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SAN JOSE Office of the City Manager

CAPITAL OF SILICON VALLEY

January 31, 2003

HONORABLE MAYOR AND CITY COUNCIL:

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

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

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

OPERATING BUDGET REVIEW
* A review by revenue category of the mid-year collection status of General Fund revenues.

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

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

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

e Adjustments to the appropriation ordinance and funding sources resolution in a number of
funds to provide technical adjustments and/or transfer funding between expenditure
categories.
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CAPITAL BUDGET REVIEW
¢ A review of the financial status of each Capital Program.

» Recommendations for various revenue and expenditure adjustments.

OTHER ITEMS

e Council referrals.

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

The City and the Economic Environment

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

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

San José Metropolitan Statistical Area
(Santa Clara County)
Total Wage and Salary Jobs Comparison
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The City and the Economic Environment (Cont’d.)

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

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

The City and the State Budget Crisis

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Expenditures

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

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

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

Recommended Actions

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

Proposed General Fund Adjustment Recommendations

Proposed Adjustments

- Revenue Estimate Adjustments (5,919,039)
- Mid-Year Augmentations/Reductions 7,637,250
- Grants/Reimbursements/Other Adjustments 3,435,524
- Development Fee Program (1,155,710)
Total Proposed Adjustments (11,276,475)

Proposed Offsetting Solutions
- Departmental Cost/Position Management Plan Saving (7,557,570}

- Reduced Police Vehicle Expenditure Requirements (1,163,195)

- Transfer of Vehicle Fund Balance 1,400,000
- Development Fee Program (1,155,710)
Total Proposed Offsetting Solutions (11,276,475)

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

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

Revenue Estimate Adjustments (-3$5.9 million) — The revenue estimates adjustment reflect the
net result of decreases to the Sales Tax (-$3.3 million), Transient Occupancy Tax (-$938,000),
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Recommended Actions (Cont’d.)

Franchise Fees (-$2.3 million), Utility Tax (-$2.7 million), as well as Use of Money and Property
(-$1.9 million) categories, partially offset by an increase to Property Tax estimate ($5.2 million).
Based on current analysis, these changes would bring the budget back into alignment with year-
end expectations.

Mid-Year Augmentations/Reductions ($7.6 million) — The actions in this category provide for
increases or decreases to the General Fund budget, some of which are supported by offsetting
increases in revenue as described later under “Grants/Reimbursements/Other Adjustments”
section immediately following this discussion. Such augmentations and reductions include, but
are not limited, to the following:

Grants/Reimbursements ($2.6 million) — An increase to the Police Department budget
related to additional overtime at the Airport and additional security-related services with
offsetting revenue from the Airport ($2.3 million); additional fee activity expenditures
related to the Parks, Recreation, and Neighborhood Services Department with offsetting
revenue from fee activity classes ($510,000); a decrease to the Fiber Optics Program with
offsetting revenue adjustment (-$303,000); and appropriation increases related to various
local, state, and/or federal agency grants and reimbursements to support departmental
programs described elsewhere in this report.

Required Adjustments ($4.8 million) — Workers’ Compensation Claims payments ($2.4
million); senior staff home loan assistance ($750,000); Police evidence warchouse
relocation costs ($600,000) partially offset by a revenue increase; Sick Leave Payments
Upon Retirement ($500,000); Insurance Premiums ($245,000); paramedic training for 15
Firefighters ($145,000).

Reserves (-$1.0 million) — Use of the Fire Training Reserve to cover the cost of sending
15 Firefighters to paramedic school ($145,000) and use of the Future Capital
Projects/FF&E Reserve to purchase and install kennel cages and casework at the new
Animal Shelter ($864,000).

Upgrades/Augmentations ($1.3 million) — Animal Care and Services Cages and Kennel
System ($864,000); augmented parking citations processing fees and activity with an
offsetting revenue increase ($212,000); funding to assist with the identification of
additional revenue strategies ($80,000); Methane Monitoring and Control ($75,000); and
Redevelopment Agency Attorney Enhancement ($45,000) with an offsetting revenue
increase.
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Recomimended Actions (Cont’d.)

Grants/Reimbursements/Qther Adjustments ($3.4 million) ~ The actions in this category
recognize revenue already received or the anticipated level of grants/reimbursements revenue
from various sources that partially offset the above Mid-Year Augmentations/Reductions:

¢ Grants/Reimbursements ($2.7 million) — An increase in the reimbursement from the
Airport Department related to additional Police Department overtime at the Airport and
additional security-related services ($2.3 million); additional fee activity revenue related
to the Parks, Recreation, and Neighborhood Services Department fee activity classes
($510,000); a decrease to revenue from the Fiber Optics Program (-$303,000); upward
revenue adjustments related to various local, state, and/or federal agency grants and
reimbursements to support departmental programs described elsewhere in this report.

¢ Required Adjustments ($250,000) — Reimbursement from the Redevelopment Agency
for a portion of relocation costs associated with the Police evidence warehouse
($250,000).

o Upgrades/Augmentations ($489,000) — An increase to revenue related to parking
citations augmented activity and processing fees ($444,000); and reimbursement from the
Redevelopment Agency for additional attorney services ($45,000).

Development-Related Fee Adjustments (-$1.2 million) ~ Includes recommended downward
expenditure adjustments to the Public Works Fee Program, the Building Fee Reserve, and the
Fire Fee Reserve to capture savings anticipated by year-end, associated with the City’s major,
development-related fee programs to partially offset lower than anticipated revenue.

Proposed Offsetting Solution Actiens

The following actions are recommended to offset the additional funding and revenue losses
described above. The proposals are described in more detail in the Budget
Augmentations/Reduction and Clean-up Adjustments summary in Section III of this document:

Departmental Cost/Position Management Plan Savings (-$7.6 million) — This action would

remove from departmental appropriations the reduction amounts mandated by the cost/position
management plans.
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Proposed Offsetting Solution Actions (Cont’d.)

Reduced Police Vehicle Expenditure Requirements (-$1.2 million) — This recommendation
would decrease the Police Department’s Non-Personal/Equipment appropriation for vehicle
replacement. This is a portion of the amount of savings identified in the City Auditor’s recent
review of the vehicle replacement program, and verified by the Budget Office. A savings of at
least $1.2 million is available from the marked fleet. There will be no impact on the availability
of public safety vehicles from this action.

Transfer of Vehicle Fund Balance ($1.4 million) — This report includes a recommendation to
transfer $1.4 million from the Vehicle Maintenance and Operations Fund related to a
recommendation that also resulted from the City Auditor’s recent review of the vehicle
replacement program. This was funding placed in the Vehicle Maintenance and Operations Fund
last year to accelerate vehicle purchases.

Development-Related Fee Adjustments (-$1.2 million) — Includes recommended downward
expenditure adjustments to the Public Works Fee Program, the Building Fee Reserve, and the
Fire Fee Reserve to capture savings anticipated by year-end, associated with the City’s major,
development-related fee programs to partially offset lower than anticipated revenue.

In a later section of the report, detailed status reports are provided for all of the City’s large
special funds, along with discussion concerning smaller special funds with significant variance
issues through December. Following is a brief summary of the major findings:

Airport Revenue Fund

Overall, operating revenue collections in the Airport Revenue Fund continue to be negatively
impacted by the combined impact of the economy and the September 11 events. Through
December, operating revenucs tracked approximately 8.0% below anticipated budget levels
reflecting reduced activity levels. Terminal concessions, airfield, parking and roadway, and
general and non-aviation revenues are all below expected budget levels. The decrease is slightly
offset by increases in terminal rentals and petroleum product revenues. As a result of the
decrease in revenue coliections, a net decrease to Airport revenue estimates for 2002-2003 of
approximately $4.0 million is recommended in this report. These adjustments can be made using
prior year surplus funds so that no significant reductions to operational activities will be required.

