CITY MANAGER’S MESSAGE

Introduction

As 1 pen this transmittal letter, the economic world we live in has just experienced a
period of trauma not seen since the Great Depression of the 1930's, 80 years ago.
Hopefully, the worst is behind us and a healing has started. That healing will not be
swift, much like the cleanup after a hurricane, it will be long and slow. Every part of
the economy must experience a resurrection before some semblance of the past can be
restored. In simple terms, the 10% unemployment in the Silicon Valley must decline
to pre-meltdown conditions, the housing market has to rebound, and consumer
spending must grow significantly as it comprises 70% of the nation's economy,

The budget I am presenting attempts to address our current financial condition in this
time of uncertainty. It also is meant to provide a secure and moderate approach going
forward. As a steward of Sunnyvale's finances, this budget attempts tq protect the
current and future viability of our community. Developing this budget has been a long
and arduous process, and is clearly the most difficult to plan in my 20+ years in the
municipal budgeting arena. Many factors have contributed to the challenges we face,
namely significantly increased expenses and severe reduction in revenues. That said I
am making recommendations that will enable us to move forward prudently, but will
be difficult to accept. My goal is to affect as seamless a change as possible. Be
assured, I refuse to shy away from difficult decisions when the times demand them.
That's my responsibility and commitment to the citizens of Sunnyvale,

Just What Happened to the Revenue?

In 2007, sales tax revenue in Sunnyvale totaled $30.8 million. In 2009, it dropped to
$25 million and in 2010 we estimate that it will drop to $23.5 million before
experiencing a slow increase in future years. That's a $7.3 million decrease; we
estimate sales tax will grow at a moderate rate and grow to $31 million in 2015. That
increase includes the Town Center sales tax. The downside is a later opening than
anticipated three years ago of the Town Center and at least early on, a less aggressive
retail base, both of which will diminish our initial projections. And the permanent loss
of significant tax generators such as Chevrolet, Chrysler and Circuit City also inhibits
our return to prior levels,

Residential property tax is not expected to decline. We are expecting 0.25% growth in
FY 2010/2011, 2% in FY 2011/2012 and 4% going forward {(historical average). We
are fortunate in this regard as several other Bay Area cities are experiencing
significant decreases in home values.
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Commercial values on the other hand did decrease. With tax bill assessment appeals
totaling $4.6 billion, the amount of our reduction is not certain, but is derived for
projection purposes through staff analysis and discussions with the County Tax
Assessor. The large commercial vacancy factor in Sunnyvale will stall a reversal in the
near term, Our estimated loss of commercial property tax revenue from 2011 through
2013 is projected to be $1.1 million. .

Another of our primary revenue generators is Transient Occupancy Tax. In 2008,
Transient Occupancy Tax totaled $7.3 million; in 2010 it is estimated to be $5.5
million.

The occupancy at our hotels is primarily driven by the traveling business community.
As the economy improves, we anticipate a corresponding increase in this revenue area.
What is not certain is how much traveling will be replaced by teleconferencing as
businesses attempt to maintain cost containment strategies.

Wow —~ Does it Really Cost that Much? How it all Adds up (Expenses)

As you have just read, the revenue available to operate the City has decreased
significantly; unfortunately expenses have and will continue to increase at a normal
pace. The outcome of that scenario is inevitable. As one might expect in a service
delivery enterprise such as ours, salaries and benefits account for 82% of the City's
General Fund operating expenses. Further broken down, General Fund salaries
account for $54.5 million and benefits $44.8 million, which includes the most costly
element — pensions, of the General Fund. And therein lies the greatest financial
challenge we face - sustaining those pension obligations well into the future.

