index, and the sharp drop in
the Conference Board and University of Michigan Consumer Confidence Indexes. For the
Conference Board Index, this marked the third consecutive month of decline. The Conference
Board's director described the most recent results: "This month's confidence readings paint a
gloomy picture of current economic conditions, with no apparent rebound on the short-term
horizon."
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ASSUMPTIONS REGARDING THE ECONOMIC ENVIRONMENT (CONT'D.)

National Outlook (Cont'd.)

Much of the uncertainty regarding prospects for a strong economic rebound can be directly tied
to the geo-political situation: a seemingly eminent war with Iraq, confrontation with North
Korea over its resumption of nuclear weapon development activity, and the ongoing war on
terrorism. Both consumers and businesses are clearly increasingly reluctant to take any
significant steps to commit to additional spending in light of the possible conflicts. This
uncertainty has greatly compounded the economic stagnation that already existed, and
contributed greatly to a lackluster Christmas spending season, the lack of any significant
renewed business investment, and a severe spike in oil and energy prices.

The consensus among forecasters still seems to be that a bottoming out of a national recession
occurred in 2002, and that a recovery with slow growth can be expected to continue in the near
term. No major forecaster is currently forecasting a return to recessionary conditions any time in
the near future (i.e., the dreaded "double-dip" recession). At the same time, however, it should
also be noted that no major forecaster is predicting a strong growth scenario. Every major
forecaster is conditioning their forecast with strong caveats about the uncertainty inherent in the
above-mentioned international situation. This environment is, indeed, a difficult one in which to
make confident financial predictions.

Our forecast presumes 2003 and 2004 outlooks that would result in continued but weak growth
in the U.S. domestic economy. Barring major disruptions from world events, we do expect
slowly increasing strength in business investment, an area of acute weakness from 2000 through
2002. By 2004 the U.S. economy is forecast to grow by 3.65%. A significant portion of this
strength, if it occurs, is expected to come from fiscal stimulus applied prior to the next U.S.
presidential election, but some of it should be attributable to general economic recovery. It is
worth noting that, as always, a crucial factor in the presidential election will be the national and
local economy. This will inevitably influence national economic policy. For example, although
last year's UCLA Anderson School forecast (the one on which this forecast depends heavily)
assumed a considerable amount of fiscal stimulus from Washington, D.C., the size of the
stimulus assumed in the most recent forecast is up considerably from last year's forecast.

During most of the last two years, the consumer sector of the economy was almost solely
responsible for keeping the U.S. economy in positive territory. For 2003 and 2004, consumption
is forecast to continue at a reasonable pace, but is not expected to be as strong as in 2002. Lower
monthly home payments, which resulted from the large number of residential refinances that
occurred in 2002, can be expected to continue bolstering household balance sheets and enable
further consumption expansion. However, the high level of unemployment and consumer debt
levels, can be expected to increasingly hinder any consumption expansion. In addition, the very
robust 2002 auto sales levels can be expected to slow substantially in 2003, since most of the
2002 sales were based on aggressive incentives by the auto industry, which are not expected to
continue into 2003.

Increased spending by the federal government is expected to have a positive effect on the
economy, as the Bush Administration prepares and/or conducts a war with Iraq, continues efforts
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for the ongoing anti-terrorist campaign, and attempts to provide a stimulus to the economy in the
form of tax cuts and unemployment relief. Offsetting much of the positive impact of the increase
in federal spending, however, will be the impact of the expected severe cuts in spending by local
and state governments, as they address the greatest fiscal challenge faced by state and local
governments in decades. This will inevitably exert considerable downward pressure on
economic growth in 2003-2004.

Two other economic factors are worth noting in the national outlook: interest rates and inflation.
This forecast expects interest rates to rise slightly through most of the forecast period. The rise
in rates will be the result of increasing demand for funds generated in both the private and public
sectors, created by increasing federal government deficits. Inflation, on the other hand, is
forecast to remain very low through the balance of the forecast period after a brief upturn in
2003.l

California Outlook

Our forecast for the California economy is a more anemic version of the national forecast:
economic performance somewhat stabilized with low growth levels, but weakened considerably
by the sharp decline in the levels of growth experienced during the mid and late 1990s.
According to a recent State Legislative Analysts' Office (LAO) report, the Governor's budget
plan forecasts State economic growth to be 1.4% in 2002-2003 and to rise only slightly, to two
percent in 2003-2004. The weakness in California's economy, led by the precipitous decline in
the Silicon Valley's performance, has created the worst financial crisis for the State government
experienced in 50 years. Current estimates place the State's budget problem between $26-34
billion.

According to the LAO report, California's economy is currently characterized by differences
among industries as well as differences among regions, as the latter has developed into "micro-
economies" whose local economies are primarily driven by different industrial sectors. Again,
on an overall basis, California's economy is stable, but weak. Job gains in nonbusiness services
(e.g., retail trade, government, finance-related, etc.) were offset by losses in primarily
nonresidential construction, business transportation, and manufacturing. Generally, consumer
spending seemed to drive much of the State's growth. However, the growth in the consumer
sector was offset by lower nonresidential fixed investment, including business spending related
to equipment, software, and facilities. The latter two components are important indicators to the
State since manufacturing and business services industries are primarily dependent upon
business investment and foreign demand. Much of the consumer spending on "big ticket items"
last year (e.g., homes, cars, and other durable goods) appeared to be driven by low interest rates
and home refinancing. Given the continued loss of jobs, particularly in northern California,

1 The expected temporary increase in inflation reflects in large part higher energy and gas prices resulting from a
possible war with Iraq.
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how much longer consumer growth can be counted on to support the State economy remains
unknown. The uncertainty related consumer performance is heightened by a reported sharp
decline in California consumer confidence levels. A recent survey by the Public Policy Institute
of California found the highest levels of pessimism about the economy and political leaders
among State residents in 10 years. Just 28.0% of those surveyed said the State was headed in the
right direction. At the same time last year, 56.0% said the State was on the right course. Any
drop in consumer spending would, in turn, negatively impact meaningful business investment.

Deep job losses in the manufacturing sector along with a decrease in the average wage for
technology-related positions contributed to producing an overall personal income decline. It is
this decline in personal income, which has so dramatically impacted State revenue resources.
Because of its inordinate dependence on income tax proceeds, the State's financial fortunes tend
to rise and fall with personal income tax receipts. Thus, the bursting of the technology bubble
and resulting severe loss of technology-related wealth and income from the stock market has
devastated the State's financial picture.

