STAFF REPORT

DATE: April 9, 2019
TO: City Council
FROM: Nitish Sharma, Director of Finance/Treasurer

SUBJECT: City of Davis Mid-Year Financial Outlook

Recommendation
Receive and provide any direction on the City of Davis financial outlook.

Fiscal Impact
The information presented in this report provides the budgetary projections for FY 2018/19, FY

2019/20, and FY 2020/21. The FY 2018/19 ending unrestricted General Fund balance, net of the
reserve, is estimated at $2.6 million for FY 2019/20 and FY 2020/21. The current General Fund
Reserve policy suggests that the amount of the reserve between 10% and 15% could be applied by
City Council to one-time capital expenditures.

Council Goal(s)
The objectives established under the Council strategic goal “Ensure Fiscal Resilience” are:

1. Revenue: Ensure fair City Tax rates and fees while investigating new and sustainable
sources of revenue to strengthen the economic base and to provide the services desired by
the community.

2. Cost Containment: Seek increased cost efficiency and containment in service delivery,
while maintaining high quality city services.

3. Transparency: Take actions to enhance and promote fiscal transparency.

Summary
This report provides an overview of the financial cornerstones of the City of Davis, a summary of

the financial outlook for the next 20 years pursuant to the City of Davis Long Term Financial
Model, and a fiscal summary of short term and long-term challenges and opportunities for the City.

Background & Projections

Cities across California continue to face mounting short and long-term budgetary challenges.
Local contributions to PERS costs are escalating because of lower than expected returns on
investment and retirees living longer, costs of providing municipal services have outpaced revenue
growth, the emergence of online retail has introduced uncertainty for local sales tax projections,
deferred maintenance of aging infrastructure looms on the horizon, and instability at the federal
level threatens to undermine both longstanding and new local funding sources.

Davis is not immune to these and other financial challenges, but the City is fortunate to have a
solid budgetary foundation that should allow it to better withstand the impacts. This cautiously
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optimistic outlook is thanks to a number of factors—a stable and fiscally responsible City Council,
stable property value or assessment base, one voter-approved one cent tax measure providing
revenue to carry out strategic initiatives and leverage limited General Fund dollars, two parcel tax
measures, a successful record in competing for state and federal grants, a burgeoning cannabis
industry that will pay its fair share to support City operations, and most importantly, a very limited
and strategic increase to ongoing increase in costs to provide the ongoing services.

However, the financial upside associated with some of these favorable factors is unlikely to be
sufficient to meet the substantial increase projected in the expenditures for the next 5 to 10 years.
Therefore, the City’s ability to manage through impending General Fund challenges necessitates
a comprehensive long-term budget assessment and strategy, as opposed to attempting to manage
these issues through the current two-year budget cycle. The purpose of this report is to present the
Finance Director’s analysis of a 20-year General Fund outlook, identifying problems before they
occur and recommending solutions that aim to balance the fiscal outlook. The City of Davis short-
term and long-term financial outlook is based on fiscal cornerstones that are consistent from year
over year and achieve the goals and vision of the City Council. The four fiscal cornerstones are
described below:

1. Adequate funding to meet required service levels

a. Promote economic development;

b. Secure grant opportunities and expand the use of local funds;

c. Investexcess funds over current reserve balance to create capacity or opportunities;

d. Seeking new revenue to continue to fund the aging infrastructure needs.

2. Cost Containment: Making efficient use of existing tax dollars

a. Continue to implement efficiencies and innovations to reduce operating costs;

b. Continue to look for opportunities to reduce or limit the increase in City’s long-
term obligations (labor costs, including pension and other-post employment
benefits);

c. Continue to monitor and look for opportunities to reduce spending by departments
by reorganization or review of the cost allocation plan for general city services to
ensure sufficient revenues are generated to reduce the burden on the General Fund;
and

d. Invest in employee professional training to better utilize technology to create
efficiencies and innovation.

3. Build and maintain a prudent reserve fund balance

a. Review and evaluate the current reserve policy and return to the City Council with
any recommendations for adjustments to ensure adequate funding for emergencies
or economic downturns; and

b. Setreserve requirements for the utility funds consistent w/ the costs of service study
used to develop the rate structures.