As the global economic meltdown has adversely affected real estate and stock market
values, those have translated into increased costs of maintaining the retirement
system in its current format. To account for the diminished value of the PERS
Investment Portfolio, the City of Sunnyvale's General Fund will be assessed
approximately $4 million annually, which will be phased in over three years beginning
in FY 2011/2012. Added to that assessment current actuarial data and rebalancing
based on our salary schedule has resulted in approximately $1.5 million annual levy
going forward, beginning in 2012, That is a $5.5 million annual increase with no
corresponding revenue growth. How we address this seemingly ever increasing cost is
of critical concern going forward. Our ability to sustain the current retirement plan
while providing core services and maintaining an already tired infrastructure is in
jeopardy. We are estimating in 2013 the cost to fund the pension plan will
approximate all the revenue generated from sales tax. An adjustment is criticall

Making our Financial Planning System Work

One of the most powerful aspects of Sunnyvale’s multi-year budgeting is the
opportunity to anticipate the future before it arrives, and adjust accordingly. Small
changes now can avert large problems down the road. While Sunnyvale can not escape
the economic issues identified in the previous sections, we do remain in a better




position to address them than most other communities. I have for many months been
sharing with City Council the news stories of other cities’ financial difficulties,
including serious service cuts, heavy numbers of layoffs, and the draining of city
reserves. These are no longer the exception, but rather the rule. In fact, the future for
many of these cities will be even bleaker than it is today, as they have not yet
accounted for increased costs we know are coming from the Public Employee
Retirement System. Others have pinned their hopes on a quickly recovering economy
and future revenues that are anything but certain, And still others are now working on
a year-to-year budget while hoping for some type of help the following year. We can
avoid the serious trouble that these cities find themselves in if we are willing to take
the tough but necessary steps to prevent them. Qur long-term financial planning and
20-year budgeting gives us the time to make course adjustments. If we do not make
those adjustments, however - if we fail to recognize the seriousness of our situation
now — then we may well find ourselves a few years from now in the same predicament
most other cities face today. Time is our friend and we must take advantage of it.

Popular wisdom suggests that the current economic downturn is not so much a
cyclical drop that will turn around in accordance with normal cycles, but that it
represents a "new normal.” That is, while the economy will likely improve to some
degree, it will not rebound as it typically has, but will instead recover more slowly and
eventually settle at a lower baseline.

What this means for the City is that it must also adjust its view of what is "normal." It
must reassess what it delivers in terms of service to the community, and continue to
find ways to provide that service in the least expensive way possible.

What if We're Wrong?

There are those who maintain we are exaggerating the financial challenges before us —
who believe the current economic downturn is no different than many we have
experienced in the past, and that it will recover more quickly and with greater strength
than this budget forecasts. I hope that they are right. In fact, just a day before delivery
of the budget, I received information indicating projected pension costs in the future
may be slightly lower than anticipated. Reworking the General Fund to consider this,
$570,000 in service level increases has been added into the General Fund beginning in
FY 2011/2012. If the slightly reduced pension costs come to fruition, we'll be able to
add back in a small portion of the service level cuts we've made over the last two
yvears. But, this is admittedly a conservative budget, designed to protect the City and
to position it to withstand what we believe is a likely future. If it turns out I was too
conservative, and the City winds up in better financial position than forecasted, then
nothing is lost and the City will be able to expand services accordingly. If, on the other
hand, I forecast a more optimistic future and it turns out to be wrong, then we will
have sentenced ourselves to financial circumstances that are increasingly difficult to
escape. This is the position that most communities are in today.
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"Early Warning System"

Like every city, Sunnyvale maintains a contingency reserve fund — that is, a pot of
money to cover emergencies or disasters, such as earthquake or flood. By Fiscal
Policy, it is maintained at 20% of the City’s operating budget. The City of Sunnyvale
has never used its contingency reserve, and neither my proposed two-year budget for
fiscal years 2010/ 11and 2011/ 12, nor the projected 20-year budget dips into that fund.
Many cities throughout the country are not so fortunate, and that includes some of
our neighbors who have been forced to rely on their contingency reserves in order to
make ends meet. Some have dipped into reserves to maintain existing services and
wages; others have dipped into reserves in addition to laying off staff and reducing
services. For these cities, the future is indeed uncertain.