11
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Benefit Funds

The Benefit Funds group consists of the Benefit Fund, Dental Insurance Fund, Life Insurance,
Fund and Unemployment Insurance Funds. In the Benefit Fund, a scheduled rate increase of
19.0% for Kaiser Permanente (effective in January 2003) will increase revenues and costs to the
fund in the second half of the fiscal year, with resulting adjustments to revenues and expenditures
recommended in this report. In the Unemployment Insurance Fund, the high unemployment rate
in Santa Clara County and the increase in the weekly benefit amount, as provided by California
Senate Bill 40, will also increase costs to the City. Effective January 2003, the maximum weekly
benefit amount increased by 12.0% over the prior amount. This report recommends upward
adjustments to the Payment of Unemployment Claims Category and to the Claims Reserve, offset
by revenue from Transfers from City funds, to cover fiscal impacts from the new legislation. The
additional costs can be absorbed within the departments’existing budgets.

Convention and Cultural Affairs Fund

Overall, revenues tracked well below expected levels in all categories in the Convention and
Cultural Affairs Fund due to the current economic conditions. Previously scheduled events are
smaller in scale with fewer exhibitors and attendees. The electrical services project, originally
envisioned to generate revenue by delivering electrical service in-house, has been delayed due to
economic conditions and concemns by service contractors. The fund is also absorbing significant
decreases in Transient Occupancy Tax revenue and in Parking revenue. Included in this report
are recommendations for the corresponding downward adjustments to revenue estimates: $1.3
million in Earned Revenue and approximately $2.0 million in transfers from the Transient
Occupancy Tax Fund and the General Purpose Parking Fund. Expenditure and contingency
reserve reduction actions (totaling $2.2 million) are recommended to offset a portion of the
decrease. A decrease to the ending fund balance in this fund ($1.1 million) is proposed to offset
the remainder.

General Purpgse Parking Fund

Revenues in the General Purpose Parking Fund tracked below anticipated levels due to the
continued slowdown in the economy and estimated office vacancy rates of approximately 20.0%.
Revenues have also been impacted by the following factors: delays in the implementation of
parking fee increases, expansion of the Downtown Retail Validation Program to all merchants
and restaurants in the downtown, and unforeseen temporary closure of parking lots due to
maintenance activities and special events. As a result of these factors, downward revenue
adjustments of $1.7 million are recommended as a part of this report. Expenditures in this fund
also tracked lower than anticipated. This trend is driven by savings in the Department’s Non-
Personal/Equipment appropriation. In addition, as mentioned previously, savings are expected in
the annual transfer of net Convention Center parking revenues to the Convention and Cultural
Affairs Fund. A $1.2 million decrease to the ending fund balance is recommended to reflect the
net impact of the revenue and expenditure adjustments included in this report.

12
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Transient Occupancy Tax Fund

Revenues in the Transient Occupancy Tax (TOT) Fund tracked significantly below the
anticipated levels through mid-year. The hospitality industry continues to suffer due to the
economic slowdown and events that have caused an overall hesitancy to travel. Although
average occupancy rates for the first half of the fiscal year registered a slight improvement over
last year’s level (51.08% compared to 50.69% for the same period last year), room rates dropped
from last year’s levels, from an average of $129.93 to $121.01. As a result of these trends, a 20%
reduction to the budgeted revenue estimate in this fund ($2.6 million) is recommended in this
report.

This reduction will have a significant impact on the three recipients of the TOT proceeds:
Convention and Visitor’s Bureau, Fine Arts Grants Program, and the Convention and Cultural
Affairs Fund. Included in this report are recommendations for reduction in the Convention and
Cultural Affairs Fund ($1.3 million), the Convention and Visitors Bureau ($650,000), and the
Fine Arts Program ($326,000). A reduction of $324,000 in the ending fund balance is, however,
recommended in this report to partially mitigate the impact on existing Fine Arts Programs of the
reduced funding levels, which might otherwise result in endangering some of the smaller
programs.

Included in Section III of this report are multiple clean-up and technical correction actions for a
variety of operating funds. The current practice is to use the Mid-Year Budget Review as the
vehicle to accomplish the corrective actions that accumulated through the first six months of
monitoring the budget. Included are actions to provide funds for Council-approved negotiated
salary and benefit increases; and net zero actions to move funding between appropriation
categories (e.g., between personal services and non-personal/equipment) or between departments
to reflect actual expenditure patterns.

Clean-Up Adjustments include the appropriation actions necessary to accomplish the following
for the operating funds:

e Salary Program Adjustments — Supplemental appropriations to distribute from the Salary
Reserve in various funds, including the General Fund, Council-approved negotiated salary
and benefit increases. A total of $4.3 million is being distributed by the various funds as part
of this document, including $3.0 million in the General Fund.

13
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e Net Zero Movements Between Revenue and Expenditure Appropriations — Technical
revisions to locate correctly budget amounts by department, fund or budget category.

o Net Zero Adjustments within a Special Fund — Implements previously approved funding
changes within a fund or addresses funding needs to cover existing obligations (e.g.,
increased lease costs, contractual services costs).

The 2002-2003 Adopted Capital Budget totaled $1.76 billion. Appropriation amendments
approved by Council through December 2002 have resulted in a net increase to that budget of
$46.5 million, reflecting both upward and downward adjustments. To date, the largest upward
adjustment was the result of additional fund balance ($61.1 million) carried over from 2001-2002
and recognized as part of the Annual Report actions. However, almost half of that additional
fund balance ($27.1 million) was rebudgeted to 2002-2003 to complete capital projects. The
largest decrease to the Capital Budget was the net reduction of $40 million to the Bailey
Avenue/Route 101 Improvements Project reflecting the transfer of this scaled down project to the
Valley Transportation Authority (VTA).

Also included were a number of new projects or projects with changes in cost and/or scope
approved earlier in the year, as well as technical adjustments to funding sources. The following

list summarizes the significant changes to the 2002-2003 Adopted Capital Budget.

SIGNIFICANT CHANGES TO THE 2002-2003 CAPITAL BUDGET

Project Increase
Transfer of Funding for Civic Center Parking Garages $ 19,000,000

From Parking Fund to Civic Center Fund

Short-Term Loan to the Civic Center Fund from the 12,500,000
Sewage Treatment Plant Connection Fee Fund
(Repayment of 1oan is a recommended mid-year action)

Bailey Avenue Improvements Project {44,966,000)
(Eliminates original project)
VTA: Bailey/10]1 Improvements Project 4,050,000
(Establishes City contribution to VTA for revised project)
Reserve - VTA: Bailey/101 Improvements Project 950,000
(Establishes a reserve for potential cost overruns)
14
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(CONTI"D)

A summary of appropriation amendments for all capital programs through December 31, 2002 is
shown on the following chart.