Public spending tends to lag actual economic activity. So, the falloff in public spending, the
inevitable result of falling tax revenues, is just now beginning to mirror the drop in business
revenues. Problems at the State level also appear likely to trickle-down to local governments
that are already facing their own major fiscal problems. As has been reported, for example, if the
Governor's proposals were to be approved by the State Legislature, this City would face massive
reductions in its Motor Vehicle In-Lieu Fee (MVLF), additional cuts to its Public Library
Foundation Funds, and the SB 90 Booking Fee, totaling an estimated $57.2 million. Clearly, the
State's economic condition and how it deals with the budget problem will seriously impact the
City's financial condition.

Local Outlook

Our forecast for the Santa Clara County economy is more pessimistic than that provided a year
ago. Current economic conditions in the County have not improved at all during that period and,
in fact by most measures of economic health, the situation continues to deteriorate.

The most crucial indicator of economic health in our view is the number of jobs in the County. It
was apparent in a report released by the State Employment Development Department that jobs
are still on the decline in this region (see chart below). As of January, the total number of wage
and salary jobs in the County was estimated at 878,700, down by 16,800 from the December
2002 adjusted number, down by 44,400 in the last year, and down by almost 18.0% from the
2001 peak of 1.07 million.
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Although last year's forecast for the current fiscal year predicted an overall job count decline,
that decline was only anticipated to be about one percent. The actual decline has significantly
exceeded that level. It was also anticipated that the technology manufacturing job decline would
be less than four percent. Jobs in this sector to date are actually falling at a much steeper rate
(down 10.9%). This still alarming rate of decline in technology jobs suggests that a bottoming of
the local recession has not occurred, and is likely to be at least several quarters in the future.

The January County unemployment rate remains very high at 8.6%, up from the revised
December rate of 8.3%. Santa Clara County currently is experiencing one of the highest levels
of unemployment of any major urban area in the United States. At the peak of the Internet
bubble in 2001, the unemployment rate was less than two percent. Business leaders report that
conditions in the local technology industries have stabilized somewhat.

However, the job count statistics do not yet reflect that claim. While it is true that the County
job counts are a "lagging" indicator (i.e., job counts will tend to increase or decrease only after
actual business conditions have changed), the jobs counts information reflected continuing sharp
job loses in the County's technology industries. A stable economic condition in Silicon Valley
cannot be said to exist until we see a job count that stops falling and an unemployment rate that
stops growing.

2 Labor Force and Industry data contained in this chart differ from previous information due to the U.S. Department
of Labor's annual revision process. In addition, this is the first release of official employment estimates by industry
using the new North American Industry Classification System (NAICS) instead of the Standard Industrial
Classification (SIC) system.
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There are two major factors that appear to be significantly hindering a return to economic growth
in the technology industries. The first is price deflation. Almost all elements of the technology
sector have suffered from significant product price drops. This has placed continuing downward
pressure on company profits and employment. Price deflation is not a new phenomenon to the
technology industry; prices of almost all technology products fall over time. Such deflation is
not necessarily bad for the industry; falling prices encourage new applications of existing
technologies and, thus, expand unit sales. As long as the rate of increase of unit sales exceeds
the decline in prices, technology companies profit. However, currently, unit sales are still very
soft while prices continue to decline, making profitability difficult. The second related factor is
the current overcapacity in almost every aspect of the industry; resulting in increasing
competition as companies invade each others profitable territories. We are in dire need of
innovative and new "must-have" products with their associated high profit margins.

The local real estate market presents a mixed picture. The residential sector is still faring
surprisingly well; very low interest rates have bolstered both the number of resales and increased
home prices. The continued health of the real estate market is remarkable, given this area's
already extremely high home prices coupled with the high unemployment rate. Conversely,
commercial real estate in Santa Clara County is worse off than it was a year ago, and showing no
sign of any eminent improvement. Vacancy rates are approaching 30.0% for office buildings in
the County and are among the highest in the country.

3 Labor Force and Industry data contained in this chart differ from previous information due to the U.S. Department
of Labor's annual revision process. In addition, this is the first release of official employment estimates by industry
using the new North American Industry Classification System (NAICS) instead of the Standard Industrial
Classification (SIC) system. Further, longitudinal data from the California State Employment Development
Department prior to January 2002 is not strictly comparable to subsequent data due to a change in methodology.
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Our base case forecast for the near and intermediate future year period is one of stabilization for
the local economy. While it is unclear as to whether the local technology sector has completely
bottomed-out, we do expect that, barring some major negative development in the world
situation, the worst of the declines have been experienced, and that sometime next year a
resumption of some level of slow growth will begin. A number of factors support this scenario:

First, the world's businesses have postponed technology purchases for a number of years now
and are overdue for equipment upgrades and replacements. Second, inventories of technology
equipment are at their lowest levels. Any increase in spending by the world's businesses on
technology should result in immediate increases in production and hiring. Finally, fiscal
stimulus expected from the federal government should increase general U.S. economic activity,
including the demand for technology equipment. Further, under current proposals, some direct
stimulus would come to the technology sector in the form of much more rapid depreciation of
business equipment for tax purposes. Decreasing the tax life of technology equipment should
encourage increased business spending on technology equipment in the coming years.

While we believe a further sharp decline is unlikely in the technology industries, at this time a
return to the high growth rates experienced during the 1995-2000 period is also not expected.
Several reasons support this presumption:

First, no truly "hot" technology item seems to be circulating that would propel Silicon Valley's
technology sector forward above and beyond the usual pace of replacements for existing
technology. This lack of technological innovation means that profit and job growth will remain
slow, translating into overall slow economic growth.

Second, price deflation of technology products will continue to be an issue in the foreseeable
future. Silicon Valley contains too much technology capacity and faces strong competition in
the world today, particularly from Asia. Even if the world's businesses resume replacing their
technology with newer equipment, much of the replacements will be at lower prices. As an
example, consider the personal computer. Today businesses can purchase vastly more powerful
machines than they could two or three years ago while actually paying less for them. This price
deflation means less revenue flowing to personal computer makers for the same number of
machines sold. This same price/performance phenomenon holds true for almost all technology
hardware and software components.

