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If economic development in San José is consolidated, the Agency and
the City must use caution to ensure that Redevelopment Agency funds
are not being used outside of the Agency’s boundaries. It could be
problematic if the City’s economic development programs were absorbed
and managed by the Agency because one could argue that the Agency
is operating outside its boundaries. However, if the City were to take full
responsibility for economic development programs citywide, including the
redevelopment area, they would be able to document appropriate use of
Redevelopment Agency dollars.

If the Redevelopment Agency provided 75% of the economic
development funding for the City, the cost savings to the General Fund
would be an additional $466,000 in ongoing savings. It is estimated that
the overall savings would be $600,000 from the shift of funds and
streamlining the economic development functions.

The City currently funds arts programs through its Office of Economic
Development. The Redevelopment Agency bylaws created three
standing committees, including the Community and Economic
Development Council Committee. The mission statement for this
committee is, “to manage the growth and change of the City of San José
in order to encourage a strong economy, ensure a diverse range of arts,
cultural and entertainment offerings, and create and preserve healthy
neighborhoods.”

If the City provided human resources, finance and information services
to the Redevelopment Agency, it could realize as much as $5.4 million in
net revenue. The balance would remain with the Agency to offset the
increased contribution to the Office of Economic Development.

3. Revise Competition Policy, Implement Managed
Competition for Service Delivery, and Optimize Work
Processes ($8 to $13.3 million)

One means to improve service delivery that has been proven effective
nationally in past years is managed competition. The term “managed
competition” refers to the idea of having internal City staff departments or
divisions compete with outside service providers (contractors) for the
same work. This is a way to ensure that City staff is approaching their
work in a creative, efficient and cost-effective manner. If they can
compete and provide service at a lower cost, they win the ability to
perform the work.

The City of San José adopted a managed competition policy in 1997 and
revised it in 2004. The goals of San José’s process are well thought out.
They are to:

e Increase responsiveness to customers through flexible service
delivery

e Reduce costs and/or avoid costs

e Increase efficiency of service delivery
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Improve quality and level of service provided

Encourage creativity and innovation in the delivery of services
Increase opportunities to leverage resources

Ensure the City’s mission and scope of services evolve with the
changing environment.

While the existence of the policy is positive, further revisions are needed
to maximize its impact and improve expenditure savings. The current
policy includes several impediments to implementation, including
provisions for no layoff, “third tier review of employment practices,” and
prevailing wage requirements. The policy has only been used a few
times in San José, but there are opportunities to use it much more
frequently.

Managed competition has been a proven success in cities nationwide
when skillfully implemented. Cities including Phoenix, Indianapolis, and
Long Beach have been cited as successfully making use of managed
competition processes. Its value in fostering more efficient and effective
public services has been acknowledged by government reform experts
David Osborne and Peter Hutchinson who wrote in their recent book,
The Price of Government, that “the fastest way to save money and
increase value is to force public institutions to compete.”

San Diego County’s managed competition program has been cited as a
national model for other governments. Despite an aggressive
competition program, County employees won 13 of the 17 managed
competition processes held. In one case, the fleet maintenance
employees won the bid and reduced the annual costs for fleet service by
$1 million.

The City of Phoenix has held 11 bid processes for solid waste collection
since managed competition bidding began in 1979. The result has been
savings of $24.7 million combined with cost savings from managed
competition for landfill operations of $7.7 million and solid waste transfer
hauling of $6.5 million through 2005.

Other documented savings from managed competition includes street
maintenance in Indianapolis, with savings of 30% from 1992 through
1996.

Charlotte, North Carolina, has also been a leader in managed
competition. In the first three years of their managed competition
program, the City conducted 34 competitions. Of these, 24 contracts
were awarded to the city agency and 10 to private contractors. In
Charlotte, each key business area (akin to the city service areas in San
José) developed a five-year plan for the services in its area that were
also available in the private sector. The plan had a timetable for
subjecting each service to competition, a strategy for making its business
more competitive, determining the reasons why a service would be
retained in-house without competing, and the reasons to contract with a
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private firm without conducting a managed competition in which its own
unit could compete. Even the police and fire departments identified
services that could bid competitively. The following services were
deemed worthy of some competitive analysis.

1. Animal control
Building maintenance
3. Communication and information services
4. Transportation Department construction and maintenance
5. Engineering
6. Equipment services
7. Finance
8. Grounds maintenance
9. Meter maintenance and reading
10. Police and fire communications
11. Police records
12. Sanitation
13. Special services
14. Special transportation
15. Wastewater and sewer construction and maintenance
16. Water pumping and treatment

In 2006, voters in the City of San Diego approved Proposition C which
asked them to amend the city charter “to allow the city to contract
services traditionally performed by civil service employees if determined
to be more economical and efficient while maintaining the quality of
services and protecting the public interest.”

In 2002, Accenture Consulting released a study which said that
“outsourcing is finally beginning to be explored as a way to transform the
culture and effectiveness of government workplaces — and not
necessarily with a transfer of jobs to the private sector”. The study cited
research showing that governments generally can reap average cost
savings of 20-40% over the life of an outsourcing contract, which
typically runs anywhere from 3 to 10 years.

According to a September 2007 report, Streamlining San Diego, written
by the San Diego Institute For Policy Research and the Reason
Foundation, "a review of over 100 studies of managed competition
showed the cost savings range between five and 50% depending on the
scope and type of service.” In addition to reducing the cost of service,
the other primary benefits of competition are quality, timeliness,
accommodating peak demand, gaining access to expertise, innovation,
and managing risk more effectively. The report estimated that San Diego
could save from $80 million to $200 million per year in operating costs
from the application of managed competition to approximately $1 billion
in annual non-public safety operating costs.
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However, managed competition is not a panacea and there have been
some well publicized failures. For example, after Indianapolis awarded
the operation of its wastewater treatment plant to a private operator, the
operator violated discharge standards which led to fines against the
operator and the City. Management Partners has also found that initial
estimates of cost savings such as those postulated for San Diego in the
Reason Foundation report can be difficult to achieve.

To avoid the potential pitfalls and maximize the benefits of managed
competition, the Streamlining San Diego report outlines the following
keys to success:

Trained Procurement Staff: Staff must be properly trained in
contracting best practices and, in particular, how to build service
level standards into agreements and monitor provider
performance.

Centralized Managed Competition Unit: The city should
develop an expert team of procurement and competition officials
to guide other departments in developing their managed
competition initiatives.

Performance Measures: It is crucial that the city identify good
performance measures to fairly compare competing bids and
accurately evaluate provider performance after the contract is
awarded.

Reliable Cost Comparisons: The city must establish formal
guidelines for cost comparisons to make sure that all costs are
included in the unit cost of providing services so that an apples-
to-apples comparison of competing bidders may be made.

Implementing Performance-Based Contracts: Performance-
based contracts should be used as much as possible to place the
emphasis on obtaining the results the city once achieved, rather
than focusing merely on inputs and trying to dictate precisely how
the service should be performed. Performance standards should
be included in contracts and tied to compensation through
financial incentives.

Vigilant Monitoring and Evaluation: Regular monitoring and
performance evaluations are essential to ensure accountability
and transparency, and that City's management and the service
provider are on the same page.

Employee = Communication and Relations: Managed
competition may encounter opposition from public employee
unions who view it as a threat. The current San José policy
provides extensive communication opportunities so that
employees and their representatives are appropriately involved in
the managed competition process.

Management Partners recommends that San José implement all of
these keys to success. Rather than having a “no layoff” policy, the City
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should instead require new contractors to consider offering positions to
current City employees who lose their jobs as a result of managed
competition. Further, when managed competition indicates the City
could more effectively deliver service using a private contract provider,
the City could also seek to synchronize such realignments with normal
attrition. Since the City will see higher than average retirements over the
next several years due to the aging of the “baby boom” generation, this
offers a unique opportunity to phase in contracting where it makes sense
without having to resort to layoffs. In any event, the City should
reconsider the blanket “no lay-off” policy because it makes it too
problematic to gain any economic benefits from managed competition.

Table 20 below summarizes potential savings from managed competition
for various City services.

TABLE 20: POTENTIAL SAVINGS FROM MANAGED COMPETITION

FY 2008 Budget (in Estimated savings at 15%

Service Millions) (in Millions)

Fleet maintenance $11* $1.65
Traffic maintenance 11 1.65
Street maintenance 7 1.05
Street landscape

maintenance 12 1.8
Facilities management 19 2.85
Park maintenance 29** 4.35
Libraries 28* 4.2
Information technology 15 2.25
Total 132 19.8

*Personal services budget only
**Estimated budget based upon 40% of department budget

Conservative and reasonable estimates of managed competition savings
range from 10% to 20% or from $13.2 to $26.4 million. Applying a 15%
savings through competition to $132 million in budgeted services would
generate savings of approximately $19.8 million annually. If non-
traditional managed competition services such as libraries and
information technology are removed from consideration (which would be
likely), the estimated 15% savings would be $13.3 million.

Managed competition, especially when it leads to outsourcing of
traditional work performed by public sector workers, is strongly resisted.
Another approach which has been successfully used in large California
cities is the approach of optimizing existing service delivery approaches.
Under this strategy, the one-time costs associated with a managed
competition approach are used to focus attention on discrete City
operations (often with the help of an outside consultant) to find
efficiencies. Long Beach has a good deal of experience in this area and
has been able to save approximately $4.9 million from operational and
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organizational changes and over $27 million in overall cost reductions.
Some of these cuts reflect service reductions, but with the scale of the
City of San José’s operations, an ongoing optimization approach could
reasonably yield savings of at least $8 million per year.

We conclude, conservatively, that a combination of managed
competition initiatives and optimization analysis can save the City $8
million to $13.3 million annually.

4. Increase Use of Civilian Positions in Police and Fire ($0.5
to $1.5 million)

This strategy would result in the deployment of more civilian personnel in
public safety services with the benefits of increased productivity of sworn
personnel and reduced number of sworn personnel the City would need
in the absence of support from civilian positions. The major change
would come from gradually implementing the use of Community Safety
Officer (CSO) positions in the Police Department.

The San José Police Department has a budget of $284 million, $281
million of which is funded through the General Fund (representing
approximately 27% of all General Fund spending). In the FY 2007-08
budget, staffing for the department totaled 1,814.46 FTEs (1,367 sworn
and 447 civilian). The average sworn police officer costs the City
approximately $120,000 annually. Comparatively, the average civilian
employee costs $80,000.