Adopted Revised
2002-2003 Increase 2002-2003
Budget (Decrease) Budget
Airport 687,518,336 3 30,275,063 $ 717,793,399
Civic Center 252,249,000 36,372,814 288,621,814
Communications 2,967,852 365,438 3,333,290
Developer Assisted Projects 4,646,716 427,502 5,074,218
Fire 25,169,332 1,378,420 26,547,752
General Fund Capital 37,350,304 3,773,000 41,123,304
Library 77,358,268 2,114,345 79.472,613
Muni Improv (Fiber Optics) 722,139 29,174 751,313
Parking 71,937,000 (19,041,859) 52,895,141
Parks 175,258,520 15,319,563 190,578,083
Police 16,729,000 - 16,729,000
Sanitary Sewers 65,848,584 2,015,055 67,863,639
Service Yards 22,113,193 550,563 22,663,756
Storm 3,406,809 760,221 4,167,030
Traffic 134,814,379 (26,569,668) 108,244,711
Water Pollution Control 162,530,295 (606,244) 161,924,051
Water Utilities 15,380,899 (667,041) 14,713,858
TOTAL $ 1,756,000,626 § 46,496,346 “$ 1,802,496,972

Capital Budget Revenues

Section II of this report contains an update on the financial status of each Capital Program,
including a discussion of the major revenue sources. As has been reported in the Monthly
Financial Reports, the prolonged economic slowdown has primarily impacied the Traffic and
Airport Capital Programs. The Traffic Capital Program is supported by the two largest
construction-related taxes that have continued to decline through the first six months of the fiscal
year. The Airport Capital Program is supported, in part, from Passenger Facility Charges that are
tracking lower than expected. On the positive side, Construction and Conveyance Taxes, which
support many of the capital programs, continue to exceed expectations with growth experienced
through the first six months of this fiscal year. In addition, several of the capital programs
receive bond proceeds that are not subject to the potentially large variances that can be
experienced with the economically sensitive revenue categories.
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{(CONT*D.)

Capital Budget Revenues (Cont’d.)

As mentioned earlier, Building and Structure Construction Taxes and Construction Excise Taxes
_ continue to track below last year's already weak collection patterns. Through December,
Construction Excise Taxes totaled $5.9 million, a decrease of 8,7% from the prior year, and
Building and Structure Construction Tax receipts totaled $3.8 million, a drop of 12.6%. The
2002-2003 Adopted Budget built in declines of 8.2% and 8.1% respectively. While the actual
revenue declines appear close to the budgeted levels, almost 40% of the collections for both of
these taxes were received in a single month (August). Without this unusually strong month,
collections would be significantly lower this fiscal year. Given the current economic conditions
that have led to a surplus in commercial and industrial real estate, continued weak performance is
anticipated. As a result, downward adjustments to these revenue estimates and corresponding
reductions to the ending fund balances and project expenditures are being recommended as part
of this report. Both of these taxes support the Traffic Capital Program.

Residential Construction Taxes and the Municipal Water Major Facility Fees have also
experienced significant declines through December. Receipts in the Residential Construction
Tax category have fallen 28% from the prior year and it is expected that collections will end the
$73,000 below the Adopted Budget estimate of $153,000. Municipal Water Major Facility Fees
totaled only $15,000 through December, or 6% of the budgeted revenue estimate of $250,000.
Downward adjustments to both of these revenue categories are recommended in this document.

In the Airport Capital Program, Passenger Facility Charge (PFC) revenues are tracking below
estimated levels through December due to the delay in the anticipated recovery of pre-September
2001 operational activity levels, A downward adjustment of $2.9 million to the PFC revenue
estimate is recommended in this document to reflect updated passenger activity projections based
on activity in Qctober and November 2002 and industry forecasts.

Construction and Conveyance Tax (C & C) revenues are tracking above anticipated levels
through December with growth of 16% from the prior year. The Adopted Budget assumed a
significant decline (39%) in collections. Since nearly 97% of the C & C taxes are comprised of
conveyance receipts, property transfers are the main driver in this revenue category. The number
of property transfers for all types of residences in the first half of this fiscal year increased 10%
from the prior year. The median home price was also up 5% in December 2002 when compared
with the December 2001 figure. While collections have been very strong through December, the
receipts in January showed the first decline of the year with a drop of 13% from the January 2002
level. Given the strong performance in the first half of the year, however, collections are
expected to at least meet the budgeted revenue estimate of $16 million by year-end.
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A series of recommended Appropriation Ordinance and Funding Sources Resolution
amendments to the Adopted Capital Budget are included in Section III of this report. The most
significant adjustments include the following:

As a result of the prolonged economic downturn, several construction-reiated revenue
estimates are being reduced including the following: Building and Structure Construction
Tax ($1.95 million), Construction Excise Tax ($2.76 million), Residential Construction Tax
($73,000), and the Municipal Water Major Facilities Fee ($200,000).

Several actions are recommended in the Parks Construction and Conveyance Tax (C & C)
Funds to address current year funding needs. These include funding for the Sonora Tumkey
Park, the Penitencia Creek Trail-King Road Crossing, the Vietnamese Cultural Heritage
Garden, and the Ryland Park Renovation. These additions are funded from available fund
balances or reserves.

In the Fire Capital Program, funding is recommended to cover the City’s contribution to the
FEMA 2002 Assistance to Firefighters Grant for portable radio repeaters, to fund the
installation of mechanical sirens on all front line fire engines and trucks, to augment the
Tools and Equipment allocation to fund the purchase of a second set of turnouts for
firefighters and to fund underground fuel tank renovations. These additions are funded from
the fund balance in the Fire Construction and Conveyance Tax Fund.

In the Traffic Capital Program, it is recommended that $1.5 million of the state-supported
allocation for street maintenance be placed in reserve based on the Governor’s proposal to
eliminate the funding for the Traffic Congestion Relief Program. This action will impact the
City’s ability to meet street maintenance commitments in the current year. In addition,
funding of $850,000 from the Smart Intersections allocation is recommended to be shifted to
the Traffic Signals budget to address a shortfall in that area. This reallocation of resources
better meets the City’s overall traffic flow needs by funding the higher-priority traffic signals
that were scheduled for the current year.

In the Airport Capital Program, a decrease of $2.9 million to the Passenger Facility Charge
(PFC) revenue estimate is recommended based on current activity projections. There are also
a number of appropriation adjustments proposed in the Airport Capital Funds to reflect
updated project costs and schedules as well as the transfers between funds. These
adjustments include additions of $750,000 to fund preliminary engineering for the Taxiway Y
Reconstruction project and $725,000 for the Novell property site development and reductions
of $4.4 million for the Taxiway L Widening project that will be combined with the Taxiway
Y Reconstruction project and $5.3 million for the Taxiway Z Extension project that can now
be funded from the security reserve.
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Although the City Council’s conservative fiscal and pregram policy actions over the past years
positioned the City to strongly withstand the impacts of an economic downturn of moderate
proportions, the magnitude and duration of the current situation are well beyond what nearly all
experts projected. Add to that the fact that the Governor’s Budget threatens to double an already
dire situation, and the City faces the makings of the largest fiscal challenge in its history. In
recognition of the seriousness of the situation facing us, the Administration is recommending a
number of Mid-Year actions that begin to align the budget with current year-end expectations,
and has begun review of a number of additional actions that would slow or stop current
expenditures significantly. Business as usual simply will not suffice in this fiscal environment.
We intend to bring options to Council for discussion as soon as this review is complete,
incorporating all of the strategies announced in the Mayor’s Budget Strategy memo.

Despite the seriousness of the situation, we remain confident that our combined efforts will
produce an appropriate plan to preserve the City’s strong financial status, and minimize to the
extent possible impacts on vital public services. We look forward to working with the Council in
this effort.

As always, any major developments which become obvious through continued monitoring of
financial data over the next six months will be brought to the City Council’s attention in future
Monthly Financial Reports.

DEL D. BORGSDJRF
City Manager
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(COI

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:

Airport Capital Improvement $ 1,908,000
Airport Revenue Bond Improvement 385,308
Construction Excise Tax 5,166,000
Benefit 1,668,000
Housing & Homeless 985,251
Municipal Golf Course 188,732
Unemployment Insurance 399,009
Workforce Investment Act 130,000

o

LARRY D. LISENBEE
Budget Director
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MID-YEAR BUDGET REVIEW

Section I

I. OPERATION BUDGET STATUS REPORT

At mid-year, the Budget Office conducts a comprehensive review of expenditure and revenue
performance in the General Fund and special operating funds through the first six months of the fiscal
year. This section of the report is intended to summarize the results of that review. The section is
organized as follows:

A. General Fund Source and Use of Funds — Included is a Mid-Year Status Report Source and Use of
Funds showing overall modifications to the 2002-2003 budget, actual revenues and expenditures
through December 31, 2002, and proposed changes recommended as part of this document.