Third, as mentioned above, the public sector faces the likelihood of extreme cost cutting in the
near to intermediate term. This area has been one bright spot for job growth in Silicon Valley
over the last several years, as local, state and federal employment all expanded significantly.
This expansion will end in 2003 and remain flat for the balance of the forecast horizon. Declines
will occur in the state and local sectors as these sectors cope with dramatically reduced tax
revenue flows and, consequent, budget shortfalls and deficits. However, federal employment
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should remain relatively stable, offsetting somewhat the anticipated declines in state and local
employment.

Fourth, the hospitality and travel industries should finally begin to recover from the deeply
depressed levels experienced as the result of the September 11 terrorist attacks. However, we do
believe the sluggish economy will hold future gains to relatively modest levels.

On the basis of the observations already described, the current forecast for the local economy is
one that looks very much like the conditions that prevailed in Santa Clara County during the
early 1990s. These early-1990 conditions were characterized by extremely slow growth in the
local industrial sector. Further, local inflation remained low and the housing market was
stagnant. This forecast presumes that by the beginning of 2003-2004, the employment declines
will end and the County will finally begin to recover from the recession. That recovery,
however, will be slow. County job growth is forecast to be only approximately one percent,
rising to approximately 1.5% for the next several years. This growth rate is well below the
general, long-run growth trends for Silicon Valley. The unemployment rate is forecast to decline
significantly over the forecast horizon. It should be down to the five percent range by the end of
the forecast period. However, it should be noted that the expected rate of decline is not solely
because of any dramatic improvement in conditions, but also reflects the impact of the severity
of the recession, with many of the longer-termed unemployed leaving the area.

A large area of uncertainty for the near-term outlook relates to the County's residential real
estate market. Will this market continue to reflect price and activity gains going forward through
2003-2004? This forecast expects that the market will likely not continue to support such
enormous gains for much longer. Local home prices and resale activity have been bolstered by
the lowest long-term interest rates seen in well over 30 years. Long-term rates are forecast to
climb in the coming quarters and this increase should be sufficient to keep home prices and sales
from rising much further, if at all. Fortunately, rates are not expected to rise so fast or so high as
to cause a decline in prices in the coming years.

The picture is much clearer for local non-residential real estate and much bleaker. Because of
the very high vacancy rates and the weak employment situation, no significant building of
commercial projects can be expected any time soon. Very low levels of commercial real estate
construction will be a large drag on the local economy for a number of years to come.
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New, highly innovative product cycles such as the Internet expansion play a crucial role in the
County's economy. While it is true that general business spending on technology products is
important to the local economy, it is these innovation cycles that really propel the local economy
into both its boom and bust trends. When and to what extent these product cycles occur is
virtually impossible to predict. The County most certainly is at the end of one of them (the
Internet) and still feeling the effects of its decline. For the purpose of this forecast, it is assumed
that a new cycle begins late in the forecast horizon and is responsible for substantial growth in
the area's businesses in the ending years of the forecasts.

Still even with this assumption in place, the out years of the forecast for the local economy
indicate a much lower growth than typical of the 1980s and 1990s. This lower local growth
largely generally reflects slow growth at the national level, but also reflects ongoing problems in
the technology sector primarily driven by price deflation and increased competition. In the final
year of the forecast, the number of jobs in the County is only growing by 1.8%, low by historical
standards.

After rising for much of the intermediate term, interest rates will begin to fall slightly, thus
encouraging increased home sales and prices in the out years. Non-residential real estate will
remain a drag on the overall economic picture, although by the last year of the forecast, the very
beginnings of non-residential construction will pick-up.

In summary, by the end of the forecast period, the County's economy should be back on solid
ground, although it should take longer to regain this area's previous peak levels of employment
and general economic activity.

Economic Drivers

The 2004-2008 forecast was built utilizing the following specific economic assumptions:

• Real gross national product will grow in 2004 to 3.60% and increase in each of the remaining
years to 3.65% in 2005, 3.80% in 2006, and 3.70% in the last two years of the forecast
period.

• The prime rate will remain at a relatively low level, averaging 7.36% over the forecast
period.

• Mortgage rates will be lower over the period, averaging 6.48%, and ranging from 6.20% in
2004, 6.50% in 2005, 6.40% in 2006, 6.20% in 2007, and 7.10% in 2008.

• The national unemployment rate will decline to 5.85% in 2004, 5.50% in 2005, 5.30% in
2006, and 5.10% in both 2007 and 2008, averaging 5.37% over the period.
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• National employment growth will rise to 1.21% in 2004, slightly decreasing over the period
to 1.03% in 2008.

• Historically low national inflation rates will rise only slightly, with growth averaging 2.30%
over the forecast period, with a high rate of 2.53% in 2004 and a low rate of 2.10% in both
2007 and 2008.

• Above national levels, local inflation will rise as well, but averaging only 2.40%, with a high
rate of 2.63% in 2004 and a low rate of 2.18% both 2007 and 2008.

• San Jose's population growth levels will grow slowly over the period, averaging
approximately 0.86% over the forecast period. Total population is expected to grow from
approximately 933,000 residents in 2004 to 965,250 residents in the 2008.

• The County unemployment rate will remain higher than the national one, averaging 5.96%
over the forecast period, with a high of 6.34% in 2004 and a low of 5.76% in 2008.

• Total County employment growth rates will average 1.43% over the forecast period,
changing from 1.75% in 2004 to 1.45% in 2005, 1.38% in 2006, 1.30% in 2007, and 1.28%
in 2008.

Pessimistic and Optimistic Scenarios

All forecasts are burdened with a large degree of uncertainty, which increases going further into
the future. As a result, in addition to the base case, two alternate, but plausible, revenue forecast
scenarios are also presented in this document: a "pessimistic" and an "optimistic" case. These
alternatives were developed to display the range of possible outcomes over the next five years
under varying economic conditions. The base case is, however, still considered the most likely
outcome. The scenarios presented are based on specific sets of differing economic and political
assumptions. The principal difference between the high and the low scenario relates to the
potential for a war in Iraq, and the potential impacts such a war might produce on the economy.