Another strength of Sunnyvale that should serve us well in the years ahead, and that
plays a key role in our multi-year planning strategy, is our Budget Stabilization Fund.
Its purpose is to levelize economic cycles from year to year. During periods of economic
growth, we add to the fund. During low points in the economic cycle we draw from the
fund to maintain stable service levels. Strict adherence to this concept prevenis us
from adding services during boom times that cannot be sustained, while allowing us to
maintain Council-approved service levels during economic downturns.

This reserve, which reached $61 million in FY 2002/2003, is exactly what allowed the
City to weather the rapid economic downturn associated with the technology bust in
2001, It also helped us deal with a structural imbalance between revenues and
expenditures of $15 million dollars identified in FY 2003/2004.

The good news, therefore, is that we have an additional financial cushion that most
communities do not. The bad news is that this is not a typical economic cycle. The
Budget Stabilization funds we use now are not expected to be replenished by a typical
upswing in the cycle any time soon. In fact, our projections suggest that we will draw
this fund down to the point where we have as little as $8 million dollars left in it in
FY 2022/2023. From a $61 million dollar cushion in FY 2002/2003 to an $8 million
dollar cushion in FY 2022/2023, while at the same time diverting programmed
budgets from infrastructure improvement to the General Fund. It should be noted for
point of reference $10 million of that $53 million drawdown was dedicated to the
employee benefits fund to deal with the City's $92 million unfunded liability for retiree
medical costs.

This simply reinforces my earlier point: that our advantage lies in the time we have
bought ourselves to plan for a sustainable future, not in the fact that we are so
financially secure that we can continue our current spending habits. We can not. We
have sufficient reserves to cover curselves for a period of time, during which we must
plan for a more conservative future. If we do not - if we continue to spend more each
year than we generate in revenues — we will find ourselves in the same boat as many
less fortunate communities.

One of the main implications of presenting a "balanced" budget that requires
significant drawdowns of the Budget Stabilization Fund is that while the budget may
technically be balanced — defined as resources at least meeting requirements over the
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20-year pianning period and all reserve requirements being met - there are still
underlying fiscal issues that threaten both short- and long-term stability. The
recommended FY 2010/2011 Budget is balanced by the definition above; however, in
my opinion it would be considered quite the contrary. In order to "balance”, a total of
$24 million is required from the Budget Stabilization Fund over the next 12 years, and
in eight of those 12 years we are planning for expenditures to exceed revenues. Any
further deterioration of revenues or unplanned increases in expenditures immediately
returns the City to a state in which additional cuts are required. This is certainly not
a philosophy consistent with our long standing policy to operate from a secure
position.

Budget Stabilization Fund Balance

$60,000,000

$50,000,000

$40,000,000

$30,000,000

$20,000,000

$10,000,000

Another implication, especially in light of the fact that this Budget proposes 11 years
of drawdowns of the Budget Stabilization Fund over the next 12 fiscal years, is that
the Fund is being used to do more than just stabilize services through a down
economic cycle. Eleven years of drawdowns over the next 12 years are indicative of a
budget where resources and expenditures are not in alignment over the long term.

Attaining a Truly Balanced Budget for FY 2010/2011 and Beyond

Through the long-term financial planning structure and the actions discussed later,
the City is able to meet our financial requirements without fully depleting the Budget
Stabilization Fund over the 20-year planning period through the worst recession since
the Great Depression. While this is a significant accomplishment, our work is not
complete. The heavy use of the Budget Stabilization Fund is not sustainable over the
long term and leaves the City more vulnerable to future downturns. In addition, a
truly balanced budget would acknowledge future infrastructure costs, much of which
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our budget does not, and has not for some time. Because the budget is not truly
balanced, the Budget Stabilization Fund is not being utilized as it is designed going
forward. Rather than a short-term asset, it is now programmed as an ongoing source
of funds to balance the General Fund for the next 10 - 12 years.