B. Status of General Fund Revenues - For the General Fund, the mid-year status of revenue
collections is discussed at the revenue category level in this section.

C. Status of General Fund Expenditures - The status of overall General Fund expenditures is
provided. Included is a discussion of those departments with significant variances and
documentation on the changes to the Contingency Reserve through December 2002.

D. Status of Selected Special Funds ~ A review of the mid-year status of revenue collections and
expenditures for selected special funds with significant issues or variances is provided.
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2002-2003 GENERAL FUND

MID-YEAR STATUS REPORT
(December 31, 2002)
PRIOR-YEAR
2002-2003 CURRENT- CURRENT ACTUALS ACTUALS 2002-2003
ADOPTED YEAR CARRYOVER MODIFIED THROUGH THROUGH PROPOSED

SOURCE OF FUNDS BUDGET MODIFICATIONS ENCUMBRANCES BUDGET DECEMBER DECEMBER CHANGES
FUND BALANCE

Beginning Fund Balance 0 28,476,408 0 28,476,408 28,476,408 64,112,892 0

Encumbrances 0 1] 45,333,976 45,333,976 45,333,976 36,345,049 0

Carryover 162,194,925 0 0 162,194,925 162,194,925 150,203,097 0
SUBTOTAL 162,194,925 28,476,408 45,333,976 236,005,309 236,005,309 250,661,038 0
GENERAL REVENUE

Property Tax 86,278,000 0 0 86,278,000 42,243,609 20,606,379 5,166,000

Sales Tax 148,848,538 (11,296,423) 0 137,552,115 46,165,751 54,649,339 (3,273,047)

Transient Occupancy Tax 8,400,000 (762,397) 0 7,637,603 2,024,466 2,438,907 (937,603)

Franchise Fees 33,857,000 210,658 0 34,067,658 13,368,737 10,646,650 (2,314,000)

Utility Tax 70,673,000 (2,570,611) 0 68,102,389 28,104,074 25,568,139 {2,673,389)

Licenses & Permits 62,459,320 (413,160) 0 62,046,160 31,860,960 31,168,652 (1,340,380)

Fines, Forfeitures & Penalties 11,075,500 0 0 11,075,500 5,206,495 5,213,626 440,500

Revenue Fror Money/Property 13,094,500 0 0 13,094,500 5,391,619 8,911,849 (1,887,000}

Revenue From Local Agencies 39,271,731 2,356,820 0 41,628,551 20,382,557 19,401,282 543,410

Revenue From State Government 58,204,087 288,616 0 58,492,703 21,613,958 23,727,462 125,356

Revenue From Federal Government 1,776,489 713,906 0 2,490,395 1,082,346 343,389 0

Departmental Charges 20,528,881 2,375,891 0 22,904,772 11,395,768 10,316,461 254475

Other Revenue 14,495,183 {2,555,404) 0 11,939,779 11,453,060 14,550,830 (303,391)
SUBTOTAL 568,962,229 (11,652,104) 0 557,310,125 240,293,400 227,542,965 (6,199,069)
TRANSFERS AND REIMBURSEMENTS

Overhead Reimbursements 29,709,480 0 0 29,709,480 25,213,287 21,659,308 0

Transfers 18,076,159 13,288,079 0 31,364,238 14,427,839 19,649,393 3,809,465

Reimbursements for Services 18,235,000 17,000 0 18,252,000 7,851,025 7,340,932 0
SUBTOTAL 66,020,639 13,305,079 0 79,325,718 47,492,151 48,649,633 3,809,465
TOTAL SOURCE OF FUNDS 797,177,793 30,129,383 45,333,976 872,641,152 523,790,860 526,853,636 (2,389,604)




2001-2003 GENERAL FUND

MID-YEAR STATUS REPORT
(December 31, 2002)
PRIOR-YEAR
2002-2003 CURRENT- CURRENT ACTUALS ACTUALS 2002-2003
ADOPTED YEAR CARRYOVER MODIFIED THROUGH THROUGH PROPOSED
USE OF FUNDS BUDGET MODIFICATIONS ENCUMBRANCES  BUDGET DECEMBER DECEMBER CHANGES
DEPARTMENTAL
City Attorney 11,149,524 0 1,090,998 12,240,522 5,009,229 4,943,696 (3,337)
City Auditor 2,385.056 (15,456) 15,060 2,384,660 1,112,193 1,062,438 (38,847)
City Clerk 1,529,411 0 3,940 1,533,351 662,508 617,198 38,685
City Manager 6,912,376 40,000 240,831 7,193,207 3,637,211 3,507,610 (100,988)
Civil Sexrvice Commission 22,508 0 0 22,508 7,603 8,660 0
Economic Development 2,042,718 83,825 2,507 2,129,050 710,670 739,507 6,587
Emergency Services 347.550 0 5,266 352,816 159,964 158,691 3,026
Employee Services 7,334,788 97,000 183,487 7,615,275 3,333,332 2,092,243 (132,452)
Environmental Services 1,756,614 69,209 488,712 2,314,535 392,770 517,147 (49,828)
Equality Assurance 0 0 3,637 3,637 (4,688) 610,677 0
Finance 8,367,526 (80,000) 259,106 8,546,632 3,657,144 4,352,457 (157,228)
- Fire 108,216,633 491,822 712,021 109,420,476 54,015,303 49,898,517 492,634
x General Services 21,813,719 (18,000) 601,169 22,396,888 11,183,419 10,284,395 (175,023)
e Housing 281,207 135,380 0 416,587 111,818 0 (416,587
Independent Police Auditor 647,866 0 5,079 652,945 284,262 283,693 2,244
Information Technology 17,413,766 65,520 388,940 17,868,226 7,700,116 6,985,510 (206,618)
Library 22,440,762 279,821 343,998 23,064,581 10,387,447 10,187,685 (223,903)
Mayor and City Council 7,602,284 (33,671) 57,045 7,625,658 3,053,130 2,701,856 31,808
Parks, Recreation & Neighb. Svees 62,580,908 78,490 2,158,209 64,817,607 30,429,816 29,454,009 (866,871)
Planming, Building & Code Enforce. 31,143,643 159,718 812,476 32,115,837 14,446,753 14,865,288 (13,278)
Planning Commission 37,035 0 368 37,403 16,626 5,589 0
Police 216,394,450 489,889 1,345,632 218,229,971 100,756,804 92,909,717 (278,593)
Public Works 8,895,644 (120,000) 335,490 9,111,134 4,511,600 4,950,373 (640,333)
Redevelopment Agency 1,770,239 0 0 1,770,239 868,966 715,803 10,994
Transportation 35,041,153 300,000 1,284,763 36,625,916 18,763,573 18,743,825 (346,182)
SUBTOTAL 576,127,380 2,023,547 10,338,734 588,489,661 275,207,569 260,597,274 (3,064,090)
NON-DEPARTMENTAL
City-Wide Expenses 92,251,877 12,615,975 8,820,719 113,688,571 44,058,573 43,739,250 5,538,168
Capital Contributions 37,121,304 3,773,000 26,174,523 67,068,827 17,136,925 13,627,053 75,000
Transfers 6,007,294 222,000 0 6,229,294 2,717,534 7,584,459 0
Earmarked Reserves 61,120,763 11,697,361 0 72,818,124 0 )] (4,938,682)
Contingency Reserve 24,549,175 (202,500 0 24,346,675 0 0 0
Ending Fund Balance 0 0 0 0 0 0 0
TOTAL USE OF FUNDS 797,177,793 30,129,383 45,333,976 872,641,152 339,120,601 325,548,036 (2,389,604)
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Section I