Figure 16 shows the percentage of sworn police department personnel in
peer jurisdictions. At 75% sworn staffing, San José has one of the
highest percentages of sworn personnel to civilian personnel. One
reason for this may be that San José has a relatively low number of
sworn officers per 1,000 population compared with other cities.
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FIGURE 16: PERCENTAGE OF SWORN POLICE DEPARTMENT PERSONNEL
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In recent vyears, jurisdictions across the United States and
internationally have added community safety officer positions to
leverage the deployment of sworn personnel. For example, a detailed
study of productivity/personnel optimization in the City of Dallas
recommended a 10-fold increase in civilian police service officers, with
a less than 10% increase in sworn personnel. This study was completed
because it was recognized that by freeing sworn staff to work on duties
only a sworn person can do (notably making arrests), civilians can make
sworn staff more effective. Because civilians are also paid less, the
division of labor makes financial sense.

The distinguishing characteristic of sworn officers is the ability to detain
suspects and make arrests. Evaluations of whether to use sworn
officers often use criteria such as:

e The position requires the law enforcement powers of a sworn
officer

e The skills, training and experience of a sworn officer are needed
to effectively perform the job duties

e The skills, training and experience of a sworn officer are not
required to effectively perform the job, but assigning the position
to a sworn officer is beneficial to citizens and/or the department
and the value of these benefits outweigh the costs

Traditionally, because of their useful skill sets (such as the ability to
handle a variety of people and situations), sworn personnel have
engaged in a wide range of activities, many of which do not require
sworn status. However, several factors including the escalating costs of
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employing sworn personnel, community policing priorities, and difficulty
in hiring sworn personnel have led to increasing use of civilians.

Between 1995 and 2004, California law enforcement agencies (in the
aggregate) increased the ratio of civilian to sworn personnel from 0.47 to
0.53 (State Attorney Generals Annual Report on Crime and Criminal
Justice Statistics). San José has a relatively low ratio of civilian support
personnel to sworn staff measured against state averages and
comparable cities.

By adding more civilian support personnel, the City will save money, and
be able to dedicate more police officers to the duties most critical to the
City (investigating crime and arresting suspects). In fact, Management
Partners believes that the Police Department can increase the amount of
time officers spend on sworn duties by adding civilian staff (thereby
leveraging the time of existing officers) rather than by hiring more police
officers. This is based on the fact that many other cities have
demonstrated that certain tasks can be successfully handed off to
civilians.

Diminishing returns are a factor that may limit the returns that could be
gained from hiring civilian personnel. However, based on observations
and other law enforcement studies, San José is well-positioned to take
advantage of the steep rate of return on investment from this strategy.
The preliminary analysis shows that San José may have an opportunity
to grow an even more efficient police force by gradually adjusting the
ratio between sworn and civilian personnel.

By hiring CSOs instead of more sworn officers (or at least adding more
civiian personnel at a faster rate than currently planned) the City's
current contingent of sworn officers would have an immediate increase in
available time and the new CSOs would provide improved response time
to lower-priority, non-critical activities. These strategies would include
taking traffic collision reports, cold burglary reports and the like. CSOs
are less expensive to train, can be on the street more quickly, and
require less equipment; they are a “force multiplier.”

Other areas where civilians may be utilized in police and fire services
include training, research and development, front desk, completion of
background checks and the supervision of largely civilianized functions
such as records, crossing guards, building inspections and
communications.

In comparison with other large cities, San José already has a relatively
lean Police Department, and the same is true to a lesser extent of the
Fire Department. Therefore, savings from civilianization are expected to
be modest in the near-term and of limited benefit with regards to the
structural budget deficit issue in the three-year timeframe. In fact, it
would require adding staff to be able to redeploy sworn staff.
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In 1996 an audit by the City of San José estimated that police costs
could be reduced by 3% to 5% as a result of evaluating staffing
methodologies to include improved shift scheduling and use of civilians
instead of sworn staff. At that time, the estimated cost savings would
have been $4 to $7 million. Today it would be worth $8 to $14 million.

Management Partners believes that a carefully and incrementally
adopted policy of civilianizing certain tasks in police and fire could save
up to $1.5 million in three years, which would be phased with department
retirements. These are modest cost savings in the near term but a focus
on this approach could result in much larger savings over the next 10 to
20 years relative to continuation of the existing staffing pattern.

Management Partners also believes that the creation of part-time sworn
police positions with pro-rated benefits may allow the department to
better optimize shift scheduling, and could produce significant, but
currently unknown, savings from a reduction of overtime. It may also be
possible to use such a system in the Fire Department, resulting in a
reduction in overtime expense. This suggestion arose in discussion with
the San José Police Department and utilization of such a system is not
known to exist in another large California city. It may be worth some
targeted study.

5. Eliminate Binding Interest Arbitration (Future Cost
Avoidance)

The City Charter includes a provision that requires that negotiations with
public safety employees are subject to line item interest arbitration. This
provision means that when the parties disagree they bring the matter to
an arbitrator who can rule on items individually. The provision has also
been interpreted to require arbitration of situations where the employee
group believes City action will change the status of a benefit — as
perceived by the employee organization. Another type of arbitration,
package arbitration or final offer arbitration, where the arbitrator must
choose from the overall best and final option submitted by each side may
produce more emphasis on compromise.

Since its availability, there have been five binding interest arbitration
decisions. Management Partners reviewed the San José’s binding
interest arbitration decisions to determine instances in which arbitration
panels awarded public safety unions benefits above the City’s final offer
and the status quo at that time. Such awards are listed below.

2007 Arbitration with Fire Union

e 2% premium pay as a result of terrorism training
¢ Additional retirement survivorship benefit

¢ Increase in retirement formula from 2.5% to 3%

1997 Arbitration with Police Union
¢ Increase in retirement benefits
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1994 Arbitration with Fire Union
¢ Increase in wages

1993 Arbitration with Police Union
¢ Increase in wages
e Increase in orthodontic care benefits

1991 Arbitration with Fire Union
¢ Increase in wages
¢ Increase in special pay for EMT employees

Analysis of these awards shows that compared with the total number of
issues decided by the arbitration panels, the number of decisions that
have given public safety unions benefits above the City’s final offer and
above that which they already enjoyed is limited. However, the initial
and compounded financial impact of such a decision is significant.

Modification to the current binding arbitration procedures was
documented as a high priority with the senior executive group of
stakeholders. Other stakeholder groups did not see the need for
changes.

An analysis of this provision by the City in 1996 determined that salaries
for public safety had increased faster than the personnel costs for other
City employees since 1981 and attributed at least some of this
differential to the impact of binding arbitration. Since that time this
pattern has continued. Police and fire represented employees have
consistently been awarded higher increases than other City employees.
While some of these increases have been directly attributable to binding
arbitration, others have not. However, as noted in the City’s analysis of
this issue in 1996 which suggested to moving to package arbitration:

Line item arbitration is viewed [by the New Realities Task Force] as a
disincentive to good-faith bargaining since all issues can be individually
decided upon by the arbitrator. In package arbitration the arbitrator must
choose between the final offers of the two sides. This is believed to place
a greater burden on both sides to negotiate in good faith and reach a
compromise because they will either win or lose all through arbitration.

This view found powerful support in the most recent arbitration decision
received by the City involving the Fire Department. The compendium of
decisions on this arbitration was released in August 2007. As usual, both
sides won some individual issues and lost some. The Firefighters Union
won a major victory in securing additional pay for anti-terrorism training,
which will cost the City approximately $5 million. In a closing statement
in the 2007 arbitration case between the City and the Fire Union, Jerilou
Cossack, Chair of Arbitration Board stated that “whereas the collective
bargaining process envisions compromise and encourages innovation,
the interest arbitration process does neither. The parties in this dispute
did not use the bargaining process to their advantage. There was
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precious little discussion between them about many of the proposals...
there can be no meeting of the minds if there is no dialogue.

Since City management and even the arbitrator seem to agree that the
current approach is flawed and is driving a wedge between management
and employees, it seems the time is right to discuss this issue with the
police and fire collective bargaining groups. Given the fiscal realities
facing the City perhaps now is the time when some common ground can
be found so that collaborative and innovative approaches are
encouraged rather than discouraged.

Since this change would be prospective, no cost savings are estimated
for purposes of closing the structural deficit, but going forward a more
collaborative approach to bargaining compensation issues could prove
vastly superior to continuing with the current approach.

6. Modify Minimum Fire Staffing Policies Where Appropriate
Based on Fire Strategic Plan (Dollar impact to be determined)
The Fire Department is currently completing an update to their Strategic
Plan. This plan is expected to test alternative service delivery methods
which may impact current staffing approaches.

No savings have been estimated based on these potential service
delivery system changes because it would be premature to do so. Itis
clear that the existing service demands on the Fire Department have
changed greatly, with an increasing number of medical calls. The basic
service delivery approach, however, has remained relatively static.

The Fire Strategic Plan should be used as an opportunity to consider
how to deploy existing staff more effectively to increase productivity and
minimize continuing expenditure growth.

7. Implement an Employee Suqggestion and Process
Streamlining Program (Up to $1 million)

A portion of the employee survey conducted during the current project
was an open ended question that allowed survey respondents to
“provide any other recommendations or considerations for solving the
structural deficit.” The comments received just from City employees
encompassed over 147 pages and included approximately 950
comments.

In a review of the comments, many employees had valuable suggestions
and opportunities for the City to save or increase revenue. The
opportunities varied from very specific to general ideas. Several common
themes arose within the suggestions. They included empowering lower
level employees to have more decision making authority and engage
employees in the process of improving efficiencies. One other unique
suggestion also appeared throughout the survey responses as
employees spoke about their skill sets; specifically, that the City should
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utilize employee skills and experiences from previous employment into
their work with the City.

The ideas were categorized into the three major strategy categories plus
Service Reductions and were qualified or disqualified using the same
criteria as discussed in a previous section of the current report.

The following quotes are examples of survey comments that both

highlight the common themes as well as provide examples of types of

comments received:

v “Many years ago, City Management created a "Continuous

Improvement” Program...but it seemed to just fizzle out or die.
There are certainly ways we can work smarter not harder or
longer. | strongly believe that in what | have seen in the 24 years
I have worked here. Management personnel...should have
meetings with their sections, employees, and look at tasks and
find ways to work smarter and faster and maybe streamlining or
eliminating redundant or unnecessary tasks. In that way,
everything would be more efficient, take less time and you would
need less people....”

“Consolidate Housing Rehabilitation Inspectors into Code
Enforcement. Have Code Enforcement conduct property crime
investigations rather than PD.”

“Cutting the number of deputies/supervisors/managers in half,
and establishing more decision making and authority at the
supervisor and manager positions, would dramatically streamline
the system; not to mention the money used on staffing those
positions could go to part-time staff that are needed in the City's
community centers, etc.”