To achieve a truly balanced budget, where revenues and expenditures are aligned, the
City must address three key areas: prioritization of services and service delivery,

sustainable solutions for personnel costs, and new revenue sources.

Already Implementing

Staff has, in fact, been taking advantage of this early-warning window of opportunity
for the past 18 months, Last year I shared with Council that this year would not be
"business as usual' — that staff would be seeking cost efficiencies wherever possible,
and that several strategies would be employed in this endeavor. As a result, staff cut
approximately $4 million from planned expenditures in FY 2009/2010. A total of 15
vacancies were held open, and their budgets taken away, forcing existing staff to
shoulder additional loads, which they have done with great vigor, highlighted by
development of the City's new Web site, realigning certain Public Works and
Community Services functions, and of course the success of Sunnyvale Works!; and
with no certainty that any of these positions would be refilled in the future.

My proposed budget for FY 2010/11 and FY 2011/12 builds on this fiscal foundation,
formalizing some of these reductions in expenditures and offering others for Council’s
consideration. It is important to note that many of the reductions may seem to be
based wholly on cutting costs by those with parochial interests, where in fact we are
proposing reductions in many areas that are smarter, better and more economical
ways of delivering service.

The Plan

To clearly illustrate the strategy to address the current and future structural
imbalance of the General Fund and how I propose to address it over the next several
years, one must first understand in FY 2009/2010 we undertook a series of steps to
address the failing economy and its effect, both short and long term on Sunnyvale,
These steps were in large measure meant to be permanent and gain efficiency as well
as reduce expenses. To that end, I have taken the following steps and also offered
some other options to consider.

1. Address rising personnel costs.
a. Bargaining units took no salary increase as had been negotiated for one
year with a one-year extension to the term of the contracts.
b. Reset salary increase projections in the 20-year Financial Plan.
c. Putting a hold on filling General Fund positions not deemed essential,

2. Increase efficiency.
a. Scour the organization for opportunities to permanently eliminate
positions without appreciably affecting service, and reorganizing to
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achieve economies of scale with the grouping and assimilation of
workers, This will continue as an ongoing process.

3. Budget stabilization drawdown - over a six-year period, the budget stabilization
was planned for drawdown of $24 million. As FY 2009/2010 unfolded, the
challenges related to fiscal stability have become even greater. With
significantly tempered revenue projections and the incorporation of all known
expenditure increases, the drawdown will now amount to $14.5 million over the
next five years and $19.1 million over the next 10 years, with the fund levelizing
at $8 million in FY 2022/2023 before again climbing.

4, Discussions with all of the City's bargaining units regarding pension plans have
been held. The option of additional contributions by the employees to their
retirement plans was discussed along with the more significant option of
moving to a two-tiered plan. Either option will provide some relief to the
increasing cost to maintain the plans. The two-tier is more significant over the
long term (that is over 20 years a 2% increase = $34 million; two-tier = $43.5
million), and allow for a more sustainable plan into the future, Future meetings
have been scheduled in hopes of developing a mutually beneficial plan to the
employees and the City.

5. Revenue enhancements. As a strong revenue base is critical to our long-term
fiscal stability, staff continues to evaluate the City's revenues to protect and
strengthen the base. This recommended budget reflects several actions as a
result of staff's work:

a. There is a budget supplement to add staffing for business license tax
audits and fully implementing alarm permit fees. Staff estimates a net
increase in revenues of $250,000 after taking into account the additional
costs to staff these efforts.

b. As part of the effort to ensure that the City is maximizing cost recovery, a
review of City services is regularly conducted. Through this process,
staff identified a number of areas for which fees had not been previously
collected. A new fee for each of these identified services has been
recommended for inchusion in the proposed fee schedule. The majority of
the new fees are related to the development process and services
provided by Community Development, Public Works, and Public Safety.

c. A technology fee has been added for development projects to cover the
maintenance and replacement of SunGIS, which houses the City's
geographical information and permitting systems. This fee will ensure
this critical system is maintained and updated as technologically
necessary.

d. Parks and Recreation user fees will be reviewed to ensure they reflect
market rates and recent trends.