STATUS OF GENERAL FUND REVENUES

Overview

Current Year Performance

Overal! City financial trends and performance
throungh  December remained  relatively
unchanged, with no improvement from the
status described in earlier Monthly Financial
Reports (MFRs). General Fund revenue
perforrnance continues to be significantly
impacted by the fall-off in the local economy,
especially evident in the technology sector. As
experienced over the first six months of the
fiscal year, the City’s economically-sensitive
revenues have been and continue to suffer as a
result,

The year-to-date revenue performance is
particularly troubling since it is in comparison
with a year that also experienced significant
drops primarily due to the recession and the
September 11 events. As reported in the
November MFR, General Sales Tax receipts in
the most recent quarter dropped 9.6% from the
prior year level.  This performance was
disappointing since it drives off a prior year
quarter that was already down 19.8%, and is
also the sixth consecutive quarter of decline.
That performance brought coliections down to
the level last experienced four years ago in
1998-1999.

The City’s other significant economicaily
sensitive  revenues also  continued to
demonstrate a  similar pattern  through
December. Year-to-date Transient Occupancy
Tax (TOT) collections fell approximately 10.2%
from the prior year which was itself down
sharply. City development-related fees also
continued their sharp decline: Construction
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Excise Tax receipts (down 8.7%), and Building
and Structure Taxes (down 12.6%). Additional
discussion related to other City revenues is
detailed in Sections II and III of this report.

In summary, the economy has fallen to levels
below even our most conservative estimates. As
a result, with the current General Fund revenue
estimates (reduced in October), the City will not
end the year within the overall revenue budget
unless adjustments are made. Thus, included in
this report are recommended downward
revisions to a number of General Fund revenue
estimates.

Comparison to Prior Year

General Fund revenues and transfers through
December totaled $287.8 million, or 45.2% of
budgeted estimates. This amount was $11.6
million, or 4.2% more than the amount received
last year at this time. However, this apparent
improvement is driven by $2.9 million booked
in error to the General Fund, an error reversed
and booked appropriately to another fund in
January 2003, and by early receipt of Secured
Property Tax revenue. When adjusted for the
error and the early Secured Property Tax
payment, General Fund revenue actually
declined by 4.9% or $13.4 million.

The decline in General Fund collections over
the prior year is primarily driven by decreases in
the following revenue categories: Sales Tax;
TOT: Fines, Forfeitures, and Penaities; Use of
Money and Property; Revenue from the State of
California; Other Revenue; as well as Transfers
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Section I

STATUS OF GENERAL FUND REVENUES

(CONT’D.)
Overview (Cont’d.)
and Reimbursements.  Declines in those Category $ in millions
categories were only partially offset by ‘
increases in the following revenue categories: Pr?p erty Tax $ 50
Property Tax; Franchise Fees; Utility Tax; Sales Tax (3.27)
roperty ’ . ’ y : Transient Occupancy Tax (0.94)
LICcns_cs and Permits; Revenue from Local Franchise Fees 2.31)
Agencies; Revenue from the Federal Utility Tax (2.67)
Government; and Departmental Charges. Licenses and Permits (1.34)
Fines, Forfeitures & Penalties 0.44
Recommended Adjustments Use of Money and Property (1.89)
Revenue from Local Agencies 0.54
Based on information available thr()ugh Revenue from the State of California 0.13
December, City Council actions are Departmental Charges 0.25
recommended to change revenue estimates gtherfReven:; b t (gg?)
based on year-end anticipated collection levels fansiers anc Reimbursements ——
and to account for a small amount of additional Total $ (238

revenue available for offsetting expenditures.

Recommended actions can be summarized in
the following chart:

Most of the recommended revenue adjustments
reflect changes to revenue categories based on
year-to-date performance. = The remaining
recommended changes are related to the
availability of new grants and reimbursements
($2.7 million) and are recommended for use to
fund activities in those areas.

The following discussion highlights General
Fund activities through December.
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STATUS OF GENERAL FUND REVENUES
(CONT’D.)

PROPERTY TAX

Revenue Status

2002-2003 2001-2002 2002-2003
Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$86,278,000 $42,243,609 49.0% 23.3% $5,166,000
The 2002-2003 Current Secured Property million. Comparing to the actual year-end

Tax budget estimate is $70.2 million. This
amount was based on an estimated growth rate
of 4.0% from the anticipated 2001-2002 year-
end receipt level. Comparing to the actual prior
year-end receipt level, the current budgeted
growth is 3.3%.

Through December, actual Current Secured
Property Tax collections of $29.4 miliion were
significantly higher than the pror year
collection level of $7.3 million. This is,
however, almost entirely the result of earlier
booking of Property Tax receipts this year,
when compared to last year. While tax roll
adjustments are still occurring and will continue
to take place until the end of May, the latest
information from the County of Santa Clara
Controller-Treasurer’s Office indicates that the
City will likely exceed its budgeted estimate of
$70.2 million by approximately $2.6 million.
Included in this report is a recommended
upward adjustment of $2.6 million to the
Current Secured Property Tax estimate.

The 2002-2003 Current and Prior Unsecured
Property Taxes budget estimate is $11.3
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receipt level, the current estimate allows for a
decline of 17.7%. The latest information from
the County of Santa Clara Controller-
Treasurer’s Office indicates that the City will
likely exceed its budgeted estimate of $11.3
million by at least $2.4 million. Included in this
report is a recommended upward adjustment of
$2.4 million to the Current and Prior Unsecured
Property Tax estimate.

Year-to-date Current SB 813 Property Tax
receipts (retroactive collections back to the point
of sale for reassessments of value due to
property resales) of $796,000 were 33.3% below
the prior year. Last year, the holiday season and
a timing issue with the booking of the December
payment caused year-to-date performance
through December to be less than anticipated.
The same issue related to timing occurred this
year, thus producing a cause for concern.
Collections in this category are typically a
leading indicator of sales activity. An




2002-2003
MID-YEAR BUDGET REVIEW

Section I

STATUS OF GENERAL FUND REVENUES

(CONT’D.)
PROPERTY TAX
(CONT'D.)
approximate four to six month lag from the time $3.6 million by approximately $210,000. Since
when reassessments are made to the point at the current budget allowed for a significant drop
which collections are booked reflects the current based on the prior year-end performance level,
recession and related drops in real estate activity the latest information from the County is
in the prior year. The latest information from actually good news. Included in this report is a
the County of Santa Clara Controller- recommended upward adjustment of $210,000
Treasurer’s Office, however, indicates that the to the Current SB 813 Property Tax estimate.

City will likely exceed its budgeted estimate of

SALES TAX
Revenue Status
2002-2003 2001-2002 2002-2003
Current YTD. % of % of Proposed
Estimate Actyal Estimate Actual Changes
$137,552,115 $46,165,751 33.6% 39.6% ($3,273,047)

The most recent quarter of General Sales Tax necessary to achieve that revised budget
receipts received in December (July through expectation. In fact, performance during the
September activity) fell 9.6% from the same remaining three quarters would have to average
quarter in the prior year. As reported in the 2.5% growth to achieve that budget. Given
November MFR, this performance is worse than recent trends, that outcome seems very unlikely.
anticipated. A downward adjustment to the

2002-2003 General Sales Tax estimate of $11.4 As a continuing reminder of how hard Silicon
million was approved by City Council as a part Valley has been hit, the City’s decline was
of the Annual Report, to bring that estimate in considerably greater than that experienced by
line with actual 2001-2002 collections and to the San Francisco Bay Area (down 3.1%) and in
reduce expectations to flat performance for the comparison with the State as a whole, where
year. The first quarter General Sales Tax collections actually grew by 3.0%. Neighboring
performance is clearly below the rate that is cities in Santa Clara County also experienced
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(CONT’D.)