It should be noted that alternative economic scenarios are not likely to be exactly symmetrical to
the base forecast. This possible lack of symmetry is largely due to how the alternative scenarios
are based on specific sets of alternative economic assumptions with no reason to believe that the
different economic assumptions would ever be equally divergent from the base case. This
potential absence of symmetry is particularly pronounced for this forecast since the pessimistic
case is much lower than the base case while the optimistic case is only slightly higher than the
base case.
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Optimistic Case

Like the base case, the optimistic case is neutral in terms of the impact of an Iraq war. This case
differs from the base case, however, in that it is one in which general economic conditions,
particularly those that have a significant local impact, are more favorable than those assumed by
the base case.

In the optimistic case, interest rates are lower, consumer confidence is higher and, therefore,
general economic growth (as measured by the Gross Domestic Product) is higher than the base
case. This scenario also assumes that information technology spending, a key driver for local
economic growth, improves faster and more robustly than that assumed by the base case. These
more favorable assumptions combine to lift the local economy; that in turn spurs increased
growth in local revenues. Interest rates remain relatively low. Coupled with increased local
employment, the housing market improves significantly over the base case. It worth noting that
even in this optimistic case, while local growth is solid, it is not spectacular by historical
standards. In our view, conditions in the U.S. economy in general and the local technology
industry in particular will remain very challenging over the current forecast horizon.

Even under these more optimistic assumptions, it is difficult to envision a credible scenario
where the technology sector experiences anything but tepid growth, particularly over the near
term (next two to three years). Even if technology replacement spending increases, as assumed
by this scenario, Silicon Valley does not truly thrive by providing replacement parts alone or
simple technology upgrades. What primarily drives Silicon Valley is true technological
innovation and that is what is currently absent in the near term outlook. Not until late in the
forecast horizon does this optimistic case (as with the base case) allow for some new, and as of
yet unspecified, technology to be developed and really begin to move the local economy
forward. In addition, with the surplus in the local area's nonresidential real estate, it does not
seem reasonable to assume any significant increase in this market in the foreseeable future, no
matter how improved general macroeconomic conditions might be. This crucial sector of the
economy will slow local expansion for years to come.

Pessimistic Case

The pessimistic scenario is one dominated by an assumed war in Iraq and a subsequent
occupation of that country by American forces for the duration of the forecast horizon. This
pessimistic case is a somewhat more negative scenario relative to other possible war scenarios.
A less severe pessimistic case might be one where the U.S. launches a quick and successful
strike against Iraq, but does not opt to occupy the country for any significant period of time after
the strike. However, at the time of this writing, it seems that this less severe, "no occupation"
scenario is currently considered less likely than the one in which the U.S. is committed to an
extended presence in Iraq.

11
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Pessimistic Case (Cont'd.)

In this pessimistic case, the war in Iraq and long-term occupation of that country produces a
period of prolonged uncertainly in the psyche of the American public and American financial
markets. The risk of terrorist attacks is heightened, and consumer confidence drops as does the
stock market. General economic activity slows and the increased uncertainty causes businesses
to curb additional spending on technology equipment. This case is also one of higher interest
rates produced by a weaker dollar and extremely high federal deficits. The high interest rates
adversely impact the local housing market causing home prices and resale activity to remain
stubbornly low. In this pessimistic case, local revenues are much lower than the base case and
they stay low for the entire forecast horizon. Only in the out years of the forecast do the
revenues and local economy start to show any significant improvement.

Impact of Forecasted Economic Conditions on Revenue Collections

When forecasting the City's revenue growth, it is important to remember that only approximately
half of the revenue categories are tied directly to the performance of the economy. The
remaining areas, while impacted by overall economic performance, are primarily driven by other
factors. The portions of the City's revenues that are tied directly to the economy have
experienced strong growth in the last few years prior to 2001-2002, particularly in the Sales Tax
and Property Tax categories. However, this growth is not assumed to continue due in large part
to the recession.

A number of revenue categories are not primarily driven by the economy. For example, the
Utility Tax and Franchise Fee categories are typically more heavily impacted by utility rate
changes than economic growth. Collections in the Fines, Forfeitures, and Penalties category
remain relatively flat while collections from local, State, and federal agencies are primarily
driven by the grant and reimbursement funding available from these agencies. In the cost-
recovery fees and charges programs, revenue collections (significantly impacted by overall
economic conditions) must be directly linked to costs so that the General Fund experiences no
net gain or loss in times of an economic expansion or slowdown, respectively. Because these
revenue sources do not necessarily track as closely or directly with the performance of the
economy, the growth in these areas in recent years has held down the City's overall revenue
growth. Conversely, in an economic slowdown, these categories can act as a buffer, easing the
impact of drops in the economically sensitive categories.

The base case five-year revenue forecast for the period 2003-2004 through 2007-2008 is
presented in Section Two of this report. In keeping with the forecast methodology used for the
past several years, the first year of the revenue forecast (2003-2004) was prepared in a manner
similar to the preparation of the base budget revenue estimates. Over 400 revenue sources were
examined in detail to estimate the outcome in 2002-2003 and, building upon those projections, a

12



ELEMENTS OF THE GENERAL FUND FORECAST

ASSUMPTIONS REGARDING THE ECONOMIC ENVIRONMENT (CONT'D.) _

Impact of Economic Conditions on Revenue Collections (Cont'd.)

forecast for 2003-2004 revenues was made. These revenue estimates will be examined and
updated again during the development of the 2003-2004 Proposed Operating Budget.

As displayed in the Forecast, revenues (exclusive of beginning fund balance) are shown to
increase from $612.2 million in 2003-2004 to $707.7 million in 2007-2008, for an average
growth rate of 2.24% per year. This growth rate is slightly lower than that projected in the last
Forecast presented in March 2002 (2.75%).

Understanding the basis for the revenue estimates included in this forecast requires discussion of
the assumptions used for estimating each of the revenue categories. The following discussion
focuses on estimates used for the 2003-2004 base case.

13
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Revenue Estimates

Property Tax receipts of $91.4 million are projected for the current year. This amount would be
approximately 3.6% growth over the prior year, reflecting higher growth in the both the Secured
and Unsecured Property Tax areas as well as SB 813 (property resales) collections.

