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2001-2002 ANNUAL REPORT

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

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

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

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

and condition of the City.

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

’ SAN JOSE . Office of the City Manager

CAPITAL OF SILICON VALLEY

September 30, 2002

HONORABLE MAYOR AND CITY COUNCIL:

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

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

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

RECOMMENDATION

It is recommended that the City Council approve the following:

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

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

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

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

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

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

2001-2002 GENERAL FUND PERFORMANCE OVERVIEW

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

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

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

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

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

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

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

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

Fund Balance 214.3 190.7 (23.6) (11.0%)




HONORABLE MAYOR AND CITY COUNCIL
September 30, 2002 \%

2001-2002 GENERAL FUND PERFORMANCE OVERVIEW (CONT’D.)

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

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

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

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

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

General Fund
Fund Balance History
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ANALYSIS OF 2001-2002 GENERAL FUND OPERATIONS

The following is a summary discussion by category of how the various components of the
General Fund budget performed in 2001-2002. A more detailed explanation of the activities in
each of these categories can be found later in this document.

Sources of Funds

Overall General Fund sources of funding (revenue plus fund balance) ended the year $3.4
million (0.38%) above the 2001-2002 final Modified Budget level, and $1.4 million (0.15%)
above the estimate used to develop the 2002-2003 Adopted Budget’s beginning fund balance
component.

Total General Fund revenue collections of $660.7 million ended the year less than one percent
(0.33% or $2.2 million) above the 2001-2002 Modified Budget level. The increase over the
budgeted estimates reflected higher collections in Property Tax, Utility Tax, Licenses and
Permits, Fines, Forfeitures, and Penalties as well as the Use of Money and Property, Revenue
from Local Agencies, Other Revenue, and Transfers and Reimbursements offset by lower
receipts in Sales Tax, Transient Occupancy Tax, Franchise Fees, Revenue from the State of
California, and Revenue from the Federal Government. A net adjustment of $965,000 to Fee
Program Reserves is recommended as part of this report to adjust the reserves to the amounts
actually generated by various Fee Programs. Net of revenues and expenditures, an adjustment
totaling $1.2 million is recommended for placement in the Planning and Building Fee Program
Reserves. This is partially offset by a downward adjustment of approximately $275,000
necessary in the Fire Fee Program Reserve. These actions are consistent with the budget policy
enacted five years ago, preserving any expenditure savings or revenue excess in these fee
programs in reserves dedicated to that purpose.

Uses of Funds

Overall, General Fund uses of funds ended the year $187.3 million (down 20.7%) below the
2001-2002 modified budget level, and $27.1 million (down 3.6%) below the estimate used to
formulate the 2002-2003 Adopted Budget’s beginning fund balance component. Of the $187.3
million in savings, approximately $160.2 million was estimated to be available by year-end as
part of the beginning fund balance estimate that was rebudgeted in June as part of the 2002-2003
Adopted Operating Budget. The net remaining savings in this category was $27.1 million.

The recommitment of funding through rebudgeting actions is recommended as part of this report
to fund uncompleted projects and to allocate development-related expenditure savings to the
appropriate development-related activities. A more detailed discussion of the significant specific
rebudget amounts is provided in the General Fund Expenditure Performance section found later
in this document. After accounting for these additional recommended rebudgets, net savings of
approximately $8.4 million was realized, primarily from personal services savings due to vacant
positions in several departments.
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ANALYSIS OF 2001-2002 GENERAL FUND OPERATIONS (CONT’D.)
S

Use of Funds (Cont’d.)

The 2001-2002 General Fund Contingency Reserve ended the year at $24.3 million. This was
20.5% ($4.1 million) above the 2000-2001 year-end level of $20.2 million, and represented 2.9%
of total budgeted General Fund expenditures (excluding encumbrances, the Contingency
Reserve, and the Workers’ Compensation Reserve). At the beginning of each year, the
Contingency Reserve is established at a level necessary to meet or exceed the City Council’s
reserve policy level of 3.0% of expenditures. During the year, however, the reserve level may
drop below 3.0% if significant additions are made to the budget or uses of the Contingency
Reserve are approved.