4. Foster a climate of sincerity, transparency, and accountability

a. Enhance customer service, using metrics when possible, to ensure the funds are
allocated and spent accordingly;

b. Enhance and promote open data and use results to communicate to Council and
citizens on financial matters; and

c. Promote accountability of the allocation of resources.
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Current General Fund Outlook

The financial forecast in Attachment A presents a 20-year summarized version of the budget
model of the General Fund, including actual figures from the past five years and projections for
the next 15 years. The chart is labeled “Status Quo” because it is generally based on continuing
the City’s current budget approach.

Chart 1: Current General Fund Outlook

General Fund Forecast
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The above Chart 1 above illustrates the net operating surplus for the next 10 years. It is important
to note that the General Fund forecast includes the continuation of the Measure O district tax to
pay for ongoing services of the general government. Measure O generates approximately $8.5
million each year in revenues. The net operating surplus, before investment in capital assets, is
approximately $3.8 million for Fiscal Year 2019/20 and $3.0 million in Fiscal Year 2020/21.
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In the summary below, staff have highlighted key assumptions, challenges and opportunities for
the current outlook and a more detail analysis of the key assumptions are described in
Attachment B. Attachment C of the packet provides a detail version of the forecast model for
the next 20 years.

General Fund Revenue Assumptions:

Property Tax Revenue

The model assumes a 4% growth rate for the portion of City property taxes that accrue to the
General Fund for the next biennial fiscal years. It is important to note that most new property tax
in Davis is generated from the Sterling Project, a multi-family development on 5" Street,
construction of Marriott Residence Inn, Hyatt House and 41 new single-family homes. Secured
property tax revenues received through February 2019 are reported at $6,743,901; whereas, for the
same period ending February 2018 were at $6,444,003. It is prudent to estimate that the actual
property tax revenues for the current fiscal year will exceed budget expectations by $204,000 or
slightly higher after adjustments.

Sales Tax Revenue- Local 1% (Bradley Burns)

The model assumes a conservative annual growth rate of one percent for the City’s share of sales
tax. Although there has been recent decrease in sales tax related to the loss of La Mesa RV, staff
recommends a guarded approach to this major revenue source due to the increasingly competitive
environment among cities for sales tax and the continued rise of online retail. For the biennial
fiscal year, the sales tax revenues from the Bradley Burns are projected to increase 2.18% in Fiscal
Year 2019/20 and decrease of 1% in Fiscal Year 2020/21 from the current year projections. These
estimates are prepared by Avenu Insights and Analytics, City’s sales tax consultant, and are based
on the sales tax data received through December 31, 2018.

e Sales tax revenues received through February 2019 are reported at $4,126,431. The prior
year amount at this time was $3,365,853, a variance of $829,400. The variance is primarily
due to the change in tax distribution at the California Department of Tax and Fee
Administration. After accounting for the change in revenue distributions from prior year to
current year, the current receipts are meeting or slightly exceeding projections. It is
important to note that sales tax projections are very difficult due to the impact of online
sales taxes after the Wayfair vs. South Dakota decision. Staff will continue to monitor
receipts and will report to Council if a significant decrease in anticipated receipts is
experienced.

District Tax- Measure O
Measure O, a one-cent sales tax override, generates approximately $8.5 million each year. It is
important to note that Measure O is scheduled to sunset at December 31, 2020, absent other action
by the City Council. The model assumes a conservative annual growth rate of 3.98% in Fiscal
Year 2019/20 and a decrease of 1.95% in Fiscal Year 2020/21. City staff has begun the process to
gather information so the City Council can make a decision about whether to place a renewal of
Measure O on the March 2020 ballot
e District tax (Measure O) revenues received through February 2019 are reported at
$4,495,216; whereas, for the same period ending February 2018 were at $3,356,426. The
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change is primarily due to the distribution of revenues from prior year to current year;
however, staff is projecting that the actual sales tax revenues for the current fiscal year will
exceed budget by $288,000.

Other Taxes and Revenues

This general category compiles all other revenue streams that are directed to the General Fund.
This includes revenue from franchise agreements, vehicle license fee property tax swap revenue,
AB 1290 property tax pass-through revenue, municipal service taxes, document transfer taxes,
fines, facility use fees, cell tower leases, and other sources. The other taxes including vehicle
license fees, AB1290 distribution from the former Redevelopment Agency are projected to
increase approximately 4% or approximately $400,000 each year in Fiscal Year 2019/20 and Fiscal
Year 2020/21. Fees from service charges, primarily parks and recreation fees are projected to
increase by the cost of living adjustment of 4.5% from prior year.

