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QUARTERLY CITY MANAGERS REPORT
FOR THE PERIOD ENDING MARCH 31, 2004

What is the Quarterly City Managers Report?

The Quarterly City Managers Report is a summary report on the finances and management of the
City of Philadelphia. It is prepared under the direction of the Mayor’s Office by the Office of Budget
and Program Evaluation, in cooperation with the Office of the Director of Finance and the Office
of the Managing Director. The report is based primarily on information provided to these agencies by
City departments and agencies.

The purpose of the Quarterly City Managers Report is to provide the senior management of the City
of Philadelphia with a clear and timely summary of the City's progress in implementing the financial
and management goals of the current year of the City's Five-Year Financial Plan, both on a "Year to
Date Actual" basis and on a "Forecast for Full Year" basis.

The Quarterly City Managers Report contains the following reports and schedules:

General Fund: The General Fund is the principal operating fund of the City of Philadelphia. (For an
explanation of the City's overall financial fund structure, see "Methodology for Financial Reporting"
elsewhere in this Report.) The Quarterly City Managers Report presents an overview of General
Fund revenues by major revenue source and obligations by department. Additional detail is provided
regarding General Fund direct wage and salary obligations by department; General Fund purchase of
service contract obligations; and General Fund overtime utilization. All reports present budget targets,
year-to-date actuals and year-end forecasts.

Departmental Full Time Positions: The Quarterly City Managers Report includes a report on
budgeted and filled full-time positions for all City departments on an All Funds basis. This report
presents budget targets, year-to-date actuals and year-end forecasts.

Departmental Leave Usage and IOD Analysis: This section provides tables which show employee
leave time as a percentage of the total number of days available to be worked in the quarter. Total
leave usage, sick leave usage, and days lost to worker injury are analyzed separately.

Departmental Service Delivery Report: This report includes both quantitative measurements of
departmental service levels and qualitative measurements of performance. This report compares
service levels year-to-date with original departmental projections and year-end forecasts with original
projections and the actual level of service in the prior year.

Water Fund and Aviation Fund: The Water Fund is the fund in which activities related to the City's
water supply and wastewater disposal are reported. The Aviation Fund is the fund in which activities
related to the operation of the Philadelphia International Airport and the Northeast Philadelphia
Airport are reported. The Quarterly City Managers Report presents a quarterly overview of Water
and Aviation Fund revenues by major revenue source and obligations by department at the end of the
quarters concluding in September, December, March and June. All reports present budget targets,
year-to-date actuals and year-end forecasts.
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Grants Revenue Fund - Unanticipated Grants: A listing is included of all unanticipated grants
received and recorded in the City's Grants Revenue Fund during the preceding three months.

Cash Flow Forecast: Most financial reporting in the Quarterly City Managers Report is presented
on a modified accrual basis, consistent with the City's accounting methodology. Under the City's
modified accrual accounting rules, some revenues are reported on an accrual rather than a cash basis
and obligations are recorded when encumbered or expended. To enable the reader to assess the City's
actual current and projected year-end cash position, the City Managers Report also presents a cash flow
forecast for the fiscal year. Actual cash results are presented for all months of the fiscal year for which
cash receipt and disbursement activity has been recorded, and a projection is made for the balance of
the fiscal year.

Management and Productivity Initiatives: In order to preserve and expand service levels, reduce
obligations, increase revenues, improve efficiency and maintain a balanced budget, the City of
Philadelphia has committed itself to the implementation of numerous management and productivity
initiatives in its various departments and agencies. The Quarterly City Managers Report contains the
following report, which presents the current and expected future results of various initiatives:

B Productivity Bank Status Report
This report provides information regarding the activities of the City’s Productivity Bank, a program
which permits City departments to apply for loans from a special City fund earmarked for
departmental productivity improvements and service enhancement projects which are not eligible
for Capital Budget funding and cannot be funded out of core departmental operating budgets
without adversely affecting current levels of service delivery.
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Introduction: The Outlook at the End of March 2004
The Current Fiscal Year 2004 Year-End Projection for the General Fund
The current preliminary year-end projection for the General Fund is presented in Table FB-1.