6. Continued reduction of staff through attrition and subsequent reorganization.
This is and will continue to be a focus of the City management team. The
information in Attachment 2 illustrates actions taken or proposed in the 2010
and 2011 budgets. This information is not totally inclusive, but is a very
representative list of major reductions.

o
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Options:

1. Increased revenue opportunities including adopting a revised utility tax
schedule and rate, establishing landscape districts, and implementing a street
maintenance impact fee.

2. Contracting out appropriate services if the savings benefit is defined and
considerable.

Onward and Upward

Our City staff is committed to providing all essential services despite decreasing
revenue. [I'm extremely proud of their dedication and commitment to Sunnyvale, and
how each and every member of our organization stepped up when we've needed them.
We are moving forward with every employee doing more with less, assuming additional
responsibilities, and producing results only possible with a group working as a teamn
could produce. :

Respectfully Submitted,

Gary Luébbers
City Manager

May 7, 2010
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Attachment 1

General Fund Financial Fact Sheet

Revenue down $21.7 million, or 16.5%, in the last three years.

Salaries for full-time employees have increased approximately 6.5% {Miscellaneous)
and 11% (Safety) in the last three years.

The cost of medical and other insurance, including retiree medical, has increased 14%
over the past three years.

Projected annual pension costs up $7.2 million, or 33%, over the next four years.
Budget Stabilization Fund down $16 million, or 33%, over last three years.

Budget Stabilization Fund projected to be down $14.5 million, or 45%, over the next
five years and $19.1 million, or 60%, over the next 10 years,

Fifteen full-time vacant positions were eliminated from the budget in FY 2009/2010,
and another 26 {23 full-time and three part-time) are proposed for elimination over the

next two fiscal years.

Total revenues and expenditures over the next five years:

FY 10/11 |FY 11/12 | FY 12/13 |FY 13/14 | FY 14/15

Revenues $123.3M $129.5M $135.7M $143.2M $150.9M

Expenditures | $128.7M $132.1M $137.6M $144.4M $150.4M

Difference ($5.4M) ($2.6M) ($1.9M) ($1.2M) $0.5M

General Fund funding for City infrastructure needs down from $65 million
{(FY 2004 /2005 Adopted Budget} to $30 million (FY 2010/2011 Recommended
Budget),
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Savings and New Revenue for 2009 - 2011

Attachment 2

Department Impact Savings Relwvr:‘:ue
CDD Part-time and contract hours reduced $52,000
CDD Overtime hours reduced $9,000
CDD Travel and training expenses reduced $5,000
CDhD Consultant budget eliminated $6,000

DCS

D..

$1,800

Reorganization and consolidation of Facility and
Registration functions at Front Counter of
Community Center — eliminate one vacant PTE
Office Assistant and lay off one casual employee

$74,000

DCS

Elimination of Program Assistant position
responsible for Recreation Web pages/Marketing
{(will require lay off of casual employee}

$19,700

DCS

Modifications to Activity Guide

$18,000

DCS

Reduction in use of casual Intermittent
Recreation Workers not involved in directly
providing services, shifting responsibilities to
permanent staff and/or lower paid casual
employees

$14,300

DCS

Elimination of Fitness Room Attendant Function
at Senior Center

$10,000

DCS

Elimination of Adult Softball beginning in fall
2010

$6,800

DCS

Expansion of community access to fields through
rental of Washington Park and Lakewood Park
fields

$25,000

DCS

Allow rentals of the Community Center past 7
p.m. {change in policy)

$15,000

DCS

Close Lakewood Pool effective after completion of
summer season 2010

$38,800

DCS

Peterson Pool is closed for summer 2010 while
construction is occurring on campus