The current year projection will slightly exceed budget based on the increase in the assessed
valuations as discussed under property tax revenue assumptions.

Transient Occupancy Tax (TOT) Revenue

TOT revenue has remained relatively flat until Fiscal Year 2017 and 2018, but it will increase
substantially upon completion of the Marriott Residence Inn (estimated completion in FY 2019/20)
and Hyatt House (estimated completion in FY 2020/21). Notably, the City receives the majority
of its TOT from the franchise or brand hotels/motels.

e Transient occupancy taxes received through February 2019 are reported at $1,114,437;
whereas, for the same period ending February 2018 were at $1,033,155. It is prudent to
estimate that the actual sales tax revenues for the current fiscal year will exceed budget by
$240,000.

Cannabis Development Agreement Base Revenue
Projections for revenue related to approve Development Agreements with cannabis industry
businesses are tenuous until more of the approved businesses actually begin operations. For
purposes of this status quo model, only revenue that is currently being received is included in the
General Fund. Staff will update the Commission and Council once the fiscal year is substantially
complete on the actual receipts of the cannabis revenues.
o Cannabis revenues received through February 2019 are reported at $480,028; whereas, for
the same period ending February 2018 were at $68,751. Staff will continue to monitor this
revenue source during the fiscal year.

General Fund Expense Assumptions:

Salaries and Benefits

Anticipated increases to the City’s PERS contributions pose the greatest threat to the long-term
viability of the General Fund. The model aggregates the impact of the estimated PERS increases
over the ten-year period, while also building in room for modest growth in personnel costs for staff
positions funded by the General Fund. An annual fixed increase of 2% is assumed in the model to
account for the combined total of these costs. The current model estimates an addition of 1 full
time equivalent position in each year of the next biennial year budget. The summary below

04-09-19 City Council Meeting

09-5



illustrates the funding level of pension and other post-employments benefits and the projected
increases in the next few years as addressed in the forecast model.

A. Pension Expense: The total normal accrued liability based on the latest PERS valuation as
of June 30, 2017 is $352.8 million, the market value of the plan asset is $231.3 million,
and the total unfunded liability is $121.5 million. The plan is 65.6% funded as of June 30,
2017. The cumulative increase in pension expense for the next 5 years is approximately
$4.01 million for the unfunded portion and a 3% increase in the normal cost portion. This
results in a 50% increase in pension costs based on the current year. Attachment D
provides a more detailed analysis of the various plan funding status and the pension costs
for the next 5 years.

B. Other Post-Employment Benefits (OPEB) Expense: The OPEB liability projected for
Fiscal Year 2018/19 is $97.5 million while the value of the plan assets is projected at $39.6
million; a net of $57.9 million in unfunded liability (40.58% funded). The OPEB
contribution is projected to increase by $440,000 in Fiscal Year 2019. Attachment E
provides a more detailed analysis of the OPEB liability for last few valuation years.

e Actual salaries and benefits posted through March 31, 2019 were $27,407,974 or
69.61% of the approved budget. There are 7 vacant positions that may not be filled
in the current fiscal year, which will result in a savings of approximately $350,000
after accounting for projected overtime costs primarily in the public safety group.

Operations and Maintenance (O&M)

The model assumes a 2% annual growth rate for the non-personnel side of the General Fund
budget, which includes the operations and maintenance budgets of the Parks, Police, and Fire
Departments and half of the City Manager’s Office. Expenses for recreation programs and other
City programs are also included, net of costs recovered through fees.

e Total O&M expenditures reported through March 31, 2019 were $12,013,830, 30.18% of
the approved budget. Staff does not anticipate any extraordinary expenditures for the
remainder of fiscal year 2019. The O&M adjusted budget includes Capital Improvement
Project carryover from the prior fiscal year plus the new funding approved for the current
fiscal year.