Ending Fund Balance

The current budgeting practice of the City is to use the fund balance remaining in the General
Fund at the end of any fiscal year, after the establishment of sufficient funding in the
Contingency Reserve, as a funding source for the following year. Thus, each year during the
budget process, a detailed estimate of the unused balance in the fund is incorporated into the
Adopted Budget. The Ending Fund Balance estimate always contains two components: the
portion of the fund balance that needs to be rebudgeted for completing projects or retaining
reserves; and that portion which is truly undesignated and available as a general funding source
in the coming year. The undesignated portion is further divided into ongoing and one-time
components to assure that the City does not fund ongoing programs with one-time fund balance
monies. The components of ending fund balance in any year are unexpended reserves,
expenditure/transfer savings, excess revenue, and liquidated encumbrances. When the 2002-
2003 Operating Budget was developed, it was assumed that the 2001-2002 ending fund balance
would total approximately $162.2 million. As discussed earlier, the actual ending fund balance
of $190.7 million was $28.5 million above the budgeted level, but at the same time was also
$23.6 below the prior year level. This use of fund balance accumulated over several years is
both a reminder of the very different and difficult financial environment the City is now
operating in, and an indication of how important it is for us to adopt the type of cautious
financial strategy recommended in this report concerning the commitment of any additional one-
time funding that becomes available
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ANALYSIS OF 2001-2002 GENERAL FUND OPERATIONS (CONT’D.)

I . —

Ending Fund Balance (Cont’d.)

2001-2002 General Fund
Ending Fund Balance Components
Total: $190.7 million
($000’s)

Encumbrance
Liquidation
$2,564 -

Revenue
$842

Expenditure/
Transfer
Savings
$79,825 Unexpended
Reserves
$107,440

Unexpended reserves totaled $107.4 million, of which the Contingency Reserve portion was
$24.3 million. The remainder represented several earmarked reserves, the most significant of
which were: the Reserve for Economic Uncertainty ($15.8 million); Workers’ Compensation
Reserve ($15.0 million); the Salaries and Benefits Reserve ($10.2 million); 2002-2003
(Deficit) Reserve ($9.98 million); Measure O&P/City Hall/SNI/Fire MP Reserve ($7.7
million); and Reserves for Development-Related Activities ($6.4 million). The majority of
these reserves were rebudgeted in June ($55.5 million) or allocated to 2002-2003 ($28.0
million). Additional reserve rebudgets of $0.965 million are recommended as a part of this
report.

Expenditure/Transfer savings totaled $79.8 million. A large portion of these savings ($59.0
million), were rebudgeted as part of the 2002-2003 Adopted Budget for completion of 2001-
2002 programs. Additional expenditure/transfer rebudgets and technical adjustments totaling
$12.59 million are recommended as part of this report. :

The total excess sources of funding (revenue plus fund balance) were $842,000. A portion of
this variance is due to a $1.0 million drop in the 2001-2002 Beginning Fund Balance, related
to a prior year accrual made for workers’ compensation claims. In reconciling the 2000-2001
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ANALYSIS OF 2001-2002 GENERAL FUND OPERATIONS (CONT’D.)

Ending Fund Balance (Cont’d.)

General Fund activity, the claims accrual was mistakenly reflected as a decrease in
expenditures instead of an increase. Correcting that error results in a net $1.0 decrease to the
2001-2002 Beginning Fund Balance. In addition, a negative carryover from the Sidewalk
Repair Fund (Fund 370) of $275,000 reflects the gap between repair costs and collections
from property owners." These two transactions were offset by additional revenue of $2.2
million.

e The final component of the Ending Fund Balance is the value of the liquidation of carryover

encumbrances, which in 2001-2002 totaled $2.6 million. Actual liquidations ended the year
above the $2.0 million level assumed in the 2002-2003 Adopted Budget.

IMPACTS ON THE 2002-2003 ADOPTED BUDGET

Beginning Fund Balance

With the City’s current budget practice, ending fund balance amounts carried into the next fiscal
year as beginning fund balance are a significant source of funding for the ongoing budget. As
described previously, the actual General Fund ending balance was above the estimate used in the
2002-2003 Adopted Budget by $28.5 million. A total of $14.8 million of this amount is
necessary to rebudget and/or correct problems discovered with the adopted budget (described in
more detail below). This leaves $13.7 million available for allocation.

In the Mayor’s June 2002 Budget Message, items totaling $15.6 million were designated to be
considered for funding should the City be in a position of having of 2001-2002 Ending Fund

Balance. They were listed in priority order as follows:

! Prior to 2001-2002, the Sidewalk Repair Fund was included in the General Fund for governmental accounting
purposes only and not a part of the General Fund reconciliation since it was budgeted separately. In 2001-2002, the
Sidewalk Repair activities were incorporated budgetarily into the General Fund.
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IMPACTS ON THE 2002-2003 ADOPTED BUDGET (CONT’D.)

Beginning Fund Balance (Cont’d.)