SALES TAX
(CONT’D.)

fall-offs in their General Sales Tax receipts:
Palo Alto (down 17.3%), Campbell (down
15.1%), Milpitas (down 15.0%), Santa Clara
(down 10.2%), Cupertino (down 10.1%),
Mountain View (down 8.8%), Giiroy (down
8.2%), Saratoga (down 8.0%), Morgan Hill
(down 8.0%), and Sunnyvale (down 5.0%).

Preliminary  information  from  MBIA
MuniServices, the City’s Sales Tax consultants,
indicates that the decline in the City’s Sales Tax
receipts for the most recent quarter can be
attributed to poor performance in most
economic sectors, but was led again by another
sharp decline in the Business-to-Business
category (down 25.4%). The following
categories also suffered significant drops:
Miscellanecus (down 16.1%); Food Products
(down 5.0%), Transportation (down 2.8%);
Construction (down 2.7%); and General Retail
(down 2.3%).

Specific areas within these economic categories
are informative of General Sales Tax
performance. Within the Business-to-Business
category, the greatest declines were related to
electronic equipment (down 35.6%), light
industry (down 31.0%), leasing (down 27.2%),
business services (down 27.1%), and office
equipment (down 3.7%). Within the Food
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Products category, the greatest decline was in
restaurants (down 5.5%). Within the
Transportation sector, the greatest decline was
in service stations (down 8.0%) and auto
parts/repair (down 6.1%). The following lists
the largest General Sales Tax sectors and their
percentage of the total for the 2002-2003 first
quarter (July through September economic
activity): Business-to-Business at 29.1%;
General Retail at 24.9%; Transportation at
22.1%; Food Products 13.1%; and Construction
at 10.0%.

With three full quarters of revenue yet to be
received, it is still too early to draw definitive
conclusions regarding the status for the year,
However, to restore a presumption of flat
performance for the remainder of the year, this
report recommends a downward adjustment of
$3.3 million. The next quarterly payment will be
received in mid-March and will reflect October
through December economic activity.

The 2002-2003 Proposition 172 Half-Cent
Sales Tax budget estimate is $4.8 million.
Year-to-date receipts of $2.2 miilion are 19.4%
above the prior year. This category is still
expected to meet and even slightly exceed
budgeted expectations.
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TRANSIENT OCCUPANCY TAX
Revenue Status
2002-2003 2001-2002 2002-2003
Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$7,637,603 $2,024,466 26.5% 35.8% ($937,603)

The 2002-2003 budget estimate for the General
Fund Transient Occupancy Tax (TOT)
allocation (4.0% of the 10.0% total tax) budget
estimate is $7.6 million. This estimate assumed
a 12.0% increase from a presumed 2001-2002
year-end receipt level of $6.8 million. As 2001-
2002 receipts ended the year well below that
estimate, an adjustment was approved through
the Annual Report, bringing the revenue
estimate to its current level which maintained
the 12.0% growth assumption.

December collections of $2.0 million were
17.0% below the last year’s level of $2.4
million.  Although the drop is somewhat
overstated due to prior year accruals (the actual
decline through December, excluding accruals,
was 10.2%), the fall-off in collections is
obviously far more than anticipated.

Revenues are tracking well below budgeted
levels because there has been no appreciable let
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up in the local economic recession. Overall
occupancy rates for the first half of the fiscal
year averaged 51.08% compared with 50.69%
last year. Overall room rates have fallen from
last year’s average of $129.93 to $121.01, and
overall activity is only 88.4% of last year for the
same period.

Consequently, this report recommends a
downward adjustment of $938,000 to the
current estimate. This level is based on a
projection that this revenue source will end the
year flat compared to last year’s level. A
commensurate downward adjustment is also
recommended in the Transient Occupancy Tax
Fund, impacting Arts Groups, the Convention
and Visitor Bureau, and the Conventions, Arts,
and Entertainment Department.  Additional
discussion may be found in the “Status of
Selected Special Funds” section of this report.
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FRANCHISE FEES
Revenue Status
2602-2003 2001-2002 2002-2003
Current Y.TD. % of % of Proposed
Estimate Actual Estimate Actual Changes
$34,067,658 $13,368,737 39.2% 30.9% ($2,314,000)
Franchise Fees contains the following Fees tracked below the prior year level by 5.4%.
categories:  Electricity, Gas, Commercial CSW Franchise Fees are based on total solid

Solid Waste, Cable Television,
Generated Vehicle Tow and Water.,

City-

The annual reconciliation report from Pacific
Gas and Electric (PG&E) concerning
Electricity and Gas gross receipts and the
resulting amount of franchise fees owed for
calendar year 2002 will not be received until
April. Though payments to date are above the
prior year in these two categories, they represent
only a percentage of prior year totals. No actual
usage data has been received. While firm
conclusions cannot be drawn concerning the
status of these two revenue accounts until that
report is received, preliminary analysis indicates
that the Gas Franchise Fee may not meet the
current budget estimate of $4.8 million. A
downward adjustment of $2.3 million is
recommended as a part of this report, primarily
to recognize the impact of the volatility of gas
prices in the past two years.

As reported in previous MFRs, collections from
Commercial Solid Waste (CSW) Franchise

waste volume collected. Due to the 2001-2002
year-end performance of this Franchise Fee and
analysis related to the year-end collection level,
a downward adjustment to the 2002-2003
revenue estimate was already recommended and
approved by City Council as part of the Annual
Report. The most recent projections from the
Environmental Services Department (ESD)
indicate that this revenue is likely to meet the
revised budget level of $9.1 million. The
performance of this revenue reflects the
economic climate as well as additional waste
diversion being experienced in the Food Waste
Program and the Construction and Demolition
Diversion Program. ESD and Budget Office
staff continue to review and analyze how the
recession, increased diversion/recycling efforts,
and/or the shift in the AB 939 fee adopted in
November 2002 may impact these fees by year-
end. Based on the review and analysis,
appropriate recommendations may be made
before year-end.
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Cable Television Franchise Fees of $1.2 City-Generated Vehicle Tow Fees of $591,000
million represent only one quarter's collection are currently tracking within the 2002-2003
through December, due to the typical quarter lag budget estimate of $1.08 million.
in receipts. Year-to-date receipts reflect a 5.9%
increase over the prior year compared to a Water Franchise Fee revenue, totaling $74,000
budgeted growth rate of 3.0%. Fees from this through December, is currently tracking within
category are expected to meet the budget the 2002-2003 budget estimate of $157,000.
estimate of $4.58 million.
UTILITY TAX
Revenue Status
2002-2003 2001-2002 2002-2003
Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$68,102,389 $28,104,074 41.3% 38.2% (82,673,389

Utility Tax contains the following categories: provided by Pacific Gas & Electric (PG&E)
Electric, Gas, Water and Telephone. indicates a decline as well with overall usage

dropping approximately 3.1% since July
Electric Utility Tax receipts of $16.1 million compared to the prior year. In addition,
tracked above the prior year level of $14.3 preliminary information from PG&E indicates
million by 12.6%. This performance is entirely that no additional rate increases are expected for
due to the fact that the prior year’s December the remainder of the fiscal year. Based on
receipt was not booked until January, December year-to-date performance, therefore,
overstating  growth. Adjusting for this a downward adjustment of $2.0 million to the
difference  in  timing, receipts  were Electric Utility Tax estimate is recommended as
approximately 3.7% below the estimated prior a part of this report.
year level. This particular revenue source has
been experiencing a downward trend all year. Gas Utility Tax receipts of $1.8 million
Preliminary information related to usage performed significantly above the prior year
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level of $566,000, reflecting the impact of an
upward trend in gas rates from last year’s
downward trend that stabilized extraordinarily
high rates from 2000-2001. The cumrent budget
estimate of $5.9 million in Gas Utility Tax
allows for a slight increase for growth (2.0%) in
revenue receipts. Since current receipts through
December are significantly greater than the prior
year, an upward adjustment of $383,000 to the
Gas Utility Tax estimate is recommended as a
part of this report.