Approximately 80.0% of revenues in this category come from Current Secured Property Taxes.
For Current Secured Property Taxes, this forecast assumes a 2002-2003 growth rate of
approximately 7.2% over the prior year, followed by a lower 2003-2004 growth rate of 3.5%.
The growth rate for 2002-2003 is based on the latest information from the County of Santa Clara
on the secured property tax levy and the amount of appeals that were filed with the County
Assessor's Office in the fall. This growth expectation is now reflected in the current budget
modified by changes approved by City Council during the Mid-Year Budget Review. The 2003-
2004 Secured Property Tax levy will be based on the real estate activity in calendar year 2002.
At this point, data on the actual tax levy for 2003-2004 is not available. Because the
performance in the 2002 calendar year was not anticipated to be as strong in terms of property
turnovers, a conservative growth rate of 3.5% is projected for 2003-2004. Without property
turnovers or the addition of new homes, growth in this category is limited to the CPI growth or
the 2.0% maximum annual increase allowable under Proposition 13. More current information
on the growth in the tax role should be available for the development of the 2003-2004 Proposed
Operating Budget, which will allow for further refinement of the growth estimate in this
category.

It should be noted that the projected growth rate for 2003-2004 (3.5%), if achieved, would be
lower than the levels achieved in 1996-1997 (3.9%), 1997-1998 (6.5%), 1998-1999 (11.1%),
1999-2000 (12.0%), 2000-2001 (9.1%), and 2001-2002 (8.3%). However, this growth rate
would be higher than the growth level experienced in 1994-1995 (3.0%) and 1995-1996 (down
0.6%).

Current and Prior Unsecured Taxes are the second largest revenue source in this category.
Growth in this category is driven primarily by increases in the value of personal property (e.g.,
equipment and machinery used by business and industry for manufacturing and production) and
is usually characterized by a time lag impacting actual collections. During the last decade,
performance in this category has been extremely volatile, ranging from a decrease of 12.7%
during the low point of the last recession in 1993-1994, to an increase of 15.0% in 1997-1998.
This forecast assumes a slight drop (2.1%) in the current year. This level of growth would be
lower than that experienced in 2001-2002 (26.6%), 1999-2000 (2.8%), 1998-1999 (8.3%), 1997-
1998 (15.0%), and 1996-1997 (12.1%). Reflecting a continued economic slowdown, the 2003-
2004 Unsecured Taxes are projected to decrease by approximately 7.2%. It should be noted that
this forecast assumes that the County Assessor will not be taking any actions to significantly
change the depreciation schedules used to value major business equipment items.

Current SB 813 Property Taxes are assessed when a property is sold and the higher valuation has
not yet been placed on the annual secured tax roll. In 2002-2003, it is estimated that collections
will be below the prior year level by approximately one-third, reaching $3.8 million. This
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collection level is expected to fall further to $3.4 million in 2003-2004. The drop-off next year is
based on the assumption that there will be a significant decline in property turnovers from the
high levels that have occurred in recent years. All other property taxes (Homeowners Property
Tax Relief and Agricultural Tax Relief) are assumed to have little or no growth in 2003-2004,
consistent with historical trends. Through the remaining years of the forecast, the growth rate
averages 6.7%.

The projection for 2002-2003 year-end collections of Sales Taxes is a key factor in determining
the Sales Tax forecast for 2003-2004 and each year thereafter. The forecast for the General
Sales Tax revenue estimate assumes a decline of approximately 2.8% in 2002-2003 over the
actual prior year collection level. The 2002-2003 estimate is built on the actual performance for
the first quarter (July through September activity down 9.6%) and a presumption for flat
collection levels for the remainder of the year. This assumption framed the budget modifications
approved through the Mid-Year Budget Review. The 2003-2004 General Sales Tax estimate of
$128.9 million assumes growth of 2.0% over the 2002-2003 estimated collection level. This
reflects our belief that we will begin to see a resumption of (slight) growth beginning next fiscal
year.

Proposition 172 Sales Tax collections are expected to end the 2002-2003 year flat compared to
the prior year. In the past, Santa Clara County has been outperforming the State in sales tax
receipts and, thus, has received a growing portion of the Proposition 172 Sales Tax revenues.
Due to the general decline in Silicon Valley's economic activity and the first quarter drop in
General Sales Tax revenue, it is expected that the City's percentage of this allocation will only
be approximately the same as last year with only 2.0% growth in 2003-2004.

Through the remaining years of the forecast in this category, the growth rate averages 5.7%.
These rates range from a drop of less than one percent in 2003-2004 to a high of 8.07% in 2004-
2005, based on growth when compared to a "down" year. These Sales Tax projections also
include a special upward adjustment for expected impact of the completion of Santana Row.

The Departmental Charges and Other Licenses categories contain miscellaneous fees and
charges imposed by various departments within the City. The most significant revenue sources
are from the collection of construction and development-related fees. Revenue collection levels
are projected based on City Council-approved cost-recovery policies with the goal of a net-zero
impact on the General Fund. When developing the forecast estimates for these categories, the
revenues have typically been set at the base cost level in order to reflect the policy that fee
schedules must be built to recover costs only. In cases where the revenues are projected to
exceed costs, the impacted departments will need to develop budget proposals for incorporation
into the Proposed Operating Budget to increase resources to meet the service demands or to
reduce fees. On the other hand, if the projected revenues are not sufficient to cover the base
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costs, which for 2003-2004 is projected to be the case for all of the construction and
development-related fee revenues (Building, Fire, Public Works and Planning), departments will
be submitting proposals to reduce costs and/or increase fees to bring projected revenues and
expenditures back in line for a net-zero General Fund impact.

Departmental Charges also now includes revenue from the Solid Waste Enforcement Fee. This
fee is expected to meet current year budgeted expectations and then decline by approximately
3.1% in 2003-2004 due to the impact of a prior year accrual.

All other Departmental Charges and Other License revenues are anticipated to decline slightly,
reflecting activity adjustments for only a selected few departments. For the out years of the
forecast, Departmental Charges and Other Licenses are expected to experience growth rates of
approximately 3.2% and -2.4%, respectively, in 2004-2005, averaging 3.3% for Departmental
Charges and 1.5% for Other Licenses for the remaining years.

The Cardroom Business Tax is also included in the Other Licenses category. In 2002-2003, the
Adopted Budget estimate was broken down into two categories: ongoing funding ($3.75
million); and one-time funding ($3.75 million). This distinction was made to continue phasing
out the ongoing reliance on this revenue source per City Council direction.