Future Deficit 2003-2004 $- 11,726,000
Montgomery Park Renovations ' 544,688
Hubbard Elementary Portable/Community Center 350,000
Houge Community Center HVAC 576,950
Hanchett Ave Median Improvements 70,000
East San Antonio Median Island 475,000
Evergreen Park Tot Lot/Asphalt Path 582,502
Chynoweth Median Island Rd Improvement 480,000
Willow Glen/Lincoln Ave Gateway Project 150,000
Rose Garden Park Improvements 45,000
Green Building Program Position 83,000
Hensley Historic District Omamental Lighting 300,000
Mariposa Ave & Yosemite Ave Lighting 234,496
Station 28 Improvements 15,500
Total Mayor's June 2002 Budget Message Items $ 15,633,136

The net amount of additional fund balance is less than the amount that would be necessary to
fund all of the items, and therefore, even if the Council decided to proceed, only the Future
Deficit Reserve and the first four projects could be funded. More importantly, however, we
believe the additional information now available about the status of the 2002-2003 budget alters
significantly the key assumption that was the foundation of the recommendation to fund new
projects — namely that the budget as adopted was and would remain balanced. We believe that
assumption to be in doubt for several reasons.

Our first concern involves the State budget crisis. At the beginning of September, the State
Legislature finally adopted a current year budget. That budget negatively impacted City
revenues with a loss to the General Fund approximating $1.0 million from two sources: Senate
Bill (SB) 90 funding and Public Library Funds (PLF).> The City will lose approximately
$750,000 in SB 90 revenue and $277,000 in PLF. Beyond those cuts, however, given the nature
of the State balancing actions, we have a strong expectation that the State will need to take
further balancing actions, perhaps even this year, that could well result in large cuts to local
government revenue streams (e.g., Motor Vehicle In-Lieu).

A second serious concern involves the prospects for current year revenue collections. A review
of the local and economic environment, and a review of how key revenue sources ended the year

2 Senate Bill 90 (SB 90) requires the State to reimburse the City for eligible costs incurred by the City for certain state-
mandated programs.
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IMPACTS ON THE 2002-2003 ADOPTED BUDGET (CONT’D.)

Beginning Fund Balance (Cont’d.)

last year, leads us to conclude that several of our largest General Fund revenue estimates,
although conservative, should be revised downward. Nor does there appear to be reason to
expect imminent improvement in the local economy. The San Jose (MSA) unemployment rate
(unadjusted) for August was 7.6%. This rate is greater than both the statewide (6.2%) and
national (5.7%) unemployment rates. Local industry leaders continue to forecast sluggish sales
for at least the remainder of the year. Almost all local economists agree that we may have
reached the bottom of this slowdown, but significant improvement appears to more than a year
away.

By far the most significant downward adjustment required involves our largest General Fund
revenue source, Sales Tax. The 2002-2003 Adopted Sales Tax estimate presumed 2.5% growth
on a much higher 2001-2002 base than actually was realized. News released last week
concerning the latest General Sales Tax quarterly collection totals show reductions far steeper
than projected, with a 16.7% decline through September 2002 (sales activity from March through
June 2002). This decline was greater than the San Francisco Bay Area (-8.4%) as well as the
State (-1.4%), and pushes the record of double-digit declines to a fourth straight quarter. The
2002-2003 estimate would now require revenue growth during this fiscal year of approximately
9%, which is clearly unlikely to occur. Similarly, collections in 2001-2002 fell well below the
levels presumed in the current year budget for three other General Fund revenue sources:
Transient Occupancy Tax, Disposal Facility Tax, and the Telephone Utility Tax.

To address these concerns, the Administration is recommending a two-pronged financial
strategy. In order to reflect the State budget cuts and expected lower revenue collections, this
report includes a recommendation for downward revisions to four General Fund revenue sources
totaling approximately $16.0 million. The recommended downward adjustment in the General
Sales Tax, to a level presuming no growth from 2001-2002 levels accounts for $11.3 million of
that total. It will require all of the net 2001-2002 unallocated fund balance discussed above, plus
$2.3 million from an additional source to accomplish the revenue reduction actions.

This brings us to the second piece of the recommended financial strategy. Later in the year, the
Housing Department intends to purchase several parcels of City land that will result in the
General Fund receiving approximately $13.3 million in unanticipated and un-programmed
revenue. We recommend using this funding for two purposes: 1) to provide the additional
funding necessary to implement the revenue reductions described above; and, 2) to begin
addressing the highest priority item on the Council’s Ending Fund Balance list (Page x), a
Reserve for Future Year’s Deficit, in the amount of $10.9 million.

