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CITY OF

SAN JOSE Office of the City 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
revenuc 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.

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
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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;

o 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;

o 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;

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

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

e 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;

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

e 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;

e 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;

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

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

In light of the current forecasted budgetary sitvation, 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
gconomist.

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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1.

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. I 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.

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.

s  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.

v 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 yeat.

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 2004-20035, 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 continned 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