Source: OpenGov

FY 2018/19
Adjusted Budget | Actual as of | Remaining Remaining
3/31/2019 Budget ($) Budget (%)
Personnel $ 39,372,009 | $§ 27,407,974 | $ 11,964,035 | 30.39%
Non-Personnel $ 39,812,312 | $§ 12,013,830 | $ 27,798,482 | 69.82%
Totals: | $ 79,184,321| $ 39,421,804 | $ 39,762,517

General Fund: Fund Balance
Chart 2 below illustrates the net General Fund balance over the next 20 years, assuming the
continuation of Measure O. Current projections show the General Fund Reserve dipping slightly
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below the 10% level in fiscal years 2021-22 and 2022-23 before increasing in 2023-24. Staff will
continue to monitor revenues and expenditures and will recommend adjustments to Council as
necessary should there be a concern about not meeting a 10% reserve target in future years.

Chart 2: General Fund- Fund Balance Analysis
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City Council Direction: General Fund Outlook with Challenges and Proposed Solutions

Short and long-term budget recommendations are identified earlier and restated, with additional
detail, below:

Measure O Sales Tax:

The task to put a ballot measure in front of the Council and citizen has started internally.
Staff will present to Council results of the City conducted survey and other strategies in a
future meeting. The current Measure O revenue to fund vital city services amounts to
approximately $8.5 million a year. The City Council will need to decide whether to place
a renewal measure on the March 2020 ballot.

Pension and OPEB Costs:

Council may direct staff to pursue opportunities related to the funding of the substantial

increase projected in the pension and OPEB costs. Some of the opportunities the Council

may consider to direct staff to evaluate are listed below:

1. Section 115 Trust: A section 115 Trust is an avenue to segregate city funds from the
general purpose of funding essential governmental functions. For example, 115 trust
can be used to set aside monies to meet future pension contributions or liabilities. There
is no cost to the City to set up these funds and any monies allocated to them will be
controlled by the City, including investments. The budget savings from vacant
positions may provide an opportunity to set the funds aside in the Section 115 Trust
Fund to pension and other post-employment benefits expense.
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2. Lump Sum Payment: One Time Money or excess General Fund beyond the minimum
reserve requirement and Other Operating Funds, including Utility Funds to pay down
the pension obligation. This will allow the revaluation of the annual pension cost based
on the current assumptions.

3. Additional PAYGO: Council may direct staff to analyze the result of making additional
annual payments that are greater than the required amount. PAYGO is an additional
small contribution toward the principal payment that over time will positively impact
the annual pension expense.

4. Labor Agreements- Continue to cost share the increases in the annual pension costs and
other post-employment benefits pursuant to the MOU’s for bargaining groups. It is
important to note that this may result in a very minor savings to the City funds due to
the fact that majority of the increase is picked up by the City.

e Reserve Fund:

The City Council current established reserve policy is in the range of 10% to 15%. The

Council has directed staff to use the reserve fund in excess of the 10% floor for one-time

strategic investments/obligations. The City Council may provide additional guidance to

staff to establish some guiding principles on the current reserve policy. For example:

1. Budget Stabilization Fund: One Time Money or excess General Fund from each fiscal
year based on savings in the operations and maintenance budget may be allocated to
this fund to mitigate substantial increases projected in annual pension expense, other
post-employment benefits, and maintenance of aging facilities and infrastructure.
These funds are totally unrestricted and can be used for any functions/programs of the
General Fund.

2. One-time Expenditures: Set aside funds in excess of the minimum reserve requirement
to fund one-time capital expenditures or provide match to grant funded projects. The
result of the investment may not affect the ongoing costs of the General Fund or other
funds; however, may reduce maintenance costs built in the budget.

3. Council strategic projects: Set funds aside for City Council strategic projects including
economic development, investment in strategic infrastructure projects, and innovative
projects. The funds set aside in this category may be tied to an increase in General Fund
Revenues, attract investments from private companies or other government agencies,
promote job growth, create a vibrant downtown, and support local businesses.

e Separate General CIP Fund:
Staff is recommending recording the revenues and expenditures related to General Fund in
a separate General Capital Projects Fund to reduce the significant changes to the approved
budget and ensure that operating revenues and expenditures are properly accounted for and
reported accordingly.

e Accountability and Transparency:
1. OpenGov Platform
Staff implemented OpenGov in the prior month (source:
https://cityofdavis.org/Home/Components/News/News/5421/2985?backlist=%2f).
OpenGov is a transparency software that allows the citizens to view how the City
revenues are allocated to functions of the City government. Although this is a major
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step forward, below are some of the future initiatives staff is working on in relation to

OpenGov:

a. Summary report of the data illustrated on the OpenGov platform. This summary
report will include revenue and expenditure analysis for the prior fiscal years
plus the current year quarterly reports. This will help the citizens understand the
sources and uses of City funds.

b. Charts and Other reports from the OpenGov platform will be used to present
the financial information to the stakeholders. For example, a budget to actual
report for each department will be readily available to each Department Head
on a daily basis.

c. Timing of current year information: the current year report will include
transactions that are as of a prior day.