For 2003-2004, the ongoing forecast estimate of $2.5 million reflects converting another $1.25 to
the one-time funding category. As was the case when the 2002-2003 budget was developed, any
additional funding projected from this source above the level assumed in the forecast would be
available to allocate to one-time needs. In the remaining years of the forecast, the ongoing
revenue estimate for the Cardroom Business Tax is reduced by $1.25 million per year, while the
one-time estimate is increased by that amount. By the 2005-2006 year of the forecast, the entire
tax would be phased-out as an ongoing source of revenue.

Business License Taxes are projected in two categories: General Business License Tax and
Disposable Facility Tax. The 2002-2003 estimate for General Business License Tax proceeds
assumes that collections will be slightly above the Adopted Budget estimate ($11.45 million) by
approximately $100,000, reaching $11.6 million. For 2003-2004, flat growth is projected for this
category. In the Disposal Facility Tax (DFT) category, revenue collections in 2002-2003 are
expected to fall below the Adopted Budget estimate by approximately $451,000 to $15.7 million,
but a slight increase of 3.3% from the actual 2001-2002 level. For 2003-2004 DFT collections
are expected to remain flat from the prior year. The implementation of a construction and
demolition recycling program, diverting material from the landfill, has impacted collections in
this category. In addition, the recession and continued aggressive diversion programs have also
impacted this revenue source negatively.
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The Money and Property category consists primarily of interest income. The 2003-2004
estimates in this forecast for earnings on investments of General Fund and several other funds'
cash assume a historically low average interest rate of 2.7%, applied to an average cash balance
of approximately $210.0 million. This Forecast reflects a decrease to the average interest rate
yield (down from 3.8% in 2002-2003) and a slight increase in the average cash balance (up from
$185.0 million), both used to develop the estimate in the 2002-2003 Adopted Budget. Interest
transfers from capital and special funds have been adjusted to reflect the various impacts of
expected activity and fund balance levels in 2003-2004. The forecast projects growth of 1.5% in
the out years.

The growth in Motor Vehicle In-Lieu fees was extraordinarily strong in the last years of the
decade of the 90s, with growth of 10.0% in 1997-1998, 9.5% in 1998-1999, 11.5% in 1999-2000,
and 10.8% in 2000-2001. These growth rates reflected a surge in car sales throughout the State
that was sustained for several years. However, 2001-2002 experienced only comparative growth
of 2.9%, reflecting a slowing trend and general impacts of the recession. In 2003-2004, the
forecast assumes that growth will continue to slow, and will experience modest growth of 2.0%
over the 2002-2003 estimate. This lower growth rate is built on the assumption that the
continued weak California economy will reduce the growth in new car sales from the heated
pace experienced over the prior years. In the remaining four years of the forecast, stronger
growth is projected ranging from a low of 4.5% in 2004-2005 to a high of 7.21% in 2007-2008.
Of course, the estimate for Motor Vehicle In-Lieu revenue collections assumes that no changes
are made at the State level impacting our share of this revenue source.

Federal Revenue and Other State Revenue categories consist primarily of grant revenues. The
National Safe Schools-Healthy Students Initiative will complete its last year of funding in 2002-
2003 and, thus, is not included in the forecast. However, since the application was renewed by
the State for another three-year term, the San Jose LEARNS grant of approximately $1.6 million
is included. For 2003-2004, Public Library Foundation funding is currently estimated to be at a
reduced level of $382,000 and the Abandoned Vehicles Abatement Program funding from the
State is estimated to be $720,000. Other ongoing grants are projected to be received
approximately at the current year level for 2003-2004 and are estimated to be relatively flat over
the remaining years of the forecast, consistent with historical trends.

The estimate for Gas Taxes assumes that collections in 2002-2003 are expected to total $17.8
million and remain flat in 2003-2004. In the out years of the forecast, growth of less than 1.0%
annually is projected.

The Transient Occupancy Tax estimate for 2002-2003 reflects a decline of 1.75% from the
prior year level, reflecting the stagnant economy. In 2003-2004, a modest increase of 3.0% is
anticipated. In the remaining years of the forecast, average annual growth of 6.7% is anticipated
based, in part, on increased hotel activity over the forecast period.
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Utility Taxes are imposed on electricity, gas, water and telephone usage. Collections in 2002-
2003 are anticipated to end the year approximately 1.0% below the 2001-2002 actual level. This
level reflects lower performance related to Electricity and Telephone Utility Taxes offset by
stronger Gas and Water Utility Taxes. With the approval of changes made during the Mid-Year
Budget Review, this category is currently anticipated to meet the modified budget expectations.
For the Electricity and Gas Utility Taxes, no growth is expected for 2003-2004 over the current
year estimate. For the Water Utility Tax area, growth of 3.0% is anticipated based on an
expected rate increase. For the Telephone Utility Tax, a slight decline of 1.0% is assumed,
reflecting a continuation of current trends.

In the current year, Franchise Fee collections are expected to decline by 8.2% over the 2001-
2002 actual level. This drop from the prior year is partially due to lower Franchise Fees related
to Gas and Commercial Solid Waste (CSW), offset by an expected increase in Cable Television
and City Generated Tow Franchise Fees. In the CSW Franchise Fee category, collections are
anticipated to decline from $10.0 million in 2001-2002 to $8.9 million in 2002-2003, and then
increase to $9.5 million in 2003-2004, primarily reflecting the phased-in shift of AB 939-related
fees approved by the City Council in the 2002-2003 Adopted Operating Budget. This CSW also
reflects the sustained trend in reduced solid waste volume levels, as diversion program impacts
become more significant.

In 2003-2004, the projection for collections in the Electricity and Gas Franchise Fee categories is
based on activity from calendar year 2003. For the Electricity and Gas Franchise Fee, growth of
2.0% and flat, respectively, is projected in 2003-2004 based on a slight increase in consumption
for Electricity and a stabilization of activity related to Gas. No additional rate increases are
assumed at this point. Cable Franchise fees are conservatively estimated to be flat in 2003-2004
as well. (The City is still in negotiations with the cable television provider.) No further rate
increases or changes in consumption are currently assumed in the Cable Franchise Fee category.
Nitrogen Gas Pipeline and Water Franchise Fees are expected to remain flat. City Generated
Tow Franchise Fees for 2003-2004 are expected to dip to $1.1 million from the current year
estimated level of $1.5 million, but flat from the 2001-2002 actual collection of $1.1 million.
This City Generated Tow Franchise Fee performance is primarily due to one-time revenue
received in the current year that is not expected in 2003-2004.