“Reduce the number of sergeant positions in the Police
Department until there is a 10 to 1 ratio to patrol
officers....Reduce the number of battalion chiefs by
15%....Consolidate servers... City Manager work with Mayor/City
Council to reduce the City's administrative work plan or at least if
something is added to the work plans something is deleted...
Improve City employee morale. This will result in better
productivity and team work.”

“Provide coaching for supervisors to get rid of poor performing
City employees. There are too many people that are
underperforming; this burns out the high performers and further
feeds stereotypes about government employees. “

“Start a resource pool based on current employee resumes and
resources. The city hires educated people and often overlooks
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their educational base; this leads fiscal managers to view
employees as expendable liabilities instead of assets.”

v' “Eliminate the bureaucracy inherent in a Government
environment by examining work processes and updating those
processes to create a more efficient and effective outcome...
Make better use of technology!”

When reflecting on the number and quality of the comments and ideas
evoked from the employee survey, the idea of an Employee
Empowerment and Suggestion Program evolved. The program would
allow employees to make similar suggestions and raise ideas on an
ongoing process. The City would regularly examine ideas and vet them
through a similar qualify/disqualify process as has been outlined in the
report. Any idea or suggestion, when put into practice, that reduces
expenditures or raise revenue for the City would be publically recognized
and the employee would receive a financial reward. Similar municipal
programs either award a flat fee or percentage of cost savings to
employees.

As is the case with many public and private employers, the City of San
José has been forced to adjust and react to changing global economic
forces. Because of the reduction in the City’s General Fund revenues
resulting from the most recent economic downturn, the City has made
substantial reductions in expenditures. One of the most significant
changes was to reduce the total number of employees by approximately
450 FTEs.

The need for greater speed, agility and resilience for improving the City
business processes and the quality of service has never been greater
than today. If the City is going to be able to continue to meet the demand
for increased services and to, at the same time, eliminate the structural
deficit, the organization will need to make significant changes in
employee engagement, involvement and continuous improvement.
Because of the slow growth of projected future revenues the
organization will need to find creative ways of accomplishing more with
the same or fewer employees.

The changing workplace in, "downsized, reorganized and streamlined"”
organizations often results in periods of chaos, fear, uncertainty and
political battles, all contributing to lower levels of the employee
engagement and commitment. Recent research by the Gallup
organization reported evidence of a downward spiral in employee
commitment. Gallup discovered that only 26% of employees consider
themselves "actively engaged” in work. A lack of engagement by most
employees represents a significant untapped resource for most
organizations. Given the environment, the City of San José will need to
make consistent and substantial changes in the organizational culture of
employee engagement and commitment to continuous improvement. It is
particularly important in service organizations like the City which
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depends on the creativity, innovation, and competence of individual
employees and teams to provide City services to all residents.

At the same time the City is "reducing the rate of increase in salaries and
benefits” as recommended in this report, it must develop and maintain an
organizational environment which attracts and keeps talented
employees. The valued employees are committed to continuous
improvement and are each fully engaged in the success of their work
unit, department and City organization.

To engage the substantial talent and creativity of its 6,992 employees,
the City cannot settle for an "employee suggestion program.” Rather, the
City should implement a comprehensive program to involve all
employees in identifying and implementing ideas to reduce costs,
streamline processes, and improve service quality and customer
satisfaction. A change in organizational values and culture must be
driven by leadership from the top of the organization and should be
linked to the City’s strategic plan and department’s business plans.

Opportunities for implementation of best practices and process
improvements by employee teams must be based upon knowledge of
citizen and customer expectations and priorities. Improvement efforts
should take advantage of, and expand the current organizational use of
data and analysis to support performance management. Each of the City
Service Areas should identify the critical processes that are involved in
the delivery of their key services. The processes should then be
mapped and restructured by the employees who are doing the work and
delivering the service. The goal is to restructure the process to reduce
cycle times, increased quality, reduce costs, and consistently meet
customer and residents expectations.

The City of San José has previously engaged in similar improvement
efforts. Several departments continue to operate similar programs and
have even structured it into their yearly budget processes. It is important
that the City develop a program which is consistent with its own
organizational culture and customer needs. The most important element
is to involve employees who are actually doing the work in a structured
process to identify, prioritize, and implement process improvements and
other changes that will reduce the cost of providing services and
increase levels of customer satisfaction. Whatever tools and
methodologies are used to improve performance should enable
employees to satisfy core values of empowerment, achievement,
creativity and recognition.

Although it is clear that the rate of growth of personal services cannot
exceed the rate of growth of overall City revenues, if the City implements
a successful employee involvement and continuous improvement
program that results in tangible increases in productivity and quality
improvement, the return on investment to the City and the employees will
be significant. For example, if ideas and improvements implemented by
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employee teams can increase the productivity of the organization by only
5% per year, it represents a cost avoidance of approximately $90 million
over the next three years. Although it does not represent actual reduction
in expenditures, it does allow the organization to take on the natural
growth in service demand without adding employees and their expenses.

The outcome of an employee suggestion program would be twofold: to
collect and utilize the productive and attainable ideas derived from
employees, and to continually engage employees in a process of making
the City better. Employee empowerment can benefit the organization by
creating buy-in for new ideas from most employees, allowing them to feel
a better part of the leadership of the organization and generally creating
a spirit of a shared objective and commitment to continuous
improvement.

Metrics on employee involvement and suggestion programs are kept by
the Employee Innovation Association. Each year the association awards
top performing organizations and publishes a statistical compendium of
results. While most participants are private sector organizations the
public sector is also represented. In 1998 the State of Ohio won the
award for employee suggestion programs involving more than 10,000
employees with its Innovation Ohio program. While Ohio has a General
Fund budget approximately 25 times the size of San José’s it reports a
net savings of approximately $15 million per year.

Miami-Dade County also has a well known employee suggestion
program. The County indicates this program generates from $1 million to
over $2 million annually in savings. This is on a basic operating budget
of $4.6 billion per year.

Based on this preliminary data we conclude that the City of San José
could net from $250,000 to as much as $1 million per year in savings
from a modern employee innovation encouragement program. However
to be conservative we would count on no net savings at the low end of
our estimating range. While the dollar savings are not huge, cost
avoidance would be another plus as would employee development and
morale building.

Expenditure Controls and Shifts

A third means by which to eliminate the General Fund structural deficit is
to restrain spending and outlays. In this section, we share strategies
identified to either reduce current spending and shifts from the General
Fund, as well as identify opportunities to shift funds into the General
Fund.
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1. Shift Healthy Neighborhood Venture Fund Funding to
General Fund ($5 to $9 million)

The Healthy Neighborhood Venture Fund (HNVF) was created to fund
health related programs in 2000 from proceeds from the tobacco
settlement. San José estimates $250 million will be received over 25
years from the national settlement with tobacco companies. The
settlement may in fact be perpetual, based on subsequent legal
decisions.

The ordinance establishing the special fund approved an allocation fund
which provides allocations to the following program areas: education and
health; senior services/health; and tobacco free community/health. The
goal of the education/health activities funding area is to "improve the
academic success of San José students through programs that address
unmet health care needs and provide for healthy developmental age-
appropriate activities.”

The goal of the senior services/health category is "to improve the quality
of life for seniors by increasing subsidized programs and services,
providing for basic health and nutritional needs, and promoting
independent living through social and recreational activities.”

The goal of the tobacco free community/health category is "to decrease
the use of tobacco products and related health problems associated with
tobacco use for San José residents, contributing to improve overall
health for the City's population.”

Currently, the money is allocated to the City and many other
organizations and agencies that provide these services. The City’'s FY
2007-08 operating budget includes $6.4 million allocated to a broad
spectrum of 76 community-based agencies, many of which serve
minority and low-income clients. These funds could potentially be
available for allocation to higher priority City services and programs.

A shift of these funds from the current recipients would likely result in
objections from those providers. In doing so, the City could see new
revenues from $5 to $9 million per year by shifting HNVF funding back to
the General Fund.

Another approach to this issue, which would be something of a middle
ground, would be to revert only a portion of the HNVF funds to the
General Fund and retain some designated monies for non-profits. This
would best be approached with a rigorous competitive and outcome
based contract approach dealing only with non-profits that are
supplementing current City services.
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2. Reduce Worker’s Compensation, Disability and Overtime

Costs ($3 to $4.2 million)

One method to control expenditures is to reduce costs for worker's
compensation, disability, and overtime. The sections below offer three

options for doing so.

a. Revise Worker’s Compensation Program

In March 2007, the City received a report from Arm Tech that
outlined recommendations for improvements to the City’s workers
compensation program. The consultant's recommendations are
consistent with similar recommendations made by a separate
consultant report for the City of Long Beach as means to improve
cost effectiveness of the workers’ compensation program.

Table 21 below shows a comparison of the recommendations in the
Long Beach workers compensation review and how San José’s program

currently operates.

TABLE 21: COMPARISON OF LONG BEACH WORKER’S COMPENSATION
RECOMMENDED IMPROVEMENTS AND CURRENT SAN JOSE OPERATIONS

Long Beach Recommendation

1. Consolidate all WC-related
management functions (claims
administration, return-to-work,
safety and loss control, and
occupational health) under one
City office.

2. Engage an integrated managed
care services firm to provide
nurse case management,
utilization review, and preferred
provider network services.

3. Develop a WC Executive
Steering Committee
representing the City Attorney,
City Manager, and City
Auditor’s Offices to oversee the
re-engineering process

4. Develop, communicate, and
provide training of written
Citywide WC policies and
procedures incorporating best
practices.

San José Efforts

All WC-related functions are under
Risk Management in HR. The safety
and loss control function has been
strengthened by the addition of one
safety officer and the joint reporting of
all departmental safety officers.

After a thorough RFP process the
City selected Fair Isaac as the cost
containment company, providing
medical bill review, nurse case
management, utilization review, and
preferred provider network services.

The City has established a Risk
Management Planning Board,
consisting of core members from the
City Manager’s Office, City Attorney’s
Office, Budget Office, Finance and
Human Resources Departments.
Other major line departments are also
represented (Airport, ESD, DOT,
Police, Fire, PRNS, and GSA).

The WC manual is being updated
constantly to reflect changes in the
legislative arena and best practices in
industry. Specific performance
standards regarding claim
administration have been developed
and communicated to all WC
Adjusters. Performance evaluations
are based on how well they meet the
performance standards.
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Long Beach Recommendation

5. Remove low-value functions
from occupational health
workflow, allowing more time
for performance of core
services.

6. Select, purchase and
implement a new fully
functional electronic claims
administration system.

7. Initiate an accelerated claims
closure project.

8. Initiate best practice standards
of telephonic three-point
contact on all new claims.

9. Shift the focus of the WC claim
manager from claims handling
to more strategic management
of the WC Claims Department

San José Efforts

HR is planning to submit a budget
proposal to add one medical assistant
position to lessen the routine medical
workload of the City physician and 1.5
nurse practitioners to allow them to
devote more time to wellness and
disease management.