2. Govlnvest Pension and OPEB Module

a. Staff will implement this tool in the current calendar year to assist with the
analysis of the pension costs, OPEB costs and MOU cost analysis.

3. Quarterly Report to the Finance & Budget Commission and City Council: Staff will
provide a quarterly budget to actual report, projections for the current year and list
of challenges and opportunities on a quarterly basis on the premises of the financial
cornerstones as presented above. The report will also include an update on the key
initiatives the department is pursuing to achieve efficiencies, innovations, and new
revenue potentials.

Attachments

Financial Forecast Summary Version

Narrative on the Detail Financial Forecast Model

Detail version of the Long Term Financial Forecast Model
Pension Analysis

Other Post-Employment Benefits Analysis

SE-Rel- s
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ATTACHMENT B

City of Davis
Long-Term Financial Forecast Model Analysis, Challenges and Opportunities
March 11, 2019

Davis Budget Forecast Update

The 20-year budget model and Financial Forecast serves as an important fiscal strategic planning
tool. It provides a macro-level view of General Fund revenues and expenditures to assist in
evaluating the impact of policy choices made today on the long-term fiscal health of the City. By
identifying developing trends and potential issues that may arise in the future, it will help ensure
long-term stability for the organization by giving policy-makers improved information with
which to craft prudent and timely budget solutions. Forecasting is all about assumptions. This
Financial Forecast focuses on what is likely to happen to the General Fund based on past
experience and a realistic assessment of what might happen in the future. While this forecast is a
snapshot in time, the advantage of the budget model is that it is constantly being updated with
new information and can be adjusted as circumstances and trends begin to change. By being
transparent about the assumptions that go into the forecast, and what is funded versus spending
needs that are not funded, the City will promote better understanding of its financial condition
and improve the credibility of its forecasting efforts.

As a prelude to the upcoming budget process, the following provides a brief overview of the
current budget model assumptions compared to last year’s forecast, assuming the continuation of
Measure O, the 1.0% local sales tax rate that expires on 12/31/20 unless extended by the voters.
Also included is a discussion of the three major areas of fiscal sustainability that the City desires
to achieve: fully funding infrastructure needs, funding operations per capita consistent with the
historical trend or better, and maintaining adequate reserves. The report concludes with a look at
the implications of not renewing the Measure O sales tax, and three budget policy
recommendations.
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Forecast Assumptions

Property Tax (mil.)
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The property tax forecast is very
similar to last year, and incorporated
growth elements for the Prop 13
inflator, changes in ownership and
new construction. The recession
assumption in the new forecast
assumes a 3% revenue reduction
over 18 months starting in FY2021,
versus a 2% reduction over 12
months starting in FY2020. The
original forecast seems too
aggressive, given that several
development projects, including

Nishi and WDAAC, have experienced development issues unique to each project, including
litigation. The three hotel projects have each been delayed one year. Nishi and WDAAC have
been delayed for two years, and Sterling by one year. This pushes much of the new construction
element of property tax growth to future years.

$30

Sales Tax (mil.)
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The new forecast is based on the
latest projections received from
Avenu Insights in Feb 2019. These
projections do include an initial
estimate of amounts to be collected
under Wayfair decision on the
taxation of certain internet sales, but
that did not make a significant
difference given the up and down
changes in other business sectors.
The major difference is from the
change in recession assumptions: a
7.5% revenue reduction over 18

months starting in FY21, versus a 5% reduction over 12 months starting in FY2020.
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09 - 14



$7
$6
$5
$4
$3
82
$1
$0

Transient Occupancy Tax (mil.)

Prior == == = Current

18 20 22 24 26 28 30 32 34 36

$35
$30
$25
$20
$15
$10

$5

$0

Other Revenues (mil.)