It is clear that we not only face challenges in the current year, but also are certain to face a large
shortfall going into the 2003-2004 budget process. The strategy recommended here is in keeping
with the Mayor and City Council’s direction, and would continue the fiscally cautious approach
that has served us so well up to this point.
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IMPACTS ON THE 2002-2003 ADOPTED BUDGET (CONT’D.)

Beginning Fund Balance (Cont’d.)

In more detail, the recommended allocation of the additional General Fund Balance can be
described as follows:

PROPOSED ALLOCATION OF ADDITIONAL FUND BALANCE ($000s)

Fund Balance Variance $ 28,476
Changes to Fee Reserves 965
Required/Recommend Current Year Adjustments 1,269
Rebudgets/Technical Adjustments 12,591

Fund Balance After Recommended Adjustments $ 13,651

Changes to Fee Reserves ($0.965 million) — Consistent with the budget policy enacted five
years ago, $965,000 is recommended for the fee program reserves (Building, Fire, Planning,
and Public Works), preserving all expenditure savings and/or revenue excess in these
programs

Required/Recommended Current Year Adjustments ($1.3 million) — These additions are
recommended to address a number of current year funding needs which have emerged since
the budget was approved including: additional support for workers’ compensation claims
payments ($500,000); additional support for Transportation Department electricity costs
($300,000), repayment to the State for San Jos¢ LEARNS grant program savings ($259,000);
funding for the Silicon Valley Bowl ($100,000) erroneously omitted from the budget, tow
contract negotiations ($35,000), and Convention Center expansion consultant services costs
to be split with the Redevelopment Agency ($75,000).

Rebudgets/Technical Adjustments ($12.59 million) — These adjustments are recommended
to complete existing projects in 2002-2003 and to reflect any necessary technical budget
adjustments. The Annual Report is the point in the budget process where action is required to
provide for the rebudgeting of year-end savings not anticipated when the Adopted Budget
was approved, but required to complete a significant Council-established project. Also -
recommended are actions that actually reduce previous rebudgets in various departments and
the City-Wide Expenses category to reflect instances where greater than expected
expenditures occurred in 2001-2002 and those funds are, therefore, not needed in the current
year. In addition, various net zero adjustments are recommended to reflect the actual year-
end revenues and expenditures associated with various grants. A net total of $12.59 million
of Rebudgets/Technical Adjustments are identified in this report that need to be carried to the
2002-2003 fiscal year in order to complete the specific projects and programs. The two
largest components of this rebudget/technical adjustment recommendation are General Fund
Capital Projects ($3.2 million) and City-Wide Projects ($9.0 million).
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IMPACTS ON THE 2002-2003 ADOPTED BUDGET (CONT’D.)

Beginning Fund Balance (Cont’d.)

As described earlier, the elements of the Administration’s recommendations to rebalance the
General Fund budget based on 2001-2002 year-end performance, and to prepare the organization
for future shortfalls includes the following elements:

e Revenue (-$2.7 million) — A net downward adjustment of $2.7 million dollars is
recommended to bring the General Fund budget closer to current estimates. This
recommendation is a combination of downward revisions to several revenue sources,
primarily driven by adjusting Sales Tax to reflect flat growth over the actual prior year
collections ($16.0); and certification of anticipated revenue from the sale of surplus property
($13.3 million).

o .Reserve for 2003-2004 Deficit ($10.9 million) — In accordance with the Mayor’s June 2002
Budget Message, the $10.9 million which remains after the above actions is recommended to
be used to establish a Reserve for Future (2003-2004) Deficits. Doing so helps prepare the
organization to address what will surely prove to be a challenging, upcoming budget year.

STATUS OF OTHER FUNDS

Capital Funds

In 2001-2002, collections in the major capital tax revenue categories exceeded the estimates
included in the modified budget with the exception of the Building and Structure Construction
Tax receipts that fell slightly below the final estimate. However, receipts in all of these
categories showed substantial declines from the prior year collection levels.

The Traffic Capital Program is primarily supported by the Building and Structure
Construction Tax and the Construction Excise Tax. Year-end collections in the Building and
Structure Construction Tax category totaled $9.7 million, which was slightly below the modified
budget estimate of $10.2 million, but significantly lower than the $17.4 million received in 2000-
2001. The year-end variance would have been considerably larger if this revenue estimate had
not been adjusted downwards from the adopted figure of $11.7 million. Construction Excise Tax
receipts ended the year at $14.9 million, exceeding the modified budget of $13.2 million but also
falling well below the $20.7 million received in 2000-2001. During the year, this revenue
estimate was reduced from the adopted figure of $14.9 million based on lower actual collections.
Strong year-end receipts, however, resulted in collections meeting the original estimate for this
category.