The City is upgrading the WC
electronic claim system to Windows-
based Renaissance. The upgraded
system is expected to go live in
December 2007. This system will
allow adjusters to manage claims
more efficiently by automating routine
reporting and diary functions.

WC has engaged in closing projects
at least once a year (if standards are
not met or exceeded) to ensure that
the inventory of claims are current
and assist with a more equitable
distribution of workload.

The addition of five new adjusters
added in 2007-2008 will allow staff
enough time to accomplish this best
practice.

With the addition of five WC
adjusters, the two existing WC
supervisors will not have a caseload
to allow them time to focus on
training, coaching, and achieving
performance standards. This leaves
the WC manager with more time to
focus on strategic management of
WC.

Management Partners, Inc.
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Long Beach Recommendation San José Efforts
The City Manager has informed the

10. “Change Management”: The City Council of the consolidation of
communication of policies and  risk management functions.
procedures changes and Presentations were conducted for
training requirements must be Senior Staff and Council Committees.
effectively communicated Staff were engaged during the risk
throughout the organizationto =~ management assessment and
effectively implement change. implementation of recommendations.

11. The City will be best served in

the long-term (3+ years)
through the in-house retention  City self-administers WC claims with
of WC claims administration. an in-house staff.

As a strategy to reduce the structural deficit, we recommend that
the City make it a high priority to implement recommendations
from the March 2007 Arm Tech study. City staff estimates that
cost savings from the recommendations will be $700,000 in the
first year and will increase to $3.5 million annually by the end of
five years. However, the savings will only materialize if the City
pursues an aggressive implementation schedule. We assume a
conservative estimate that the approximately $1 million in savings
can be realized annually. This represents about 6.3% of current
costs.

b. Revise the City’s Disability Leave Program

As identified in the 2007 San José Police and Fire Departments:
Impact of Working Conditions on Disability Retirement report, the
City can realize retirement pension cost savings by offsetting the
retirement pension of sworn personnel with permanent disability
workers’ compensation benefits. At this time, sworn personnel
receive their regular pension and workers’ compensation
temporary and/or permanent disability payments (if they are
disabled) upon retirement.

Disabled sworn retirees receive workers’ compensation disability
payments in addition to their regular pension. Best practice
research has revealed that employers maintain effective disability
programs and benefits that reimburse employees up to, but not
more than, their normal compensation or normal pension benefits
when disabled. Other PERS agencies reduce the regular pension
if the retiree is receiving workers compensation benefits, as is the
practice in the City of San José for civilian employees.

As noted in the City’s Police and Fire Disability Retirement Study,
“...since 2004, the City has paid a total of $5.25 million in
temporary and permanent disability to Police and Fire retirees”.
Sixty-two percent of police and fire retirees receive both their
regular pension and workers compensation disability payments.
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The City could realize savings by reducing police and fire
retirement pension benefits for permanently disabled retirees to
adjust for workers compensation benefits. Such a change would
need to be negotiated with bargaining units.

The City estimates that this change to treat police and fire
employees like other city employees would save $1.7 million
annually.

c. Revise Overtime Eligibility Policies for Battalion
Chiefs to Be Consistent with Fair Labor Standards Act
(FLSA)

The City’'s overtime policy for battalion chiefs in the Fire
Department is currently more generous than that required by the
federal Fair Labor Standards Act (FLSA), resulting in sizeable
overtime payouts. The current labor agreement covering battalion
chiefs in the Fire Department requires time and a half payments
for hours worked in addition to the normal shift. In FY 2006-07,
the City paid $827,000 in overtime payments to battalion chiefs.
There were four battalion chiefs who were paid more than
$200,000 a year in salary plus overtime.

The purpose of a battalion chief is to be in charge of a shift or a
function for the department. Battalion chiefs must meet the
following requirements to be considered exempt employees
under the Fair Labor Standards Act:
e Pass a salary level test more than $23,600
o Pay a salary of a guaranteed minimum amount
o Perform executive duties such as supervising two or more
employees
¢ Management is their primary function
¢ Have input on job status such as hiring, firing, promotion,
and assignments

Implementation of this strategy will require negotiating changes
with the bargaining unit and overtime treatment unique to the 56-
hour shift requirements for battalion chiefs (some are on 40-
houradministrative shifts).

Although overtime for battalion chiefs probably cannot be
completely eliminated, it can be substantially reduced. The
estimated cost savings is $600,000 annually.

This change would also eliminate a current financial disincentive
which exists to promote to a management position in the Fire
Department. Many chiefs and deputy chiefs work more than 40
hours per week, but are not compensated beyond basic salary.
Some battalion chiefs make more by earning overtime, yet may
not work any more hours.

Management Partners, Inc.
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3. Shift Construction and Conveyance Tax Funding from
Capital Projects to Operating and Maintenance Costs ($6 to
$12 million)

The Construction & Conveyance Tax is a flat rate assessed to
residential, commercial and industrial development. The conveyance tax
is a fee imposed at a rate of $3.30 for each $1,000 of the value of
property conveyed. The vast majority of these revenues (about 98%) are
derived from the conveyance portion of the tax. Construction and
Conveyance Tax (C&C Tax) funds are general taxes that have been
dedicated mainly to the park and community facilities, communications,
fire, library, and service yards capital programs.

In FY 2008-09 the C&C Tax is expected to fund approximately $57.5
million in capital improvement projects. Similar amounts are set for
expenditure in 2009-10 and 2010-11 by adopted CIP. These
expenditures are subdivided into 17 different sub-funds including: 12
parks’ funds (one for each council district, a citywide fund for regional
parks, and a central fund for parks administrative and central functions);
library; fire; service yards; communications; and parks yard construction.

Benchmarking information developed from other large cities in California
and in the Bay Area, documented that the C&C Taxes, also known as
real estate transfer taxes, are quite common. However there are
markedly different ranges for the tax rates charged with substantial
regional variation.

Of the 20 cities collecting the most revenues from this source (2005
data) 14 were located in the Bay Area. Piedmont, with a population of
just over 11,000 people, collects almost four times the revenue of Santa
Ana (population of approximately 400,000) and just about the same
amount as Long Beach (population of almost 500,000).

Figure 17 below shows the reported C&C tax collected on a per capita
basis for the large city peers of San José and also for the other top 10
cities for this revenue source in the State of California. It is a list heavily
weighted towards the Bay Area.
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FIGURE 17: CONSTRUCTION & CONVEYANCE TAX COLLECTIONS PER CAPITA
AMONG PEER JURISDICTIONS
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The tax is used for significant revenue generation only in charter cities,
as the tax has been restricted by state law for general law cities. The tax
rate is generally levied as a fixed dollar amount for each dollar of
property valuation (although San Francisco has a sliding scale). San
José’s rate per thousand dollars of value is $3.30. This is low for the Bay
Area, but it is much higher than the amount allowed under state law for
general law cities ($0.55 per thousand). Two cities in the Bay Area are at
$15.00 per thousand (Oakland and Berkeley). Los Angeles levies a rate
of $4.50 per thousand. San José and Mountain View are the only cities
in Santa Clara County that levy a tax rate higher than the state rate of
$0.55 and both are at $3.30 per thousand.

Benchmarking information gathered from other large cities in the state
documented that San José is unique in using most conveyance tax
revenues for capital purposes. Every other large city used the monies
generated from this revenue source to fund operations.

The restrictions on the C&C tax monies in San José stem from the fact
that this is considered to be a special tax. Therefore the City Attorney
has determined that a vote is required before the City Council could use
more of the C&C tax monies in the General Fund. In other cities the tax
is considered to be a general tax and its use is shifted as priorities
dictate.

Benchmarking also showed that San José has had a relatively robust
program for building new facilities in the last several years. Data from the
California State Controller's Report was analyzed for the fiscal year
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ending in 2005. After excluding funding for enterprise activities such as
public utilities, ports, and airports it was found that San José was able to
spend quite a bit more than average for the largest cities in California.
This data is displayed in Figure 18 below. San Francisco was excluded
from this analysis as it is both a city and a county.

FIGURE 18: CAPITAL SPENDING PER CAPITA AMONG PEER JURISDICTIONS IN
FY 2005
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It should be noted that in FY 2005 Sacramento reported a large capital
expenditure (approximately $30 million) under management and support.
If San José’s spending on capital was in line with the average observed
for the other large cities in the state on a per capita basis, it would result
in an expenditure reduction of approximately $143 million annually.

While capital spending varies widely among cities based on such
variables as the status of infrastructure repair plans and the level of new
development activities, San José has intentionally focused on the
completion of new capital facilities over the last decade. Indeed, the
2000 to 2010 period has been called the “Decade of Investment” and
San José has already completed some 800 capital projects, including
new libraries, community centers, parks and fire stations. It should be
noted that a large portion of these capital projects were supported by
general obligation bonds approved in 2000 and 2002. All these facilities
require General Fund dollars for operations and maintenance.

San José has other sources of capital funding including the Construction
Excise Tax Fund that can be used for general purpose capital. In
addition, as noted, the City has successfully used general obligation
bond revenues for capital construction activities. Additional capital
funding from the Redevelopment Agency is also an option for capital
construction in some areas of the City. It is common for cities to utilize
debt, grants, redevelopment contributions, and impact fees for virtually
all capital construction activities preserving operating tax monies for the
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support of current services. Given that the City faces a significant
structural deficit it cannot afford to build new facilities that will add to the
operating and maintenance costs. Therefore the strategy to shift C&C
tax funding to the General Fund will provide additional monies to the
General Fund to reduce the structural budget deficit and will slow the
growth of General Fund expenditures by slowing the development of
new facilities that the City will have to operate.

Therefore, as an important part of the structural deficit reduction plan,
the C&C tax revenues should be used to the maximum extent possible to
address needs that the General Fund would otherwise have to meet in
the next three years. In addition these funds could be used for capital
activities which will directly result in more than a one-for-one reduction in
operations costs within three years. Because of the restrictions
associated with C&C funding opportunities for uses which would
otherwise be shouldered by the General Fund, this would need to be
accurately characterized as capital. However, the City faces a host of
major rehabilitation expenditures that could be funded with C&C tax
revenues rather than having them used for new facilities (which will
demand additional General Fund monies for operations).

Based on our analysis of the revenue source, Management Partners
believes a redirection will result in between $6 million and $12 million in
net reduction to the General Fund structural deficit. The amount may
actually be somewhat larger during the period between 2009 through
2011 due to the current programming level of the C&C tax monies. (The
City has budgeted utilization of both current and reserve revenues during
this period.)