Prior == == = Current

'--‘
_-/-_,’/

\, ./

AV

18 20 22 24 26 28 30 32

04-09-19 City Council Meeting

The TOT is primarily affected by the
one- year delay for each of the hotel
projects, each of which has its own
issues related to the development
process and/or litigation. There is
also an impact from the change in
recession assumptions: a 7.5%
revenue reduction over 18 months
starting in FY2021, versus a 5%
reduction over 12 months starting in
FY2020.

There is very little net change in
other revenues, most of which is due
to re-benching the forecast after
receipt of the actual amounts for
FY2018.
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Salary/Benefits (mil.)
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At this time, the FY2020 personnel
cost forecast is not yet available, so
the assumptions are the same as in
the last forecast: 2% annual COLAs,
0.25% net increase for the cost of
merit increases and savings from
turnover, and an average-cost 1.0
FTE position added annually to help
respond to workload increases and
special needs.

Pension costs are lower than the
prior forecast for two reasons: (1) the
latest 2017 valuation from CalPERS
reflects investment gains that offset
part of the anticipated cost increase
from the decline in discount rate
from 7.5% to 7.0% over the three
years ending in FY2021, and (2) the
anticipated future decline in discount
rate from 7.0% to 6.0% has been
changed from occurring over
FY2022-2027 (6 years) to FY2022-
2041 (20 years). The shorter term
was viewed as a possibility three

years ago, but the 20-year period is more reasonable in light of the CalPERS decision to rely for
the near-term on shorter amortization periods, and reflects the mounting pressures to ease any
changes in over a longer period of time. At this point it is unlikely that the CalPERS board will
approve a lower discount rate until the shorter amortization periods have been evaluated, and
they don’t start for another two years. The 20-year period is projected by actuary John Bartel,
and seems most appropriate at this time.

04-09-19 City Council Meeting
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infrastructure needs.

Maintaining Infrastructure

Other O&M costs now reflect
carryover of unspent funds into
FY2019 from the previous year.
(O&M costs for FY2020 and
thereafter use the FY 19 adopted
budget, rather than the adjusted
budget, to avoid building on one-
time costs.) The forecast also now
includes the projected operating
costs associated with the Nishi and
WDAAC projects, from their
respective impact reports. Other
assumptions, such as a 2% inflation
rate, remain the same.

Infrastructure costs continue to
assume a $3M annual maintenance
of effort by the General Fund to help
pay for street and bike path
resurfacing, traffic maintenance
costs. FY2018 amounts are actual,
and unspent amounts carry over to
FY2019 (half of the $8M in non-
resurfacing street projects is split
between FY2019 and FY2020). The
net fiscal capacity freed up by lower
pension costs in future years are
assumed to be invested in

One measure of fiscal sustainability is the ability to fully fund infrastructure needs. Most cities
have not comprehensively identified their infrastructure needs and costs, much less attempted to
fully fund them. Davis has both identified these needs and incorporated a funding strategy into
its financial forecast to maximize funding for infrastructure, even if it falls short of 100% of the

1dentified need.

Last year’s forecast assumed the passage of the Measure I transportation parcel tax, but it failed
on the June 2018 ballot. The following is a summary of the projected needs and funding, by
source, from FY2016 through FY2037, from that prior forecast.

04-09-19 City Council Meeting
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Infrastructure Needs Summary (FY 2015-16 through FY 2036-37)

(1), Bike Traffic Park Public Parking
(% in Millions) Streets Paths Maint (2) Maint Facilities Lots Totals
Need $175.1 $25.0 $36.5 $94.7 $25.9 $4.0 | $361.2
2 General Fund 53.7 3.5 9.5 14.7 10.8 - 92.2
£ |Meas H Park Tax - - - 38.2 - - 38.2
& [Meas I Parcel Tax 30.1 16.7 20.0 - - - 66.8
£(SB 1 Gas Tax 29.7 - - - - - 29.7
g Cons Tax/Impact 20.7 - - - - - 20.7
“ | Gas Tax/Grants 7.6 - - - - - 7.6
Total Funded 141.8 20.2 29.5 52.9 10.8 0.0 255.2
Net Funding Gap 33.3 4.8 7.0 41.8 15.1 4.0 106.0
% Funded 81% 81% 81% 56% 42% 0% 71%
Measure | Share 45% 25% 30% 0% 0% 0% 0%

(1) includes curb, gutter, sidewalks
(2) includes signs, striping, pavement marking, signals, street lighting

The total percent of infrastructure need funded over this period was 71%, but it included $67M
of Measure I funds. The forecast also assumed that curb, gutter and sidewalks were included in
the projected street costs from NCE, but this was incorrect, and the $2.5M annual need for this
area identified last year by Public Works has been added into the Traffic Maintenance category

in the new forecast.