The following graph displays the collection history of both the Building and Structure and
Construction Excise Tax receipts over the past eleven years and illustrates the significant fall-off
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in revenues experienced in 2001-2002 due to the slowdown in the economy that has impacted
construction activity.

CONSTRUCTION TAX REVENUES
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Construction and Conveyance Tax revenues, which are the primary source of funds for the
Park and Community Facilities Development, Library and Fire capital programs, also
experienced a drop-off in 2001-2002 from the record setting collection levels experienced in
2000-2001 due to the prolonged economic slowdown that has impacted real estate sales. Actual
collections for 2001-2002 totaled $26.3 million, a decrease of almost $5.4 million from the prior
year. While revenues fell below the 2000-2001 collection level, they significantly exceeded the
budgeted estimate of $20.0 million by $6.3 million. When the 2001-2002 budget was developed,
it was assumed that receipts would experience sizeable declines from the estimated 2000-2001
collection level based on the sluggish state of the economy. While the drop-off did occur,
receipts fell from a much higher 2000-2001 actual collection level than originally estimated.

The following graph displays the collection history of Construction and Conveyance Tax receipts
over the past 15 years. As can be seen, during the recession years in the early 1990s collections
hovered around the $9-11 million level for approximately five years. Following this recession,
collections surged, peaking in 2000-2001 with receipts of $31.6 million. The drop-off in 2001-
2002 marks the first decline in over half a decade. While collections may still experience some
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Capital Funds (Cont’d.)
declines if the economic recovery is slow, it is not anticipated that receipts will dip to the levels
experienced in the first half of the 1990’s. The 2002-2003 adopted budget estimate of $16.0
million allows for further significant declines in this category.

CONSTRUCTION AND CONVEYANCE TAX REVENUES
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Airport Operating Funds

The events of September 11 combined with the slump in the local economy and a decline in
business travel had a severe impact to revenue generating activities at the Airport. Mid-year
actions included reductions to the Airport’s revenue estimates of $17.6 million. This action
brought revenues more into alignment with the anticipated year-end budget expectations.
Revenue collections in the Airport Revenue Fund were $2.3 million higher than the Modified
Budget. The increase was attributed to higher than expected revenues in the following
categories: Terminal Rental, Terminal Building Concessions, Parking and Roadways, Other
Revenue and Petroleum Products. Offsetting the increased revenues was a decrease in Landing
Fees and Airfield Area, reflecting the decline in passenger travel (see following Monthly
Passengers graph) due to September 11 and to in-flight kitchen revenues and cargo traffic.
Expenditures and transfers were significantly below the budgeted level by $12.5 million due to
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Airport Operating Funds (Cont’d.)

the Airport’s efforts to achieve costs savings while continuing to provide the necessary services.
The decrease primarily reflects expenditure savings in the Airport Maintenance and Operations
Fund and the Airport Customer Facility and Transportation Fee Fund as well as a lower transfer
to the Airport Renewal and Replacement Fund due to lower capital project expenditures.

Norman Y. Mineta San Jose International Airport
Monthly Passengers
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Convention and Cultural Affairs Fund

In a rare bit of good news, the Convention and Cultural Affairs Fund ended the year in a stronger
than budgeted position with higher than anticipated revenue collections. The fund ended the
year with revenues of $456,858 over the modified revenue estimate. This is mainly due to higher
than expected space rental income for the last six months of the year. However, the overall
occupancy rate was approximately 83.0% for 2001-2002, well off of the 90% that was realized in
2000-2001. The positive ending fund balance variance reflects the receipt of revenues exceeding
expectations and non-personal savings. It is recommended that these additional funds be held in
reserve to help cushion the impact of the economic slow down and an expected drop in fac111ty
occupancy related revenue, and Transient Occupancy Tax funds.
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Transient Occupancy Tax Fund

Collections for the Transient Occupancy Tax (TOT) in 2002-2003 were drastically impacted by
both the economic slowdown and the drop in travel that followed the events of September 11,
and totaled $10.4 million. This collection fell below the revised budget amount by $1.05
million. That revised budget estimate had already been significantly reduced during the year
from the originally adopted level of $14.9 million. TOT activities dropped more than expected
particularly in the last quarter of the year. The average hotel occupancy rate fell from 70.3% to
52.6% compared to the prior year. This trend is continuing into 2002-2003. For the first two
months of 2002-2003 the average occupancy rate is 51.9%.