Implementation of this strategy will require a major revision to the City’'s
CIP and will result in the need to reprioritize planned capital
expenditures. An overall reduction in CIP activity of at least 5% in dollar
spending would be expected. This may provide an opportunity to reduce
management and administrative costs by at least this amount, since
projects funded by the C&C tax tend to be smaller and more labor
intensive than larger infrastructure projects. Due to the legal issues
involved, this matter should be referred to the City Attorney for an
analysis of the legal questions as well as a comparison of fund
reallocation policies in other charter city settings.

If actual reductions to General Fund expenditures associated with a
revised utilization of C&C tax funding cannot be found, the City may
need to seek voter authorization to change the parameters for use of the
money. If this is necessary, consideration should be given to increasing
the C&C tax from $3.30 to a higher amount, since the basic real estate
transfer tax is relatively low in San José. City staff has estimated that an
increase to $5.78 per thousand would result in an increase of
approximately $18.8 million in C&C tax funding.

Management Partners, Inc.
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However, Management Partners believes that the main issue facing the
City with regard to the C&C tax funding is that its utilization should be
realigned so that it is used to reduce the General Fund structural deficit
to the maximum extent practicable, and that it not be used to build more
facilities that increase City costs until the structural deficit is cured.

4. Reduce the Rate of Increase in Employee Salary and
Benefit Costs ($6.6 to $10 million)

Total personal services for the FY 2007-08 General Fund are budgeted
at $600 million, or approximately two-thirds of total General Fund
expenditures. Therefore, any effective strategies to eliminate the
structural deficit must include reducing the rate of increase in personal
services.

During the five-year period from 2001 through 2005 the total personal
services average annual increase for the City was 6.5%. During the
period from 2001-2005, the average annual increase in the Gross
Domestic Product (GDP) for the San José metropolitan area was 1.13%
and the average annual increase to the Consumer Price Index (CPI) for
the same five-year period was 2.9% for the San Francisco Bay Area. On
the other hand, salaries and benefits for City employees have been and
are continuing to increase much faster than the underlying economy and
inflation growth in the San José metro area.

The U.S. Department of Labor conducts a National Compensation
Survey of compensation cost trends. The quarterly survey produces
indices measuring the change in labor costs and provides data that
measures level of average costs per hour worked. The survey uses a
definition of total compensation that includes wages, salaries, and the
total costs of employer paid benefits. The annual increase from 2004 to
2007 is as follows: City of San José, 5.51%; state and local, 4.2%;
private industry, 3.38%. While the higher cost of living in San Jose may
be a contributing factor, personnel costs appear to be increasing at a
faster rate relative to national averages for both the private and public
sectors.

Because approximately half of the City's General Fund revenue increase
or decrease is consistent with regional economic activity (GDP), the
City's ability to fund personnel costs is directly linked to the local
economy. While the City must be able to maintain the ability to attract
and retain productive and committed employees, personnel expenditures
cannot continue to grow significantly faster than the underlying economy
or the structural deficit will remain.

If the growth of personal services costs from 2001 through 2005 were
limited to the growth in San José GDP during the same time period, the
City could have saved approximately $36 million per year which, when
compounded over the four-year period, represents a savings of more
than $150 million.
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If San José had limited the rate of increase in personal services to the
same rate of increase as the private sector from 2004 to 2007, the
savings to the General Fund would have been about $12.8 million a year
or $38 million for the three-year period. In the sections that follow we
highlight areas where the City may feasibly control or slow the increase
in personnel costs. These strategies fall into four major headings:

a.
b.

Increase Time to Reach Maximum Compensation

Reduce Entry Level Compensation for Positions for which the
City Receives Many Qualified Applicants

Implement Health Care Plan Modifications

Implement Sick Leave Payment Modifications Upon Retirement

a. Increase Time to Reach Maximum Compensation
($1.9 million)

Restructure Salary Step Increases

Personal services expenses in the fiscal year 2007-08 Adopted
General Fund budget represent approximately two-thirds of total
General Fund expenditures. As reported in the February 2007
City Manager Budget Message, over the last five years personal
services growth has averaged 7.5% annually. The increases are
made up of increases in the cost of existing and enhanced
retirement, health insurance and other employee benefits;
negotiated or market increases to the range; and step increases
for those employees eligible for annual step increases. In order to
reduce the rate of increase for General Fund expenditures it will
be necessary to reduce the rate in each of the elements of
personal services.

Traditional civil service salary schedules, such as in place in San
José with an average of five steps in the range, were developed
before the onset of widespread collective bargaining and were
intended to provide an opportunity to reward employees annually
for their performance and for the growth of experience and
productivity as an employee learns and becomes more effective
on the job. The increases are sometimes known as merit
increases, although they are virtually automatic.

It only takes three and one-half years for the average employee
to get to the top step of their job classification. During this time
the employee is typically awarded a step increase, plus cost of
living adjustments negotiated by their bargaining group. Because
of this situation new employees have sometimes received raises
of between 8 and 9 percent annually.

The vast majority of employees at the City are at the top of their
salary range. Thus the only increase a veteran employee can
count on will generally be an annual cost of living adjustment, no
matter how strong their performance.

Management Partners, Inc.
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Research has shown that employees react favorably to receiving
a raise and the amount is actually less important than the fact
that they are being recognized for doing a good job. This leads
to the idea of stretching out the current step raise system so that
employees are eligible for a significant but smaller step raise for a
longer period of time.

A 10 step range would reduce the City’s costs and could spread
the opportunity for performance increases over 9 years rather
than three and one-half. The salary schedule for management
employees in San José has previously been modified to change
the steps in the range from 5% to 2.5%. The change in the salary
schedule would need to be negotiated with each of the City's
bargaining units and would be considered by both sides as part
of the total compensation package during negotiations.

Table 22 below shows the budgeted monies for step increases
over the last several years.

TABLE 22: BUDGETED INCREASES

General Fund only

Dollar Value of
Fiscal Year Budgeted Step Increases
2004-2005 5,823,809
2005-2006 4,932,518
2006-2007 5,665,708
2007-2008 7,752,299
All Funds
Dollar Value of
Fiscal Year Budgeted Step Increases
2004-2005 8,438,824
2005-2006 7,149,576
2006-2007 8,937,365
2007-2008 11,781,640

A reduction of annual step increases by 50% (from 5% to 2.5%)
will result in annual savings to the General Fund of approximately
$3.9 million. If such a reduction is applied across all funds, the
total savings will be approximately $5.9 million annually.

b. Reduce Entry Level Compensation for Positions for
Which the City Receives Many Qualified Applicants

($0.7 to $1.7 million)

Salaries and benefits for the City's General Fund are budgeted at
$600 million annually. The success of City services and the
perception of the quality of those services by the residents of San
José depends on the City's ability to attract and retain the best

110

Management Partners, Inc.



City of San José
Strategies to Address the City’s General Fund Structural Budget Deficit

and most productive employees possible. The compensation
policy of the City like any organization should be to offer total
compensation at the level that allows the organization to attract
and keep quality employees. If the City underpays, they will not
be able to attract and keep employees. Conversely, if they
overpay, they are spending resources on salaries and benefits
that could be invested elsewhere.

The most common market comparison used by San José in other
cities to evaluate their position in the market is a salary survey of
the total compensation for other comparable cities in public
employers. This provides a benchmark of the San José total
compensation compared to the public sector market. Quite often
this is portrayed as a percentile. For example, if the employer
establishes total compensation at the 70th percentile of
comparable employers for each position, that employer should be
able to compete for the best employees. Other important
measures of market positioning include the turnover rate for
specific positions and the number of qualified applicants the City
receives when they advertise vacancies.

If a position experiences high turnover (greater than 10%) and
very few qualified applicants for vacant positions, the City should
and does consider increasing the salary range for the position.
Conversely if turnover is low and there are large numbers of
gualified applicants for each vacancy, the City should consider
lowering the salary range. This however is not common practice
in the public sector.

Management Partners has reviewed recruitment and selection
data from recent recruitments for positions that received a
substantial number of applications. Table 22 below summarizes
this data.

TABLE 22: RECRUITMENT AND SELECTION DATA

Number of Number Invited Number

Recruitment Date Applications to Test Passed

Firefighter Recruit 2006 3079 2883 939
Office Specialist I 2005 219 181 78
Office Specialist Il 2007 783 452 121
Sr. Office Specialist 2007 435 291 90
Maintenance Assistant 2006 176 104 75
Maintenance Assistant 2007 525 115* 88
Custodian 2005 347 317 95
Custodian 2007 340 207 134
Engineering Technician 2005 250 177 81

*2007 Maintenance Assistant recruitment required candidates to submit copy of DMV
driving record; significant number of candidates did not comply.
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As the data shows, none of these recruitments generated fewer
than 75 applicants who passed the test. This suggests that if the
City were to lower the entry-level salary for these positions they
could reduce labor costs and still attract and retain qualified
employees. The City should implement a pilot program to create
a lower entry-level salary for positions that result in a large
number of qualified applicants.

This new lower-level salary would not affect employees currently
filling these classifications. New employees could be hired at the
lower level and then progress through an expanded salary range
and eventually into the current salary range for the position. This
would result in cost savings for the City as the employee is
learning the position and progressing through the salary steps.
This is similar to the concept of internships or apprenticeships;
strategies commonly used by both public and private employers
to attract quality employees at a lower cost temporarily. The new
entry-level salaries would need to be negotiated with the
appropriate bargaining unit.

The estimated annual cost savings to the General Fund for the
recommendation is $700,000 to $1.7 million. It is important to
note that these positions are generally entry level and non-
professional. They do not require a lot in the way of prior
experience and education. For positions such as these, the City
is an extremely attractive employer relative to the private sector,
offering excellent benefits and a defined benefit retirement
program. For professional positions, particularly those that are
technical or managerial, the City faces a much more competitive
environment with respect to the private sector (which continues to
employ the majority of workers).

The above estimate is based upon an assumption that 147 of the
positions filled on an annual basis will be assigned an entry-level
salary which is 12% to 23% less than the current entry-level
salary, (but in no event below the applicable living wage). It also
assumes that the City will experience approximately 10%
turnover in General Fund positions and that 30% of the positions
will be covered by the pilot program. Assuming a $50,000 per
year salary, the savings would be $6,000 to $12,000 per
employee annually for a total of $700,000 to $1.7 million. In this
case the lower estimate of the savings range is considered more
likely in the short term.

C. Implement Health Care Plan Modifications

($1.2 to $4.6 million)

The City of San José can achieve cost savings by revisiting its
healthcare programs. While doing so would require negotiations
with the City’s labor unions and with the healthcare providers
currently under contract, the financial gains could be sizeable.
Options to reduce costs include:
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= Revising the cost sharing formula
* Implementing a wellness program

Since 2003, the City’s annual healthcare premiums for active
employees have increased by 79% for both single and family
coverage plans. For example, in 2003, the annual family
coverage premium for the City’s lowest cost plan (Kaiser) was
$7,300 per employee; in 2008, the annual family coverage
premium for the same plan is $13,000 per employee.