The following is the updated infrastructure summary of projected needs and funding, by source,

from FY2016 through FY2038 (with one year added).

4

Infrastructure Needs Summary (FY 2015-16 through FY 2037-38)

(1), Bike Traffic Park Public Parking
($ in Millions) Streets Paths Maint (2) Maint Facilities Lots Totals

Need $182.2 $25.2 | $106.8 | $100.1 $27.0 $4.3 | $445.6
@ General Fund 62.3 17.9 33.9 18.7 16.8 - 149.5
£ |Meas H Park Tax - - - 40.6 - - 40.6
& [Meas I Parcel Tax - - - - - - -
£(SB 1 Gas Tax 27.2 - - - - - 27.2
g Cons Tax/Impact 21.6 - - - - - 21.6
“ | Gas Tax/Grants 7.6 - - - - - 7.6
Total Funded 118.8 17.9 33.9 59.3 16.8 0.0 246.6
Net Funding Gap 63.4 7.3 73.0 40.8 10.3 4.3 199.0
% Funded 65% 71% 32% 59% 62% 0% 55%
Measure | Share n/a n/a n/a n/a n/a n/a n/a

(1) excludes curb, gutter, sidewalks
(2) includes curb, gutter, sidewalks, signs, striping, pavement marking, signals, street lighting
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The revised overall funding rate is now 55%, which results from the loss of Measure I, and the
cost increase from incorporating curbs, gutters and sidewalks. The breakdown by category
(streets, parks, etc.) are illustrative only, as the ultimate outcome will be dictated by Council
priorities and the annual commission review and budget process.

Maintaining Service Levels

Another measure of fiscal sustainability is being able to at least maintain service levels over time
as the City grows. One measure of this is per capita spending. However, sometimes costs
increase, not in response to community growth or normal inflation, but because of certain fast-
growing, volatile or legacy costs. A better measure would be per capita costs that omit pension,
employee health, retiree health and capital costs. Stripping out the first three costs precludes
higher total operating costs alone from inferring improved levels of service just because the total
costs are higher, and the ability to meet infrastructure needs is determined separately as noted
above. Thus, if the per capita operating costs as adjusted in this manner still meets or exceeds the
trend from FY2001 to FY2018, then it can be inferred that the in the future City will at least be
maintaining its historical level of funding effort for operating costs relative to population growth.
This does not mean that the past or projected spending levels result in an “ideal” level of service,
but rather that the funding effort per capita is consistent over time. As the chart below indicates,
the City meets this test.

Total GF Expenditures per Capita
Excluding Pension-Health-OPEB-Capital

Exp per Capita ——FY01-18 Trend
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Note that this is an overall look at City finances, and does not drill down to whether an
individual development project may or may not generate more revenues than it (theoretically)
requires in expense. The reality is that spending levels generally respond more to availability of
total revenue than it does to incremental community growth. During economic downturns the
spending per capita drops even if population and dwelling units continue to grow, because
revenues are flat or falling. Lastly, there will also be ups and downs from previous years for
unique reasons, unrelated to development. (For example, the spike in per capita spending in

04-09-19 City Council Meeting 09-19



FY2017 was due to the $2M set-aside for future retiree medical costs and $2.4M in facility
maintenance projects in that year.)

Maintaining Reserves

A third important measure of fiscal sustainability is being able to maintain adequate reserve
levels. Current City policy is to maintain a 10-15% reserve (see yellow band in the charts below),
although amounts over the 10% level can be proposed for capital or other one-time needs.