TOT revenue is distributed to three groups by ordinance: the Convention and Visitors Bureau
(25%), Cultural Grants (25%), and the Convention Center Operation Subsidy ($50%). Since
2001-2002 tax receipts ended the year below budgeted levels (-$1.05 million), the three groups
each received an over-allocation of funding that must now be recouped by reducing current year
budgeted allocations. Actions recommended in this report will reduce the Convention and
Visitor’'s Bureau and Fine Arts allocations by $262,740 each, and the Convention Center
Operation Subsidy allocation by $525,480. Each of the three recipients has also been notified
that we believe that the current year budget will need to be adjusted downward significantly at
mid-year, and if that proves necessary, additional reductions to their current year allocations will
be required. As mentioned above, Convention Center operation revenues actually increased
during the last six months of the year and Convention Center activity remains a very important
generator of TOT receipts. Additional discussion detailing the actions proposed in the TOT
Fund may be found in Section II, Other Funds, of this report.
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LOOKING AHEAD

Despite the recession and impacts from the events of September 11", we managed our way
through the challenges and ended 2001-2002 in a stable financial position. We provided services
and programs to residents while maintaining cost/position management plans; and laid the
groundwork for continued reductions into 2002-2003 with limited performance impacts.

While these efforts were successful and the organization should be very proud of the results,
additional work still remains. The State is expected to take further budget-balancing actions that
will most likely impact local government revenue streams. No significant improvement is
anticipated in our General Sales Tax revenue based on a fourth consecutive quarter of double-
digit declines on a source that is more than a fifth of the General Fund budget. Further, there is
no reason to expect the local economy to improve dramatically given the unemployment rate and
the drops in the leading indicators as well as consumer confidence. Thus, we have recommended
a very cautious approach to the allocation of the additional resources identified in this report.
We are proposing that all of the additional funding available in the General Fund, both from last
year and from a new source, the sale of surplus property, be used to offset lower revenue
estimates, with the remainder being placed in reserve to address the shortfalls that the City faces
in the immediate future.

The Mayor and City Council’s continued commitment to sound fiscal planning has been
steadfast. This has placed the City in a strong position to withstand an extended recession.

The Mid-Year Budget Review will provide an opportunity to assess the effectiveness of the
recommendations contained in this document and to recommend any further cost-containment
strategies that may be necessary. As always, the Administration will continue to monitor the
current year closely, reporting the City’s fiscal status to the City Council through the Monthly

City Manager
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I hereby certify that there will be available for appropriation in the designated funds and in the
amounts as listed below in fiscal year 2002-2003 monies in excess of those heretofore

appropriated therefrom:

General Fund $ 28,868,515
Airport Passenger Facility Charge 3,738,790
Airport Renew & Replacement 2,234,574
Airport Revenue 8,941,163
Airport Revenue Bond Improvement 25,104,278
Anti-Tobacco Master Settlement Agreement 1,622,235
Arterial & Major Collectors 407,524
Building & Structure Construction Tax 9,075,381
Branch Library Bond Project 749,359
Business Improvement District 1,426
Community Development Block Grant 6,236,756
Central Service Yard Acquisition & Construction 15,747
Civic Center Construction 4,872,814
Community Facilities District 1 34,685
Community Facilities Revenue 483,969
Consolidated Water Utility 466,491
Construction & Conveyance Tax - Council District 1 626,904
Construction & Conveyance Tax - Council District 2 271,627
Construction & Conveyance Tax - Council District 3 370,832
Construction & Conveyance Tax - Council District 4 350,169
Construction & Conveyance Tax - Council District 5 627,813
Construction & Conveyance Tax - Council District 6 363,896
Construction & Conveyance Tax - Council District 7 1,507,509
Construction & Conveyance Tax - Council District 8 39,362
Construction & Conveyance Tax - Council District 9 69,493
Construction & Conveyance Tax - Council District 10 328,997
Construction & Conveyance Tax - Central Fund 545,830
Construction & Conveyance Tax - City-wide Commmunity Facilities 365,438
Construction & Conveyance Tax - Fire 1,378,420
Construction & Conveyance Tax - Library 1,217,262
Construction & Conveyance Tax - Parks 1,017,329
Construction & Conveyance Tax - Parks Maintenance 160,429
Construction & Conveyance Tax - Service Yards 534,816
Construction Excise Tax 7,001,427
Convention & Cultural Affairs 1,042,551
Dental 72,013
Development Enhancement 7,711
Economic Development Administration Loan 36,801
Emergency Reserve 3,428,468
Emma Prusch 33,984
Federal Drug Forfeiture 11,290
Fiber Optics Development 29,174
GiftTrust 59,756
Hayes Mansion Phase III 1,915,783
Housing & Homeless 291,374
Integrated Waste Management . 982,870
Library Benefit Assessment District 147,724
Life 4,910