The City of San José provides a total of six healthcare plan
options to qualified active employees. Each plan offered has
individual and family coverage options. The City’'s healthcare
plans are structured as a cafeteria system, which allows
employees to make strategic choices about the level and type of
coverage they wish to purchase. Specifically, the plans are:

o Kaiser Permanente — Health Management Organization
(HMO) Single and Family coverage

¢ Blue Shield — Health Management Organization (HMO)
Single and Family coverage

o Blue Shield — Preferred Provider Organization (PPO)
Single and Family coverage

As of January 2008, the healthcare cost sharing formula for all 12
employee units is 90/10. Ninety percent of the lowest plan
(Kaiser) premium is paid by the City and the remaining 10% is
paid by the employee. Should employees elect to participate in
any of the Blue Shield plans, they are responsible for the
additional premium cost above the 90% of the lowest plan
(Kaiser).

Table 23 below outlines the premium cost sharing structure for
each of the City’s healthcare plans of permanent full-time
workers. Due to the discrete differences in the copayment
maximums among various employee units, the figures presented
in Table 24 represent the average cost sharing structure for City
healthcare plans.

TABLE 23: PREMIUM COST-SHARING STRUCTURE OF CITY HEALTH PLANS

Kaiser Permanente Blue Shield HMO Blue Shield PPO
Single Family Single Family Single Family
Employee Contribution  $ 550 $ 1369 $ 793 $ 2,427 % 3,404 % 9,110
City Contribution $ 4963 $ 12359 $ 4,965 $ 12366 % 4973 $ 12,386
Total Premium $ 56513 $ 13,728 % 5,758 $ 14,792 % 8378 $ 21,496
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Revise the Cost Sharing Formula

Each year the Kaiser Family Foundation and the Health
Research and Educational Trust (Kaiser/HRET) conduct a survey
of employer-sponsored health benefits. The survey contains
data from almost 2,000 firms across the nation. The data is
presented by heath plan type and industry.

According to the 2006 Kaiser/HRET survey, the average
percentage of premium paid by workers with healthcare in the
state/local government sector is 13% for single coverage and
22% for family coverage. At present, the City of San José
employees pay 10% for either single or family. Table 24 below
shows the Kaiser/HRET average as a model and projects the
savings to the City’'s General Fund at various levels.

TABLE 24: POTENTIAL SAVINGS FROM COST SHARING CHANGES TO HEALTHCARE

Percentage of Premiums
Covered by Employee

10% Single and Family
13% Single Coverage, only
22% Family Coverage, only
13% Single and Family

22% Single and Family

Employee City Annual Three-Year
Share of Share of General Fund General Fund
Premiums Premiums Savings Savings

$3,792,722 $34,331,285 No change No change
707,263 5,186,597 119,161 357,482
7,090,632 25,139,514 3,886,013 11,658,039
4,956,121 33,167,886 1,163,399 3,490,197
8,387,281 29,736,725 4,594,560 13,783,679

As shown in the above table, if the City were to adjust its co-pay
to the average level documented in the Kaiser/HRET study it
could save $5.1 million. However we conservatively estimate
savings at $1.2 to $5.1 million based on the fact that the City may
want to provide a better than average level of coverage and/or
phase in changes.

Wellness Programs

Another potential way to decrease healthcare costs is to invest in
health prevention programs. By keeping employees healthy,
employers can reduce the cost of claims. Employer-sponsored
wellness programs reduce future costs and improve the quality of
employees’ lives. Wellness programs take many forms including,
but not limited to, annual health assessments, incentives for
good-health behavior (i.e., discounts for non-smokers), full or
partial reimbursement for fithess club memberships, and
employee athletic programs (i.e., cycling clubs).
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As an employer, Kaiser Permanente is a leader in employee
wellness programs. Kaiser offers a variety of classes to its
employees that aim to improve nutrition, reduce stress and assist
with weight loss. Employees can elect to participate in Kaiser’s
online Health Appraisal Program. The program begins with an
online survey and concludes with a personalized health action
plan. Throughout the vyear, the Health Appraisal Program
provides periodic emails to participants, informing and reminding
them of the goals in their personalized action plan. Kaiser's
online Health Appraisal Program is available free of charge to all
members. The healthcare provider is exploring the idea of
making the program available to non-Kaiser members whose
employer offers Kaiser as one of several healthcare plans.

King County, Washington’s Healthy Incentive Program is a model
that is worth examining for application in San José. The County
set out to lower the increasing trend of healthcare costs by
reducing risk factors, obesity, and the incidence of disease
among its workers. Initiated in 2007, the program provides
financial incentives for members to participate in disease
management and other health-promoting activities.

A September 2006 primer from the California Healthcare
Foundation titled “Managing the Costs of Health Care Coverage:
Emerging Practices Among Public Sector Employers” describes
the King County program. According to the primer under the
Healthy Incentives Program, employees receive the same level of
medical coverage they previously received but their participation
in Health Incentives affects their out-of pocket expenses. There
are three out-of-pocket expense levels, as shown in the table
below.

TABLE 25: COMPARISON OF DEDUCTABLE VARIATION KEYED TO WELLNESS

PROGRAM
Gold Silver Bronze
$100 Individual $300 Individual $500 Individual
Annual Deductible  $300 Family $900 Family $1,500 Family
Co-Insurance
(in-network 10% (County pays 20% (County pays
provider) 90%) 20% (County pays 80%) 80%)

A member who takes the wellness assessment earns silver. A
member who takes the wellness assessment and follows up with
an individual action plan tailored to the member's risk of
developing or controlling a chronic disease earns gold. If a
member does nothing, s/he earns a bronze. The out-of-pocket
level for the entire family will be based on the family member
earning the fewest points.
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At its core, the King County Healthy Incentives Program, along
with most wellness programs, aim to achieve longer term goals
rather than short-term cost savings. The Employee Benefit
Research Institute produced a fact sheet on their findings related
to wellness programs.

We are unable to impute an estimated cost savings based on the
limited data that exists. However it is likely that this tool could
build on the cost savings recommended in the above discussion
on cost sharing.

d. Implement Sick Leave Payment Modifications On
Retirement ($1.8 million)

The City of San José, like many cities, offers payment of accrued
sick leave upon retirement with a qualified number of years of
service. The current sick leave payout policy provides for
payment of 100% of accumulated select leave for police and fire
employees upon retirement. Other employees receive payment
for up to 75% of accumulated sick leave up to 1,200 hours.

The average total sick leave payout for the last five years
amounted to $5,816,000 for an average of 184 employees. The
average payout was $59,000 for police and fire employees, with
some individuals receiving in excess of $125,000.

As previously discussed, the City needs to reduce the rate of
growth in personal services in order to reduce the structural
deficit. The sick leave payout is a benefit the City simply cannot
afford. Reducing this benefit is an opportunity to reduce personal
services costs without affecting recruitment and retention of
employees.

Some argue that sick leave payout is an incentive for staff not to
abuse sick leave throughout the year since everything they
accrue will be paid to them at retirement. Others argue that this is
an incentive for staff to come to work sick rather than use sick
leave.

There is little measurable return on this investment and it is not a
best practice for organizations seeking to reduce the cost of
services. Reducing the sick leave payout policy would bring City
policies in line with private sector employers. Changes such as
elimination of this policy and/or establishment of a payout cap
would need to be negotiated with bargaining units and may be
perceived by employees as a substantial reduction in their
benefits package. However, newer employees are less
concerned as this is not a benefit they stand to receive anytime
soon.

Eliminating the sick leave payout policy would save the City $5.8
million annually. By placing even a reasonable limit on sick leave
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payout, the City could benefit from significant savings.  For
example, a savings of $10,000 per employee could save $1.8
million annually. (184 employees x 10K)

5. Change Prevailing Wage Applications: Eliminate Service
Contracts ($1.2 million)

The City’s position on the payment of prevailing wages is important in
that for FY 2006-07 the City awarded 301 service contracts worth $42
million with prevailing/living wage requirements and 33 construction
contracts for a total of $271 million with prevailing wage provisions.
These contracts in turn help drive General Fund expenditures.

The City initially began requiring the payment of prevailing wages in
1988 when the City Council adopted a resolution essentially setting up a
policy which mirrored State law. It was applicable to construction projects
and specified that the City would use the prevailing wage determinations
of the State.

In 1989 this policy was amended to broaden it to include four specific
services (residential street sweeping, Convention Center food services,
parking lot management and janitorial services). The prevailing wage
was also applied to City maintenance project contracts of over $1,000 for
City property. These provisions resulted in the inclusion of services and
contracts which were not within the scope of state prevailing wage law.
Therefore, the City had to set up its own process and procedure for
establishing prevailing wages

Also in 1989 the City adopted a resolution requiring the payment of
prevailing wages on all City housing projects of eight units or more.

In 1999 the City adopted a resolution approving a policy of requiring the
payment of a living wage for workers employed by employers who are
awarded City service contracts of over $20,000 in certain categories of
services or who receive direct financial assistance from the City. Living
wage requirements are different from prevailing wage requirements in
that they typically apply to non-construction service contracts and to
workers that not likely to be unionized. However, in 1989, the City had
essentially begun applying prevailing wage criteria to service workers in
some designated areas, so it was made clear that when a contract could
be subject to both the living wage and prevailing wage requirements,
whichever application resulted in the highest wage determination would
govern. In virtually all cases this has turned out to be the prevailing
wage.

This analysis only focuses on the application of those prevailing wage
requirements which are, arguably, beyond the scope of current state law.
While it might be theoretically possible for the City to opt out of the
payment of prevailing wages based on the City Charter, this would be
outside of the mainstream direction of California cities. Additionally while
it might be possible to suspend prevailing wage increases during times
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of financial stress under the same theory, it would probably not be
feasible to craft such an approach that might cause the City to specify
prevailing wages which are inconsistent with the current collective
bargaining agreements between trades and construction contractors.

This analysis focuses on the application of prevailing wage law
methodology to service contracts. This latter issue makes San José
rather uniqgue and may be an area where some cost savings can be
achieved through policy change.

Impact of Prevailing Wage on Service Contract Costs

The City of San José has also applied prevailing wage methodology and
requirements to a variety of service contracts. The City’s Public Works
Department Office of Equality Assurance (OEA) reports that 301
contracts, subject to either prevailing or living wage requirements, worth
$42 million were awarded in 2007. While the OEA does not have
statistics for the number subject to prevailing wage compared with living
wage requirements, a 2002 analysis found that out of a universe of 392
contracts in FY 2000, 153 were subject to prevailing wage requirements
only, 177 were subject to both (but handled as prevailing wage eligible
because the wage was higher) and 57 were subject to the living wage.