The following chart shows the projected fund balance from the prior forecast. There was a dip in
the later 2020’s from the next recession that had been assumed to start in FY2027 (now
FY2028), coupled with continued pension cost increases. As the pension costs dropped in the
2030’s, the balance rebounds and this increased fiscal capacity allows amounts that would
otherwise exceed the reserve goal to be directed toward infrastructure investments. Throughout
the forecast period the projected balance remained in the 10-15% range (yellow band).

General Fund Unassigned Balance (mil.)
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The following is the fund balance projection under the new forecast. The near-term dip is more
pronounced, largely due to higher overtime costs assumed on an ongoing basis, and assumed
delays in new construction and opening of the new hotels.
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Renewal of Measure O

The key to maintaining this balance over time is preserving the 1% voter-approved sales tax of
Measure O, which expires 12/31/2020. If the tax is allowed to expire, the resulting balance after
the loss of nearly $9M in annual revenues, before budget corrections, is shown below.
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Budget Policy Recommendations
Council may direct staff to pursue the following budget policy changes.

e Create Capital Projects Fund. A number of capital projects are accounted for in the
General Fund, which is better suited for ongoing operating costs as opposed to the long-
term inception-to-date accounting required for capital projects. Because the projects often
experience delays, the General Fund has continuing significant budget adjustments
during the fiscal year that make it more difficult to track its true on-going resources. It
would be preferable to simply make the infrastructure contributions as a transfer out to a
capital projects fund, and then account for the projects in that fund. While the General
Fund would make the same contributions to infrastructure as it would otherwise, this
would clean up the General Fund accounting, and reinforce its primary focus on
operating costs.

e Review General Fund Reserve Target. The current reserve policy calls for a reserve of
10-15%, with the potential for spending amounts over 10% on capital projects or other
one-time needs. This effectively tends toward a 10% reserve, which may be inadequate in
the future given the risk potential for stronger recessions and higher pension costs. The
Government Finance Officers Association states the following:

“The adequacy of unrestricted fund balance in the general fund should take into account
each government’s own unique circumstances. For example, governments that may be
vulnerable to natural disasters, more dependent on a volatile revenue source, or
potentially subject to cuts in state aid and/or federal grants may need to maintain a
higher level in the unrestricted fund balance. Articulating these risks in a fund balance
policy makes it easier to explain to stakeholders the rationale for a seemingly higher than
normal level of fund balance that protects taxpayers and employees from unexpected
changes in financial condition. Nevertheless, GFOA recommends, at a minimum, that
general-purpose governments, regardless of size, maintain unrestricted budgetary fund
balance in their general fund of no less than two months of regular general fund
operating revenues or regular general fund operating expenditures.”

Two months is equivalent to a 16.67% reserve, however, many agencies round down to
15%. Given that the City builds moderate recession assumptions and a gradual decline in
pension discount rate into its forecast, making the reserve 15% should meet normal risk
parameters. If the General Fund out-performs its forecast in a given year, then the option
still exists to allocate amounts over the 15% reserve level to infrastructure or other one-
time needs. Staff will return to the City Council at a future date with an analysis of the
General Fund Reserve and recommendations going forward.

e Establish a 5% Reserve for Emergencies and Pension Cost Increases. An increasing
number of agencies are setting aside funds in a Section 115 trust to pre-fund future
obligations. Davis itself has set up a $2M account with CalPERS under its California
Employers' Retiree Benefit Trust (CERBT) Fund for future retiree medical costs.

10
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Advantages of a Section 115 Trust cited by CalPERS include: generating investment
income from employer-controlled contributions to pay for future retiree benefits;
reducing future employer cash flow requirements and budget dependency with
investment income; reducing OPEB liabilities reported on employer annual financial
statements; and preserving or improving the agency’s credit rating.

A similar trust can be set up for future pension costs. As the trust balance accumulates
over time with interest earnings it can then be used to either prepay pension unfunded
liability, or stabilize pension costs at a given level of payroll through transfers back to the
General Fund. Use of the funds would be irrevocably pledged to paying for pension costs
and could not be used for other purposes.

Another option is to hold the reserve in the General Fund for emergencies or other fiscal
uncertainties; the trade-off is higher interest earning versus more flexibility in use of the
funds. The City should set a goal of adding approximately $5M over a period of five
years into such a reserve, and evaluate whether it is best kept within City funds or
allocated to a Section 115 trust account. If there is interest in such an approach, staff will
return to the Council with a full analysis.

11
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