Water Utility Tax receipts of $2.6 million
through December exceeded the prior year level
of $2.5 million by 3.8%. The current budget
estimate of $5.9 million allows for growth of
3.4% over the prior year. Information from the
San Jose Water Company indicates that a rate
increase went into effect January 1, 2003. To
reflect the anticipated impact, an upward

adjustment of $177,000 to the Water Utility Tax
estimate is recommended as a part of this report.
It should be noted that this category can be
substantially impacted by the amount of
precipitation received, particularly in the spring.
Consumption levels over the next several
months along with the expected rate increase
will determine if additional adjustments to the
revenue estimate are necessary before the end of
the year.

Telephone Utility Taxes receipts of $7.5
million were flat through December while the
current budget anticipates growth over the prior
year. If receipts for the next six months
continue at the same pace as the first half of the
year, revenue will not make the current budget
estimate of $20.7 million. As a result,
downward adjustment of $1.2 million is
recommended as a part of this report.

LICENSES AND PERMITS
Revenue Status
2002-2003 2001-20602 2002-2003
Current Y.T.D % of % of Proposed
Estimate Actual Estimate Actual Changes
$62,046,160 $31,860,960 51.4% 52.6% ($1,340,380)
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Licenses and Permits includes the following six
major groups of revenue: Business License
Tax, Cardroom Business Tax, Disposal
Facility Tax, Fire Permits, Building Permits
and Miscellaneous Other Licenses and
Permits.

Business License Tax and Cardroom
Business Tax — Current year-end projections
indicate that revenues in Business License Tax
will meet or slightly exceed the budgeted
estimate of $11.45 million by year-end. Based
on receipts from the first half of the year,
current year-end projections indicate that
Cardroom Business Tax will also meet the
budgeted estimate of $7.5 million. Staff will
continue to monitor both revenue sources
closely, paying particularly close attention to the
Cardroom Business Tax as related court cases
continue to unfold and are resolved.

Disposal Facility Tax (DFT) - Receipts
through December of $6.2 million tracked
slightly above (2.6%) the prior year level.
Revenues in this category have been falling over
the past four years, in part, due to the increase in
the use of materials for Alternate Daily Cover
(ADC [i.e., solid waste such as shredded tires,
sludge, green waste, etc., used to cover active
landfills]), which is not subject to the tax. To
attempt to offset the impact of the ADC on
revenue collections, the exemption was removed
per approval by the City Council. It appears
that market reactions to the removal of the ADC
exemption, however, are driving a continued
level of deterioration to this revenue source.
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Apparently, a portion of the yard trimmings that
typically went to City landfills in the past is now
being transported to other locations (e.g.,
biomass facilities for energy production). The
Environmental Services Department (ESD) will
continue to monitor landfill activity. ESD is
preparing a report for City Council later this
fiscal year to discuss how the changes to the
exemption definition are affecting the DFT
revenue.  Staff also continues to review and
analyze how badly the recession and/or
increased diversionfrecycling efforts  will
negatively impact the DFT by year-end.

Building Permits — Building Permit receipts of
$7.2 million were 5.1% above the prior year
level of $6.9 million. The 2002-2003 estimate
was built assuming a continuation of the activity
levels of last year, with the higher fee levels
approved by City Council. It is clear that
collections will fall short of the budgeted level
in both the new residential building permits and
residential plan checks for remodels. The
Department has held a few vacancies and
managed its staffing and overtime in balancing
revenues and costs to address any performance
concerns. Utilizing the Building Program Fee
Reserve, the Administration recommends a
downward adjustment of $500,000 to the
revenue estimate. PFurther downward revisions
to the revenues and expenditures in this fee
program are expected by the end of the year as
additional information is available regarding the
performance of this development-related
category.
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Fire Permits — Fire Permit collections of $3.3
million were slightly higher than the prior year
level of $3.2 million. However, revenues from
development-related plan check activities were
23.4% below current year estimated levels and
below the prior year level by 8.1%. The 2002-
2003 revenue estimates were built assuming a
continuation of 2001-2002 activity levels, with
the higher fee levels approved by the City
Council. Collections through December refiect
activity levels that are below those anticipated
in the budget. Included in this report is a
recommended downward adjustment of
$400,000 to the revenue estimate and the Fire
Fee Reserve to incorporate the estimated year-

end shortfall in the Fire Fee revenue estimate.
Further revisions to revenues and expenditures
may be expected by year-end as additional
information is available regarding the
performance of this development-related
category.

Miscellaneous Other Licenses and Permits ~
Revenues in this category are tracking within
anticipated levels through December. This
report includes a technical adjustment, reducing
revenue related to the Rental Dispute Mediation
($440,380) program and moving it to the
Housing Department HOME Investment
Partnership Fund.

FINES, FORFEITURES, AND PENALTIES

Revenue Status

2002-2003 2001-2002 2002-2003

Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$11,075,500 $5,206,495 47.0% 45.2% $440,500
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Fines, Forfeitures, and Penalties includes the An upward adjustment of $444,000 related to
following groups of revenue: Parking Fines, Administrative Citation Fines is recommended
the City's share of Vehicle Code Fines, as a part of this report. As a result of heightened
Administrative Citation Fines and Penalties, citation activity from the addition of parking
and Cardroom and Business Tax Penalties. compliance resources, an increase in

Administrative Citation Fines revenue can be
Overall, receipts through December were flat expected. Additional discussion may be found
compared to the prior year. This performance is in Section III, “Augmentations/Reductions and
primarily due to lower collections in Vehicle Clean-Up Adjustments”, of this report. This
Code Fines, as well as Administrative Citation report also includes a technical adjustment,
Fines and Penalties partially offset by higher reducing revenue related to the Rental Dispute
collections for Parking Fines, Business Tax Mediation ($3,500) program and moving it to
Penalties, and Other Penalties. Overall, revenue the Housing Department HOME Investment
in this category appears to be tracking at or Partnership Fund.

slightly above budgeted levels.

REVENUE FROM THE USE OF MONEY AND PROPERTY

Revenue Status

2002-2003 2001-2002 2002-2003

Current Y.T.D. % of % of Proposed

Estimate Actual Estimate Actual Changes

$13,094,500 $5,391,619 41.2% 47.0% ($1,887,000)
The largest source of revenue in this category is Fund, and lower yield, resulting in lower
General Fund Interest Earnings. Overall, interest eamnings for all funds. The General
receipts of $5.4 million through December were Fund cash balance for December was down to
an extraordinary 39.5% below the prior year $176.0 million, compared to the prior year’s
level of $8.9 million, reflecting lower cash $196.2 million, a decline of 10.3% or $20.2

balances in many funds, including the General
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million. The Adopted Budget for General Fund
interest earnings was built anticipating a
significant drop in the average cash balance for
the year, but the December drop exceeded that
presumption. (We assumed a drop to an
average of $185.0 million.) Clearly,
December’s cash balance performance for most

funds was below expectations and of concern.
As a result, a recommended downward
adjustment of $1.9 million to this revenue
estimate is included in this report. This revenue
source will continue to be closely monitored to
observe how actual balances, interest rates, and
earnings compare to the budgeted assumptions.