Currently the department is calculating prevailing wages for at least the
following service types:

e Street sweeping
e Residential garbage and recycling
e Food services at the Convention Center and other locations

In many cases employees covered under the contract earn a market rate
which is more than living wage but may be less than the prevailing wage.
The development of prevailing wages for positions not covered under the
Department of Industrial Relations represents a large workload for the
OEA. This, along with other cutbacks has resulted in the need to
prioritize which contracts are actively monitored. In 2007, 120
construction contracts (totaling $1.5 million) were not actively monitored
and 145 service contracts (totaling $15 million) were not actively
monitored. On average, the City receives $665 in underpayments and
penalties for each $1 million in contracts monitored. Implementing 100%
monitoring is likely to increase collections by at least $11,000, but
probably more, since small contract holders are aware they are unlikely
to be monitored.

The argument can be made that the City would be better served if the
OEA did not have to spend time developing and monitoring prevailing
wages for positions that already make more than the living wage. Their
time would be better spent concentrating on actively monitoring service
contracts, especially those involving the lowest paid workers subject only
to the living wage protections.
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Overlapping prevailing and living wage policies are problematic. By
maintaining both, the City creates a situation where costs for some
service contracts are higher than they would be if the City was fully in
conformance with State Labor Code requirements concerning prevailing
wages and in conformance with its own living wage policies.

For example, under current City rules a “Lead Person” under the parking
lot maintenance contract is subject to payment of prevailing wages. This
is a result of the resolution adopted in 1989 creating special prevailing
wage classifications above and beyond those specified in state law.

To comply with this City regulation, OEA creates a wage determination
for this position through its own process which is time intensive and often
confusing. Currently the prevailing wage rate for this position is $19.25
per hour. If this contract was simply subject to the living wage, the
required wage rate would be from $12.27 to $13.91 (depending on
benefits offered). City parking contracts are worth over $6 million per
year, and as previously noted, the City contracts for over $40 million in
services that is subject to some combination of prevailing or living wage
requirements.

Currently most contracts are subject to prevailing wage interpretations
and this is increasing City costs by an unknown amount due to
compliance with the living wage. (In most cases the market rate is above
the living wage, but not necessarily above the prevailing wage
calculation). Furthermore there is no “bright line” that explains why some
types of contracts are subject to prevailing wage determination (e.g.,
food service workers) while others (e.g., security guards) are not.

Calculating savings to the City resulting from this policy change will
require more analysis than can be accomplished in the timeframe
available to the City Manager’s Task Force; however, using conservative
estimations, an estimate can be generated. The differential in the
example involving the parking lot lead worker amounts to a 28% savings,
and this is probably not atypical. We can assume a more conservative
15% differential as was done in the earlier example involving prevailing
wages. Prevailing wage contracts are about 85% of the total service
contracts which, in 2007, amounted to a value of $42 million. Assuming
that labor is approximately 70% of typical contract costs and applying the
15% differential to those contracts subject to a prevailing wage yields a
potential savings estimate of $3.7 million. Not all of this would accrue to
the General Fund, but assuming a savings of one-third, the City would
see potential savings of $1.2 million.
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LONGER RANGE STRATEGIES

One of the challenges the City Manager's General Fund Structural
Budget Deficit Task Force faced was the fact that realistic solutions must
be implemented in three years. Many good ideas for improving the City’s
budget position will take more than three years to pay dividends and thus
were excluded from the list of suggested strategies. Nevertheless, some
brief discussion about the best long-term strategies is merited. More
importantly, the City needs to have a long-term financial strategic plan
that will frame these issues and keep them as a focused priority. The
budget principles discussed later in this report speak to cementing this
outlook into the City’s planning.

Three major issues merit attention here: economic development
opportunities, the potential for a two-tier retirement system, and the need
for sustained lobbying efforts at the federal and especially state level to
address systematic problems in California local government finance.
These strategies were all articulated during the stakeholder meetings as
well as meetings of the BSAG.

Economic Development

Some of the more powerful comparisons in this report are those showing
per capita tax revenues in San José and surrounding cities. San José
lags considerably in sales tax revenues and property tax revenues per
capita. Perhaps the most realistic way for the City to address this is via
economic development efforts.

It is apparent that the City pays a price in terms of tax revenues because
that it tends to house many workers in Santa Clara County and San
Mateo County, but does not have a consummate share of sales tax and
property tax revenues. It will take years to address this imbalance, and
there are literally dozens of efforts underway now to do so. This must
stay a constant priority for the City.
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Two-Tier Retirement System

In Fiscal Year 2007-08 retirement expenses to the General Fund were
over $102 million. This represents an increase of $49 million since 1996
when the expense was $52.8 million.

The City's current defined benefit retirement program provides excellent
benefits for retirees. Unfortunately, it is also much more expensive than
had been anticipated and serious consideration should be given to
making plan modifications given the City’s financial position. Two
prevailing options are feasible: implementing a new lower cost defined
benefit plan or moving to a defined contribution plan such as is common
in the private sector. The first option is less disruptive and has been
successfully implemented in other California jurisdictions. The second
option is less common in the public sector and unknown in large cities in
California.

Although defined benefit pension systems previously were common in
the private sector, they are now very rare because companies have
determined it is difficult to compete in a global market with such
expensive retirement programs. The vast majority of private employers in
San José have established a defined contribution retirement programs
such as a 401(k). These employers typically contribute from 6% to 10%
to match employee contributions in the 401(k) accounts.

Although a generous defined benefit pension system has traditionally
been a part of public employment, it is only one factor that potential
employees consider as a part of the total compensation. A defined
contribution retirement system would cost substantially less than the
City's current pension system and would allow the City to use some of
the savings for other programs to attract and keep high quality
employees.

As with a change to a less generous defined benefit program, savings
from a defined benefit plan would only accrue over time. However, the
savings would be substantial. Such a step must be considered as a part
of any considerable structural deficit reduction effort, even though we
cannot assume it will bear much fruit in the coming three years.

Towards a Better System of Local Government
Finance

California’s system of local government finance has been described as
dysfunctional. It provides little in the way of transparency for the taxpayer
and relies on a disjointed system of responsibilities among the state,
counties, cities and special districts.

Many of the constitutional initiatives passed regarding local government
finance in the last 30 years have had unintended consequences and
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have spawned incentives that are actually contrary to sound public
administration principles and accountability to taxpayers. As just one
example, these initiatives have had the effect of transferring power from
local government to the state, which is far removed from municipal
affairs and which has a legislative and executive system largely driven
by partisan politics.

The state has played a leading role in removing local property tax from
the control of local officials, while also taking a lead in providing the
pension enhancements that form such an expenditure problem for local
governments. This is not just a California phenomenon, but it is probably
most acute in California, which has helped shape the national agenda on
this issue since the passage of Proposition 13 in 1978.

A recent study by the Brookings Institute Budgeting For Basics:
The Changing Landscape of City Finances — 2005 made the following
findings:

Along with their federal and state counterparts, city government officials
have ridden a fiscal roller coaster since the late 1990s. The relatively
prosperous times at the end of the last decade turned into a period of fiscal
strain after 2001 and the effects of that downturn lingered for most cities.

A review of the long-term fiscal trends that preceded this latest fiscal shock,
along with an analysis by city chief financial officers of the causes of their
current fiscal problems and how they responded, offers important insight into
the fiscal situation of cities as they move forward. Several important findings
emerge from the analysis of fiscal trends over the twenty-three year period
from 1977 to 2000.

Local government is the level of government generally most favored

by citizens, yet general expenditures in these cities grew more slowly than
did other types of government. Spending on the high priority areas of police
and education did grow more than other areas, especially in the 1990s, but
cities were generally fiscally conservative during the decade, even with the
opportunity of growing revenues.

From fiscal year 2003 to 2004 CFOs indicated that fiscal conditions in their
cities declined, while budget pressures increased. CFOs characterize the
problem as mostly a structural one, despite the recent economic downturn.
Revenue inadequacy is seen as an significant concern in many cities, while
expenditure pressures, especially in public safety, education, and employee
benefits remain strong. Many city officials would like provide their citizens
with new and expanded services, but are restrained from doing so by limited
tax options, tax and expenditure limitations, and/or taxpayer opposition to
raising revenues.

In sum, cities, like their counterparts at the federal and state level, face the
unenviable task of trying to satisfy citizen wants without alienating voters by
increasing taxes. Without the deficit financing option available at the federal
level, and, lacking the revenue options and broader base of state
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government, city officials face a difficult balancing act. The long-term
efficacy of recent short term responses is yet to be determined.

Part of San José’s long-term financial strategy must be to engage the
state in a meaningful discussion of local finance reform. As the third
largest city in the state, the City must take a leadership role.
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BUDGET PROCESS REVIEW

The development and adoption of the annual budget is the most
important responsibility for the city administration and the most critical
policy decision made each year by the Mayor and City Council. In San
José the annual budget allocates $3.7 billion in resources to provide
services to nearly one million residents. The budget process in San José
has continued to evolve and be improved by the City staff, Mayor and
City Council. San José has been recognized by the Government
Finance Officers Association for consistently using best practices in the
development and presentation of the budget document. The City's
overall financial management and budget practices have allowed the city
to maintain one of the highest bond ratings of any big city in the country.

The process in San José is designed to integrate the roles and
responsibilities of three major players: 1) City residents, 2) Mayor and
Council, and 3) City staff.

City Residents

During the development of the FY 2007-08 budget, the City embarked on
a new and markedly different public process leading up to the creation of
the proposed budget. Early in January a telephone poll of 450 residents
was conducted in English, Spanish and Vietnamese. Residents were
asked about their opinion regarding current spending and priorities for
allocation of resources. Following the telephone survey, a neighborhood
association budget priority setting session was held on a Saturday.
During these facilitated discussions, neighborhood leaders had an
opportunity to discuss budget priorities and agree on five key priorities.
These priorities formed the foundation for the development of the budget
by the Mayor and Council and City staff.

Mayor and City Council

The role of the Mayor and City Council in the budget process is to be
aware of, and reflect the values and priorities of, the community; to
establish key budget goals and priorities; to adopt financial policies and
principles; and to make the final decision regarding the allocation of
resources for City services and facilities. During development of the
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current budget, the Mayor and City Council followed the survey and the
neighborhood meetings with a full day priority-setting session to review
priorities from the survey and neighborhood meetings. Based upon this
guidance from the public, the Mayor and Council adopted five three-year
goals for the budget. (One of these five goals is to eliminate the
structural budget deficit and has led to the Mayor's Budget Shortfall
Advisory Group, the City Manager's General Fund Structural Deficit Task
Force, and this report.) After the Mayor and Council establish the goals
and priorities, the City Manager prepares the proposed budget for City
Council review. Several work sessions and public hearings are held on
the various elements of the budget and, after revision by the Mayor and
City Council, the budget is adopted.