In the out years of the forecast, revenues are anticipated to increase a yearly average of less than
1.0% annually. This relatively flat growth assumption reflects the continuing decline in the
Commercial Solid Waste Franchise fees and the stabilization of the gas and electricity rates.
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The 2002-2003 estimates for the Fines, Forfeitures and Penalties category presumes virtually
flat growth from the 2001-2002 actual collection level. It is assumed that collections in 2003-
2004 will be 3.8% below the 2002-2003 year-end projections, reaching $11.0 million. This
decline is primarily driven by less revenue from Parking Fines due to special, additional parking
enforcement that was administered during 2002-2003.

As with the prior forecasts, the scheduled collection for the Garden City penalty payment
($582,900) is not included in this forecast. While three full penalty payments are due from
Garden City, it is not known when or if these payments will be made due to Garden City's
continued involvement in bankruptcy proceedings. The scheduled payments have not been
received for the last four years. A low rate of growth (approximately 1.2% annually) in this
category is anticipated in the latter years of the forecast.

The largest portion of the Revenue from Local Agencies category consists of Redevelopment
Agency Convention Center lease (pass-through) payments. The debt service amounts have been
predetermined. Agency reimbursements for City service costs estimated for 2003-2004 are
based on the assumption that ongoing support will remain consistent with current levels and that
no State action will impact this reimbursement-related revenue source. Redevelopment Agency
reimbursements for past capital expenditures (which enable the City to fund the San Jose Best
Program - $3.0 million) have also been included in the forecast, again presuming no disruption
from State budget actions.

For 2002-2003, Central Fire District payments are expected to at least meet the budgeted amount
of $4.07 million, which is approximately 3.1% over the prior year level. Property taxes fund the
Central Fire District activities, and those payments for the County areas covered by the San Jose
Fire Department are passed on to the City. Based on information from the County related to this
particular revenue source, a 5.0% growth projected for 2003-2004 to reflect the anticipated
increase in Secured Property Tax revenues. Enterprise Fund In-Lieu payments, representing
revenue from the Water Pollution Control Plant and Municipal Water System in lieu of taxes, are
expected to increase by 1.6% in 2003-2004. In 2003-2004, payments from the County of Santa
Clara for the first responder advanced life support program (Paramedic Program) are assumed to
grow by 4.0% to the $1.8 million level based on the annual adjustments approved under the
existing contract.

In 2003-2004, an overall decline of 4.4% over the 2002-2003 year-end estimate is expected in
the Revenue from Local Agencies category. This growth rate is significantly lower than the out
years due to the absence of one-time grants expected to be received and conclude in 2002-2003,
including the Santa Clara County Community Based Aftercare Program grant of $672,000.
Overall, the growth rates following 2003-2004 are less than 2.0%.
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The Other Revenue category consists of miscellaneous revenues received from a variety of
sources, including proceeds from the Sale of Surplus Property, cost reimbursements for the
Investment Program, Arena Rental, Suite, Parking, and Naming revenues, and utility company
reimbursements for Fiber Optic Infrastructure Inspection costs. Revenue estimates assume
continuation of current year activity levels with revisions, where appropriate for 2003-2004 costs
or agreements.

Proceeds from the Sale of Surplus Property category has been set at $100,000 to assume that, at a
minimum, the costs of the Real Estate Division related to the sales process will be recovered.
Any additional sales proceeds known to be available will be included as one-time revenue
estimates in the Proposed Budget. Collections from Miscellaneous Revenues have been adjusted
downward to reflect the most recent activity levels. Overall, average growth rates are projected
to be 1.5-2.6% over the forecast period.

The Overhead Reimbursements and Reimbursements for Services categories for 2003-2004
reflect the majority of changes in overhead rates that will occur. In the remaining years of the
forecast, an overall average increase of approximately 3.0% is assumed annually for both
Overhead Reimbursements and Reimbursements for Services, reflecting the anticipated cost of
living adjustments plus a small factor for anticipated "salary creep".

The Transfers category estimate for 2003-2004 primarily reflects a presumption for no
significant changes from the prior transfer level. One transfer from the Vehicle Maintenance and
Operations Fund was adjusted downward to reflect the anticipated amount, resulting from the
audit report related to vehicle replacement. A cost of living increase in the reimbursement for
Airport Crash Fire Rescue and Airport Police Consolidation costs is assumed for 2003-2004 and
the remaining four years of the forecast. The remaining transfers have been reflected at current
year levels, with slight adjustments for costs or payment schedules as necessary.

The forecast estimate for available Beginning Fund Balance in 2003-2004 of $40.7 million is
based on the following assumptions:

• A Contingency Reserve balance of at least $22.8 million will remain uncommitted by year-
end; and

• A total of $17.9 million will be achieved from a combination of expenditure savings;
additional revenue; $1.0 million from the liquidation of prior-year carryover encumbrances;
and $1.9 million from development-related savings that will be used to bridge the gap
between expenditures and cost-recovery levels.

The future year beginning fund balance estimates assume the continuation of the 2003-2004
level for the unrestricted portion of the balance. The carried over Contingency Reserve portion
is adjusted upward each year to reflect the amounts necessary to comply with the Council policy
that the Contingency Reserve be maintained at least at the 3.0% of expenditures level.
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As has been the practice in the last several forecasts, the first year (2003-2004) projection for
personal services costs was calculated at a detailed level. An extract of payroll system
information as of September 2002 was used as the starting point. This individual position-level
information was then reviewed, corrected, and updated by each department to include current
vacancies and filled positions, accurate salary step status, as well as any position
reclassifications. In addition, 2002-2003 ongoing position additions and reductions were
annualized, and projections for benefit costs in the coming year were made. Funding for
projected bargaining unit agreements is carried in a separate earmarked Salary and Benefit
Reserve.

The resulting 2003-2004 personal services preliminary estimate, as displayed in Section Two of
this report, represents growth of approximately 3.9% from the 2002-2003 Adopted Budget level.
The growth of approximately $18.9 million results from the combined impact of a number of
factors: salary and benefit growth from negotiated agreements to be implemented in the current
year (2002-2003), those not yet distributed in the Adopted Operating Budget (International
Brotherhood of Electrical Workers), and the third year costs of nine of twelve bargaining groups.