REVENUE FROM LOCAL AGENCIES

Revenue Status

2002-2603 2001-2002 2002-2003

Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$41,628,551 $20,382,557 49.0% 41.2% $543,410

Revenue from Local Agencies includes the
following local government entities:  the
Redevelopment Agency, the Water Pollution
Control Plant and Municipal Water System,
and the Central Fire District.

Redevelopment Agency (Agency)
reimbursements (budgeted at $14.2 million)
tracked above the prior year level, but below
anticipated levels. As of December, only $4.2
million (29.6% of budget) was received from
the Agency. The collection level is below
expectations because the City has not yet
received its reimbursement from the Agency for
City capital expenditures of $3.0 million, an

amount equal to that which enables the City to
fund the San José BEST program; and
reimbursements for the Parks, Recreation, and
Neighborhood Services Department, Office of
Economic Development, Planning, Building and
Code Enforcement Department, and
Transportation Department also tracked lower
than anticipated. The City continues to work
with the Agency to reconcile the accounting
regarding all reimbursements for services to
date. Given the Governor’s current proposed
budget, it also is unclear whether the Agency
will be in a position to reimburse the City fully
for budgeted future services by year-end. In the
past, it was anticipated that if Agency
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reimbursement revenues fell slightly short of the
budgeted estimate, it would be offset by salary
savings in applicable departments. Staff will
continue to monitor activity at the State level
and how it impacts the City, including
reimbursement to the City for Agency-related
expenses,

The Redevelopment Agency also reimburses the
City for the Convention Center lease payment
budgeted at $12.7 million for 2002-2003. As
expected, over half of this reimbursement
revenue was received through December. It is
anticipated that the full amount of the estimate
will be received by year-end.

Payments are received from the Water
Pollution Control Plant and the Municipal
Water System enterprise funds in lieu of
various taxes and fees, which the City would
receive if these operations were privately
owned. Year-to-date collections of $2.2 million
are approximately 67.1% of the budgeted $3.3
million. It is anticipated that the entire budgeted
payments will be received by year-end.

Through December, the payments from the
Central Fire District for fire services provided
by the City are tracking within the budgeted
estimate of $4.1 million. The latest information
from the Central Fire District indicates that the
entire revenue estimate should be anticipated by
the end of the year.

The following upward adjustments are
recommended to the Revenue from Local
Agencies category:

e $250,000 from the Redevelopment Agency
to partially offset the cost of relocating two
Police evidence warehouses;

e $175,000 from the Redevelopment Agency
to increase the retainer for Office of the City
Attorney services;

e $48,690 from the County of Santa Clara to
Parks, Recreation, and Neighborhood
Services Department (PRNS) to provide a
cost-of-living adjustment for the Senior
Nutrition Program;

e $44,720 from the Redevelopment Agency
for Office of the City Attorney services to
provide an additional Senior Deputy City
Attorney; and

o $25,000 from the Health Trust for a Good
Samaritan grant to provide translation
services in five different languages for
printed fire and life safety literature.
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Revenue Status
2002-2003 2001-2002 2002-2003
Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$58,492,703 $21,613,958 37.0% 39.2% $125,356

The majority of revenue in this category is
generated from Motor Vehicle In-Lieu Fees
(MVLF). The 2002-2003 adopted revenue
estimate for MVLF is $52.5 million and was
based on an anticipated growth rate of
approximately 3.0% over the prior year
collection level. Actual collections of $51.3
million for last year only require the 2002-2003
adopted estimate to grow by 2.4%.

Actual MVLF collections of $21.1 million
through December represent growth of 2.6%
from the prior year. This growth is well below
the growth rates experienced over the past few
years: 5.3% in 2001-2002, 9.8% growth in
2000-2001, 11.0% growth in 1999-2000, 9.5%
growth in 1998-1999, and 10.0% growth in
1997-1998. MVLF revenue growth is clearly
softening due to the impact of economic
conditions in the state. MVLF revenue is still
anticipated to meet the budget estimate by year-
end unless State budget actions intervene.

As has been reported to City Council, the
current year estimated loss of MVLF to the
City, should the Governor’s budget proposal
move forward, is approximately $17.7 million.
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The bulk of revenue from Airplane In-Lieu
Fees was received in October.  Through
December, receipts of $932,000 were
approximately one-third below the prior year
level. If trends continue with the next payment,
a downward adjustment to this revenue may be
necessary.

The following adjustments are recommended to
the Revenue from the State of California
category:

e $85,187 for implementation of the Tobacco
Control Program by the Police Department;

e $26,218 for the Local Enforcement Agency
Grant to be used for testing, supplies, and
training by the Planning, Building, and Code
Enforcement Department;

e $26,163 for the Senior Companion Grant, a
program providing services to frail
homebound seniors by the Parks,
Recreation, and Neighborhood Services
Department;
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o $9,048 for services provides by the Fire
Department Strike Team related to its
participation in the wild fire in northern
California; and

o $21,260 downward technical adjustment
related to the Regional Auto Theft Task
Force, reconciling the budget with current
expectations.

REVENUE FROM THE FEDERAL GOVERNMENT

Revenue Status
2002-2003 2001-2002 2002-2003
Current Y.T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$2,490,395 $1,082,346 43.5% 9.8% $0

Almost all of the revenue in this category is
received from federal grant programs. It is
currently assumed that the budgeted grant
proceeds will be collected by the end of the year
because grant payment schedules are in effect.

The following lists the largest grants in this
category: National Safe Schools — Healthy
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Students Initiative ($736,000); Office of
Emergency Services, Federal Emergency
Management  Association  Assistance  to
Firefighters Grant ($492,000); Washington
Neighborhood Weed and Seed grant ($338,000);
and the Universal Hiring Program grant for
continued partial funding of sworn positions in
the Police Department ($300,000).
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Revenue Status
2002-2003 2001-2002 2002-2003
Current Y. T.D. % of % of Proposed
Estimate Actual Estimate Actual Changes
$22,904,772 ' $11,395,768 49.8% 44.0% $254.475

Contained in this revenue category are the
various Fees and Charges levied to recover
costs of services by several City departments.
The mid-year status of collections in over 150
different fee types in this category was
reviewed. Though overall year-to-date
performance through December may indicate
otherwise, staff analysis indicates that overall
departmental fe¢ revenue may not meet
budgeted estimates by year-end.

¢ Police — Departmental fee revenue of
$800,000 tracked at estimated levels through
December, though receipts were 5.3% below
the prior year level. This comparative
performance is primarily due to payments in
the prior year received earlier. The full
amount of POST reimbursement is still
expected by year-end. Overall revenue
levels are expected to meet or be slightly
below budget by year-end.

¢ Public Works — Departmental fee revenue
of $2.9 million was slightly below the prior
year level (down 1.1%) and well below
estimated levels through December.
Receipts were nearly identical to the prior
year level, however with the implementation
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of several new fees this fiscal year and a
general fee increase, revenues are 10.7%
below the estimated level. The utility
excavation, planned development permits,
and grading permits/plan check categories
continue to be the primary cause for the
underperformance, but revenues for nearly
all Public Works categories are below
estimated levels. While activity levels were
projected to remain the same as 2001-2002,
a revenue increase of 6.5% was budgeted
based on the projected 2001-2002 year-end
collection level. The additional revenue was
anticipated to come from the fee increase
and the implementation of several new fees.
It is clear that collections will fall short of
the budgeted level. In response, the
Department has implemented an expenditure
reduction plan in an effort to align revenues
and expenditures. The department has
redeployed several positions budgeted in the
fee program to work on various capital and
bond funded projects. Utilizing the General
Fund savings projected from these positions,
the  Administration  recommends a
downward adjustment of $256,000 to the
revenue estimate and the fee program
budget.