Reduction of Office of Emergency Services

$6,600

Recruitment Officer - two FTEs

DPS $249,220
Lieutenant — one FTE

DPS Reduction of Emergency Medical Services $249,220
Coordinator Lieutenant — one FTE

DPS Reduction of Worker's Comp Lieutenant — one $249,220
FTE

DPS Reduction of Range Master/Armorer and $416,058
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Department

Impact

Savings

New

Revenue
DPS Public Safety Dispatcher — reduction of one FTE $131,794
DPS Reduce one Staff Office Assistant ~ FY 2011/2012 | $83,790
DPS Reduce one Principal Office Assistant — FY $107,496
2011/2012
DPS Training — annual training reduction $350,000
DPS Civilianization Proposal — annual recruitment $475,000
nroject savings
DPS Civilianization Proposat - four PSO Il to CS80s - $452,592
FY 2010/2011
DPS Civilianization Proposal - four PSO II to CSO0s - $461,644

DPW Reduce traffic design, analysis and surveying $116,000

DPW Reduce inspection cycle on traffic signals $70,000

DPW Eliminate discretionary iraffic signs/markings $10,000

DPW Eliminate discretionary budget for bicycles $3,000

DPW Reduce traffic signs, markings, graffiti removal $105,000

DPW Convert 8,700 City street lamps to LED in FY $68,000
2011/2012

DPW Reduce structural tree pruning services $300,000

DPW Reduce supervisory/lead worker coordination $123,000

DPW Shift to temporary versus permanent concrete $115,000
repairs

DFW Eliminate concrete surveys/increase response $176,000
times to complete repairs

DPW Reduce outside engineering services $25,000

DPW Decrease Polymer usage in wastewater processing | $950,000

Landfill rental - FY 2009/2010

$225,000

Reduced clerical Support and answerpoint

FIN coverage — eliminate one staff office assistant $82,098
position
Reduced support of financial and payroll systems

FIN resulting in increased response times and longer | $116,082

implementations

HR

Eliminate Office Assistant position to staff front
counter (currently requires rotation of existing
office clerical stafl to staff answerpoint and front
counter services

$78,732

HR

Eliminate Senior Management Analyst position -
provided professional management level analysis
and monitoring of department programs and
budget, performed various staff analysis/surveys
primarily related fo labor elations activities,
workload distributed to other staff including
Director

$177,841
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New

fi dt

sC

Department Impact Savings R
evenue

Eliminate Human Resources Technician and Staff

HR Office A_Assi_stant ip Recruitment Divisiop - $204,210
reduction in service levels and processing time
when recruitments are reinstated

HR Significant reduction in expenses associated with $46,000
Citywide training program

HR Eliminate Citywide volunteer recognition event $5,000

HR Significant reduction in Citywide wellness $72,500
program

HR Overall reduction in department employee $1,750

IT

Reduction of one IT Coordinator position (vacant)

$143,676

IT

Reduction of one Admin Aide Confidential
{vacant)

$117,414

Reduce Library collection expenditures (buying

Handling System

LIB fewer books, magazines and newspapers, and $81,556
providing access to fewer databases

LiB Eliminate two service hours on Sundays (Library $24,950
is open to the public for six hours instead of
eight)

LIiB Eliminate security services $29,400

LIB Eliminate interlibrary loan services $1,320
Eliminate 6,100 staff hours to offset new costs

LIB associated with RFID/Automated Materials $208,376

minutes

0OCM Reduced number of pages in Quarterly Report $18,000
from 16 to 12

OCM Assistant City Manager to assume dual role once | $250,000
Director of Community Services retires

OCM Elimination of one Senior Office Assistant $90,000

OCM Reduce Community Event Grant Funding $7,500

OCM Reduce Neighborhood Grant Funding $4,000

OCM Replace "summary" Council minutes with "action” $34,000
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