City Staff

The City Manager and Budget and departmental staff are responsible for
the preparation of the proposed annual budget that reflects the priorities
and goals of the Mayor and Council. They are also responsible for
budget administration and control of the adopted Council budget. Staff
monitors revenues and expenditures monthly during the year and
periodically reports financial status to the City Council. Staff is also
responsible for the development of long-range financial plans and
business action plans.

The City of San José’s budget process and schedule is well organized,
transparent and effective. The adopted budget contains a one-page
description of the process which illustrates the schedule and the role of
the residents, the Mayor and City Council, and the City administration.
The process involved in the development and adoption of the budget for
a city the size of San José is virtually a year-round responsibility which
culminates with the adoption of the budget in June, but begins anew
shortly thereafter.

Although a good process is important, in the end the annual budget
process is about making the difficult choices in the allocation of scarce
resources in adopting a financial plan that is sustainable. Each year the
choices made lead to long-term financial consequences and results for
the City. The City of San José is a complex business with revenues of
$3.7 billion and almost 7,000 employees. Like any business of this size,
the financial planning and budgeting system needs to focus the attention
of the policy leaders on the key financial planning issues facing the
community over the next five years. This is particularly true if San José
hopes to be successful in eliminating the structural budget deficit.
Although there is an active annual discussion regarding priorities and
budget requests from departments and community groups, effective
policy leaders must focus on a few key financial and budget principles
and use these principles as guidelines and requirements to maintain
financial stability and balance. Successful business and government
organizations maintain the discipline to follow these principles in good
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times and in bad, when the organization is enjoying substantial revenue
growth, and when, inevitably, revenue growth slows and creates the gap
between our needs, desires and reality. Indeed, one could argue that
the key to maintaining financial stability for city government is to maintain
fiscal discipline and principles during the boom times so that fewer
damaging short-term decisions and actions are necessary during periods
of slow economic growth.

While San José has extensive budget policies, they tend to be
technically oriented and utilized in the development of a recommended
budget, but not always followed when the budget is adopted and
amended. In order to avoid another structural budget deficit the City
needs to adopt budget principles which are relatively easy to understand
and which can serve as a meaningful framework for maintaining the
financial discipline crucial to a large organization like the City of San
José.

As part of the General Fund structural deficit effort, the City Manager’'s
Task Force was asked to develop such budget principles. A list of 12
recommended principles is listed below. This listing was developed from
examining San José’s existing budget policies, best practice policies and
literature in the public financial management field. The principles should
be simple and self explanatory.

Recommended Budget Principles for Consideration

Best practice analysis indicates that San José could strengthen and
simplify its budget policies into a series of principles the Council could
adopt and practice. The Mayor's BSAG asked that staff draft some
principles for consideration. We have done so, drawing on best practice
research and the City’s existing budget policies.

1) STRUCTURALLY BALANCED BUDGET

The annual budgets for all City funds shall be structurally balanced
throughout the budget process. Ongoing revenue shall equal or exceed
ongoing expenditures in both the Proposed and Adopted Budgets. If a
structural imbalance occurs, a plan shall be developed and implemented
to bring the budget back into structural balance.

2) PROPOSED BUDGET REVISIONS

The annual General Fund Proposed Budget balancing plan shall be
presented and discussed in context of the five-year forecast. Any
revisions to the Proposed Budget shall include an analysis of the impact
on the forecast out years. If a revision creates a negative impact on the
forecast, a funding plan shall be developed and approved to offset the
impact.
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3) USE OF ONE-TIME RESOURCES

Once the General Fund budget is brought into structural balance, one-
time resources (e.g., revenue spikes, budget savings, sale of property,
and similar nonrecurring revenue) shall not be used for current or new
ongoing operating expenses. Examples of appropriate uses of one-time
resources include rebuilding the Economic Uncertainty Reserve, early
retirement of debt, capital expenditures without significant operating and
maintenance costs, and other nonrecurring expenditures.

4) BUDGET REQUESTS DURING THE YEAR
New program, service or staff requests during the year that are
unbudgeted shall be considered in light of the City’'s General Fund
Unfunded Initiatives/Programs List and include a spending offset at the
time of the request (if costs are known) or before final approval, so that
the request has a net-zero effect on the budget.

5) RESERVES

All City Funds shall maintain an adequate reserve level and/or ending
fund balance, as determined annually and as appropriate for each fund.
For the General Fund, a contingency reserve amount, which is a
minimum of 3% of the operating budget, shall be maintained. Any use of
the General Fund Contingency Reserve would require a two-thirds vote
of approval by the City Council.

6) DEBT ISSUANCE

The City shall not issue long-term (over one year) General Fund debt to
support ongoing operating costs (other than debt service) unless such
debt issuance achieves net operating cost savings and such savings are
verified by appropriate independent analysis. All General Fund debt
issuances shall identify the method of repayment (or have a dedicated
revenue source).

7) EMPLOYEE COMPENSATION

Negotiations for employee compensation shall consider total
compensation bargaining concepts and focus on all personal services
cost changes (e.g., step increases, benefit cost increases).

8) CAPITAL IMPROVEMENT PROJECTS

Capital Improvement Projects shall not proceed for projects with annual
operating and maintenance costs exceeding $100,000 without City
Council certification that funding will be made available in the applicable
year of the cost impact.

9) FEES AND CHARGES

Fee increases shall be utilized, where possible, to assure that fee
program operating costs are fully covered by fee revenue and explore
opportunities to establish new fees for services where appropriate.
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10) GRANTS

City staff shall seek out, apply for and effectively administer federal,
State and other grants that address the City’s priorities and policy
objectives and provide a positive benefit to the City. Before any grant is
pursued, staff shall provide a detailed pro-forma that addresses the
immediate and long-term costs and benefits to the City. One-time
operating grant revenues shall not be used to begin or support the costs
of ongoing programs.

11) GENERAL PLAN

The General Plan shall be used as a primary long-term fiscal planning
tool. The General Plan contains goals for land use, transportation,
capital investments, and service delivery based on a specific capacity for
new workers and residents. Recommendations to create new
development capacity beyond the existing General Plan shall be
analyzed to ensure that capital improvements and operating and
maintenance costs are within the financial capacity of the City.

12) PERFORMANCE MEASURES

All requests for City Service Area/departmental funding shall include
performance measurement data so that funding requests can be
reviewed and approved in light of service level outcomes to the
community and organization.
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CONCLUSION

Management Partners has analyzed many strategies that, if
implemented, will resolve the structural budget deficit facing the City of
San José's General Fund. Although the City budget is large and
complex, the keys to eliminating the structural deficit and maintaining a
sustainable financial plan are relatively straightforward. By definition, a
structural deficit exists when the projected required annual expenses of
the City’s General Fund exceed the projected annual revenues on a
continuing basis. Such a deficit requires that reserves, fund balances
and other one-time measures be used to bridge the difference. The
problem is that eventually these one-time fixes are exhausted. The
straightforward solution to the structural deficit is to reduce expenses
and/or increase revenues so that the projected revenues meet or exceed
the projected expenses consistently on an annual basis.

The City's financial condition is the result of a series of choices made by
the Mayor and Council annually as a part of the budget process in trying
to meet the City’s growing service demands and needs. If the City makes
certain choices and difficult decisions as a part of the annual budget
process, the result will be a sustainable financial future and a stable
General Fund.

Conversely the financial actions that should be taken during the
economic cycles that substantially increase revenues are primarily aimed
at positioning the City for the inevitable downturns. Surplus revenue
should be used to address known but unfunded infrastructure and
maintenance deficiencies such as facilities renovation and major street
and transportation facility renovations. Surplus revenues also offer the
opportunity to fund other unfunded liabilities such as future pension
obligations and equipment replacement, and to make contributions to
"rainy day funds" to provide a cushion during the next economic
downturn.

It is difficult to maintain the financial discipline required to make these
choices during a substantial economic boom if appropriate policies are
not in place. It is natural for both the staff and the Council to want to use
"surplus revenues" to establish new services, to increase current service
levels, to build new parks, streets, community centers, etc. For these
reasons it is important that the City continue to develop and maintain its
five-year long-range financial plan that comprehensively projects
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expenditures and revenues and the resulting impact on fund balances
and reserves.

Such a financial plan can continue to be used to model the future impact
of investment or expenditure choices made today. For example, if the
current budget contains the revenue to add 200 new positions to the
workforce, will projected future revenue continue to support these and
other expenditure commitments? In addition to the long-range financial
projections, it is important to also adopt financial policies that support a
sustainable financial environment for the City. The budget principles
section of this report references several key policies that are necessary
to ensure financial stability and integrity.

The City of San José, like other cities in California, must make these
important policy choices in an environment that is characterized by
transparency and responsiveness. Groups that represent the needs of
the community are well organized and articulate. They each make
persuasive appeals for the City to invest its scarce resources to increase
service levels in traditional services such as public safety, parks and
recreation, libraries, and more. Additionally there are many unmet needs
that compete for the City’s attention and funding.

One of the positive developments resulting from the Mayor's Budget
Shortfall Advisory Group and the City Manager's General Fund
Structural Deficit Task Force is the increased public knowledge and
awareness regarding the issues and choices facing the City. For
example, community discussion has led to the creation of at least one
Community Budget Working Group to "assure that a broad range of
voices can bring innovative ideas to elected leaders." The Mayor,
Council and City staff members have established an expectation of
public dialogue and will continue to encourage broad public involvement
in these critical policy decisions.

The ultimate solution to resolve the structural deficit and to create and
maintain a healthy financial environment involves hard choices on both
sides of the spending and revenues equation. Ultimately, the financial
policies and practices of the City should reflect the vision and values of
the residents and taxpayers of San José. Although it is relatively easy to
identify and articulate the prudent budget policies that will lead to
financial sustainability, the appropriate balance between expenditures
and revenues is less obvious. The role of the Mayor and Council is to
create an environment in which they can engage in a conversation
regarding important choices.

This report has provided many options and strategies to consider to
achieve financial stability, including revenue strategies, service delivery
model changes, expenditure controls and shifts, and service reductions.
The residents of San José, through their elected leaders and ultimately
at the ballot box, must decide the proper balance for themselves. Once
those choices are made, it is crucial that the City establish and follow
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prudent budget and financial policies which will lead to sustainable
service levels and a balanced financial environment.
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