It also should be noted that the level of growth shown for departmental personal services costs in
the forecast actually understates the total personal services growth projected for 2003-2004
because costs for three of the twelve employee bargaining units with open contracts are not
included in the personal services total. The three groups not included here are the Police
Officers Association (POA), the International Association of Firefighters (IAFF) and the
International Union of Operating Engineers. In addition, a portion of the negotiated increases for
all but one of the non-sworn bargaining groups has not been specifically allocated. The
projected costs for those bargaining unit agreements are carried separately in the Salary and
Benefit Reserve.

In January 2003, an increase of approximately 20.0% for the City's lowest priced health plan
resulted in additional expenses to the City of approximately $2.5 million in the General Fund. In
the prior forecast, an increase of only 15.0% was assumed in 2002-2003.

It should be noted that due to the mechanism used to represent the desired outcome in fee
programs, personal services expenditures in this forecast are understated by approximately $4.4
million. The $4.4 million represents the shortfall that would exist in the development-related fee
programs after the implementation of planned fee increases and elimination of designated fee
reserves in the Public Works, Fire, as well as Planning, Building and Code Enforcement
Departments. These fee programs are intended by the City Council to recover 100% of the cost
of development review and inspection. While individual fees have been added for new services
and some fees were reduced or eliminated, annual general fee increases have not always taken
place. The tremendous development activity seen in recent years has generated enough revenue
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to delay fee increases. Cost-recovery levels in the Public Works, Planning, and Building
programs have dropped to as low as 82.0% in 2001-2002. In order to begin to address cost-
recovery levels, in 2001-2002, some fee increases in Planning and Building were approved.
Also, all four programs relied upon the use of Service Obligation Reserves that were set aside to
cushion the impact on services if a general downturn in development activity, where revenue
would decline before the workload diminishes, should occur. In 2003-2004, in three of the four
programs, Service Obligation Reserves were used in the prior year. Thus, the programs are
unable to sustain projected expenditures. Each of the fee programs will be required to develop
strategies that will address this shortfall of $4.4 million in the 2003-2004 Proposed Operating
Budget.

In years two and four, the retirement rates for both the Police/Fire and Federated Retirement
plans were adjusted to reflect the projected impact of the economy upon the retirement
portfolios. In 2004-2005, the retirement rate adjustments are projected to increase expenditures
by approximately $13.2 million. Retirement costs are based on employer contribution rates that
are applied to the base salaries. Therefore, changes in either the salary level or the employer
contribution rate will impact the funding level for this benefit.

As with past forecasts, personal services costs in years two through five of the forecast are
typically projected on a more global basis, using the detailed costs calculated for the first year as
a base, and then growing that base by an overall percentage factor representing expected growth
from all combined elements. For this forecast, the out years were projected to inflate at a
composite rate of approximately 6.3%. This projected rate of growth is up from the 5.3%
presumed in the March 2002 forecast. This primarily reflects the impact of the economy upon
the two retirement portfolios as described above.

Non-Personal/Equipment Base

Non-personal/equipment expenditures in the first year of the forecast were also calculated at a
detailed level. The process includes adjusting each department's current year budget to eliminate
one-time allocations, annualizing all partial-year additions or reductions approved for 2002-
2003, and including projected adjustments for specific large non-personal/equipment allocations
(e.g., utilities, leases, contracted services and Police Department vehicle replacement) as
described later in greater detail. The resulting 2003-2004 estimates represent a decrease of
$11.28 million from the current year level. This reflects the impact of deleting one-time
additions and rebudgeted items included in the 2002-2003 Adopted Budget.

Departmental gas and electricity funding was increased in the forecast by $600,000 to reflect
approved gas and electric rates, and projected consumption changes from expanded City
facilities. Other specific adjustments included in the 2003-2004 non-personal/equipment base
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include increases to the amounts for vehicle maintenance and operating costs ($722,000) and
contractually required cost of living increases to major contracts. Current fuel prices are at
historic highs in response to current market conditions. This forecast assumes a stabilization of
the rates with a modest increase. For the out-years of the forecast, a growth rate of 2.0% was
assumed from the 2003-2004 non-personal/equipment base level in each of the four years. This
projection is unchanged from that assumed in recent forecasts.

Other Expenditures

The City-Wide Expenses program in the first year of the forecast (2003-2004) represents a
reduction of $11.88 million from the 2002-2003 level. This large reduction primarily reflects the
combined impact of deleting rebudgets ($14.5 million) and other one-time items ($0.5 million)
budgeted in 2002-2003. These reductions are offset by the inclusion of an increase of $5.55
million to Workers' Compensation Claims payments. The Claims payments in this forecast
range from $19.5 million in 2003-2004 to $23.5 million in 2007-2008. Payment costs are
expected to be up significantly in all five years from the March 2002 forecast level. This reflects
the extreme spike in costs experienced in the last 12 months. Although the number of claims has
decreased, substantial increases in the cost per claim for greater than anticipated medical costs
have been realized.

Police Automated Information System - This project, approved by City Council in October
1997, is nearing completion. In the March 2002 forecast, the project included only financing
costs. The last scheduled payment for the system is in 2002-2003. The staffing and
software/maintenance costs are included in departments' personal services and non-
personal/equipment line item (Police and Information Technology) that manage the system.

In 2002-2003, contractually required cost of living increases to office space leases are carried at
the required level in the non-personal/equipment category. In 2003-2004, Lease Payments have
been removed from non-personal/equipment and are shown as a separate item. This change is
due to projected increases in funding at a level greater than the 2.0% growth necessary in the out
years of the forecast. In 2002-2003, a total of $7.6 million was budgeted in the General Fund. In
2003-2004, $8.3 million is needed to provide space for City services. The costs range in the
forecast from approximately $8.566 million in 2004-2005 to approximately $10.033 million in
2007-2008. This is down slightly from prior forecasts to reflect the high vacancy rates that have
resulted in reduced costs for office space. The forecast does not include projections for the new
Civic Center. Debt service costs are now known, but further analysis is needed to project
accurately the specific lease savings by year that will occur.

The Convention and Cultural Affairs Fund Transfer estimate of $2.597 million was assumed
in each year of the five-year period. This is a change from the previous forecast, which allowed
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