Local Law Enforcement Block Grant 184,939
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Low & Moderate Income Housing $ 2,149,574
Maintenance Assessment District 4 12,133
Maintenance Assessment District SA 46,120
Maintenance Assessment District 6 35,042
Maintenance Assessment District 8 ' 8,933
Maintenance Assessment District 9 28,251
Maintenance Assessment District 10 58,334
Maintenance Assessment District 11 8,324
Maintenance Assessment District 12 10,469
Maintenance Assessment District 14 64,902
Maintenance Assessment District 15 - 107,883
Municipal Health Services Program 788,999
Municipal Golf Course 1,212,848
Redevelopment Agency Capital Projects (City side) 5,329,483
Residential Construction Tax Contribution 19,006
Sewage Treatment Plant Connection 834,300
Sewer Service & Use Charge 37,498
Sewer Service & Use Charge Capital 2,304,211
SJ-SC Treatment Plant Income 709,611
SJ-SC Treatment Plant Operating 1,598,791
State Drug Forfeiture 91,271
Stores 131,576
Storm Drainage Fee 506,548
Storm Drain Service & Use Charge 743,664
Storm Sewer Capital 253,673
Subdivision Park Trust 35,921
Underground Utility 408,496
Unemployment Insurance 3,855
Water Utility Capital ' 9,137
Workforce Investment Act : 447,057

£.

Larry D. Lisenbee
Budget Director
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| DEFINITIONS

Actuals vs. Budget/Estimate - This document includes analyses of department
appropriations and funds based on variances between the 2001-2002 actual
revenues/expenditures and either the 2001-2002 Modified Budget or 2001-2002 estimates.

- "Actuals" represent final, audited year-end close figures as of June 30, 2002.

- "Budget" reflects the original 2001-2002 Adopted Budget plus Council-approved
modifications to the Appropriation Ordinance and Funding Sources Resolution. This
number represents the year-end budget.

- "Estimates" are revenue/expenditure projections based on information available prior
to June 30, 2002. These estimates were used in calculating the year-end fund balance,
and consequently, the 2002-2003 Adopted Budget beginning fund balance.

Budgetary Basis vs. GAAP - The figures used throughout the text of this report are
presented in accordance with the budget. The Financial Statements Section of this report,
howeyver, has been prepared using reports, which in many cases, have been adjusted to report
transactions in accordance with generally accepted accounting principles (GAAP). Major
differences between the budgetary basis and GAAP basis include:

- Year-end encumbrances are recognized as the equivalent of expenditures for
budgetary purposes. Encumbrances are not recognized as expenditures on a GAAP
basis until recorded as actual expenditures. As a result, the expenditures and
encumbrances have been combined in the text for a budgetary basis presentation,
while the Financial Statements Section presents expenditures and encumbrances
separately. '

- In Governmental Funds, an amount for the current year's compensated absences is not
recognized on a budgetary basis since annual expenditures related to vacation, sick
leave, and compensatory time are budgeted as part of departmental personal services.

- Certain loan transactions and debt service payments are not recognized as
expenditures on a GAAP basis since these payments represent a reduction of an
existing debt obligation. For budgetary purposes, however, these payments represent
a "use of funds" and are budgeted as such.

- Under the GAAP basis, grant resources that are restricted to capital acquisition or
construction in an enterprise fund are identified as contributions of capital and are not
recorded as revenue. For budgetary purposes, grant funding, such as this, is
recognized as a source of funds.



| DEFINITIONS (CONT’D.)

o Significant Funds - In the "Other Funds" section, we have attempted to describe all funds of
significance in the Budget. More than 200 funds exist in the City, of which many serve only
administrative functions. For purposes of this report, funds that were not budgeted or that did
not have significant activity were excluded. Examples of such funds include the Special
Assessment District Funds and the Pension Funds.

o Presentation- In the analyses that follow, dollar amounts are presented in thousands unless
otherwise specified.

o Glossary of Terms - Definitions of frequently used budgetary and accounting terms are
presented on the next page.



IGLOSSARY OF TERMS

[Appropriation

The legal authorization granted by
the City Council to the
Administration to make
expenditures and incur obligations
for purposes specified in the
Appropriation Ordinance.

|Base Budget

Ongoing expense level necessary to
maintain service levels previously
authorized by the City Council.

|Capital Budget

A financial plan of proposed capital
projects and the means of financing
them for a given period of time.

Capital Improvement

Program (Five-Year)

A plan, separate from the Annual
Budget, which identifies all capital
projects to be undertaken during a
five-year period along with cost
estimates, method of financing, and
a recommended schedule for
completion. By City Charter
requirement, this document is
published annually on April 1.

| Carryover

Unspent funds, either encumbered,
reserved or unobligated, brought
forward from prior fiscal years.

IContingency Reserve

An appropriation of funds to cover
unforeseen events that occur during
the budget year, such as flood
emergencies, newly-required ,
programs, shortfalls in revenue, or
other eventualities.

|Contractual Services

Operating expenditures for services
provided by outside agencies and
businesses, ie. maintenance
contracts, management services,
etc.

[Debt Service

The amount required to pay interest
on and to retire the principal of
outstanding debt.

|Encumbrance

Financial obligations such as
purchase orders, contracts, or salary
commitments which are chargeable
to an appropriation and for which a
portion of the appropriation is
reserved.

| Equipment

An item having a unit cost of
$5,000 or more and an estimated
useful life of more than one year.

IFiscal Year

A 12-month accounting period to
which the Annual Budget applies;
for San Jose, it is the period July 1
through June 30.

|Fund Balance

The difference between total
receipts and total expenditures over
time.

|Fund

An  independent fiscal and
accounting entity used to account
for all financial transactions related
to the specific purpose for which
the fund was created by ordinance.

[General Fund

The primary operating fund used to
account for all the revenues and
expenditures of the City which are
not related to special or capital
funds.

{Interfund Transfers

Transfers between funds to account
for reimbursements for services,
overhead expenses, or other

. payments.

[Non-Personal Expenses
Operating costs which are not
related to equipment items or
personnel.

[Operating Budget

A financial plan for the provision of
direct services and  support
functions.

|Personal Services
Salary and fringe benefit costs of
City employees.

IProgram

An activity or group of activities
performed by a department, for the
purpose of providing a service or
support function.

[Rebudget

Unspent and unencumbered prior
year funds reauthorized for the
same purpose as previously
approved, usually as a result of
delayed program implementation.

[Reserve

Funds budgeted for a particular
purpose but not authorized for
immediate obligation.

[Special Purpose Funds

Funds, exclusive of the General
Fund and capital funds, which are
separately administered because
they are associated with a distinct
function or enterprise.
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RESULTS OF OPERATIONS IN THE GENERAL FUND

The General Fund ended the year in a stable position. A final available ending fund balance of
$190.7 million was realized, as reflected in the following table:

GENERAL FUND
BUDGET TO ACTUAL COMPARISON
FOR THE YEAR ENDED JUNE 30, 2002

($000s)
Budgetary
Revised Basis
Bu__dget Actual Variance
Sources
Beginning Fund Balance* 248,117 246,756 (1,361)
Liquidation of
Carryover Encumbrances - 2,564 2,564
Subtotal 248,117 249,320 1,203
Revenue 658,472 660,676 2,204
Total Sources 906,589 909,996 3,407
Uses
Personal Services 458,147 449,745 - 8,402
Non-Personal/Equipment/Other 112,782 100,811 11,971
City-Wide Expenses 125,144 95,311 29,833
Capital Contributions 90,471 60,944 29,527
Transfers 12,605 12,512 93
Reserves 107,440 - 107,440

Total Uses 906,589 719,325 187,264

Available Ending Fund Balance 190,671 190,671

* Includes an Encumbrance Balance of $33.8 million
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RESULTS OF OPERATIONS IN THE GENERAL FUND (CONT’D.)

The actual ending fund balance of $190.7 million exceeded the estimated ending fund balance
level by approximately $28.5 million. The elements of that variance are illustrated in the
following comparison of estimate to actual chart. The estimated fund balance column represents
the projections used to formulate the Beginning Fund Balance amount, included as a source of
funding in the 2002-2003 Adopted Budget.

2001-2002 GENERAL FUND
ENDING FUND BALANCE ANALYSIS

($000s)
Budgetary
Basis
Estimate Actual ' Variance
Sources ,
Beginning Fund Balance* 248,117 246,756 (1,361)
Liquidation of

Carryover Encumbrances 2,000 2,564 564
Subtotal 250,117 249,320 (797)

Revenue 658,472 660,676 2,204

Total Sources 908,589 909,996 1,407

Uses

Expenditures 733,076 706,813 26,263

Transfers 12,605 12,512 93

Reserves 713 0 713

Total Uses 746,394 719,325 27,069

Available Ending Fund Balance 190,671 28,476

* Includes an Encumbrance Balance of $33.8 million
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