Preliminary estimates show that the City will end FY04 with a $76.7 million operating deficit, after prior year
adjustments, bringing the projected year-end fund balance to $14.6 million, which would be the City’s lowest
fund balance since it emerged from its fiscal crisis in FY91. The major factors contributing to these fund-
balance and operating deficit projections when compared to the original adopted budget are:

REVENUES

Tax Revenues: Increased real estate transfer and real estate tax, offset by lower than forecast wage, $18 million
business privilege, and sales tax collections

Local Non-Tax Revenue: Anticipated net increase versus adopted budget including increased fees, and a $41 million

one-time increase in fees due to an accounting change

Other Governments Revenue: Revenue from PICA lower due to lower than forecast wage tax collections, ($26 million)
lower Human Services reimbursements due to curtailed expansion of state-funded prevention programs, and

PGW will not make its annual rental payment this fiscal year

OBLIGATIONS

Finance — Employee Benefits: Increased pension payments, health and medical costs higher than expected ($15 million)
Police: Increased overtime ($11 million)
Prisons: Increased costs for inmate medical services and overtime ($5 million)
Fleet Management: Increased fuel costs ($3 million)
Law: Increased costs for required outside counsel ($2 million)
Streets: Increased costs for snowfighting, including salt purchases ($2 million)
Fire: Increased personnel costs due to activation of additional medic units ($1 million)
Office of Emergency Shelter and Services: Transfer of function from OHCD ($1 million)
Sheriff: Increased overtime and costs of arbitration award ($1 million)
Human Services: Curtailed expansion of prevention programs as a result of state budget cuts $14 million
Sinking Fund: Savings from refundings $8 million
Fleet Management-Vehicle Purchases: Reduction in purchase of new vehicles $4 million
Public Property: Reduced staffing and contract costs $2 million

Public Property — SEPTA Subsidy: State subsidy was lower than anticipated in the budget, reducing the $2 million
size of the required city match

Recreation: Lower costs for Veterans Stadium than budgeted $2 million
Indemnities: Lower than projected settlement costs $1 million
Office of Housing and Community Development: Transfer of function to OESS $1 million
Public Property - Telecommunications: Savings from contract costs $1 million
All Other Departments: ($3 million)
Prior Year Fund Balance: Carry-over FY03 year-end balance lower than projected in ($28 million)

adopted budget
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The FY04 Budget Process

Each year's City Budget Ordinance establishes spending ceilings for City departments in each of the
City's various funds, including the largest and most important fund, the General Fund. The City
Charter requires that the aggregate spending ceiling for the General Fund shall not exceed the official
revenue estimate for that fund. In other words, the Charter requires that the adopted General Fund
budget must be balanced or show a positive fund balance. Under the City Charter, the official
revenue estimate for each City fund is provided to City Council by the Mayor prior to the adoption of
each year’s Operating Budget.

Bill No. 030004, the Fiscal Year 2004 Operating Budget Ordinance for the City of Philadelphia, was
introduced on January 28, 2003 and approved by City Council on May 29, 2003. The budget
ordinance, therefore, was prepared more than five months before and was enacted more than one
month before the beginning of Fiscal Year 2004 on July 1, 2003. This meant that the Administration
had to make its FY04 revenue and expense projections midway through FY03.

As in past years, the Administration has engaged in a target budget process that places a small
percentage of most departmental appropriations under reserve as a contingency. For FYO04, this
reserve was set at $31.5 million, or approximately 1.0 percent of FY04 appropriations. The FY04
reserve was set with the potential impact of new collective bargaining agreements and of federal and
state welfare cuts in mind, as well as concerns over pension and health benefits costs. To weather the
slow economic recovery and further prepare for looming budget challenges, since November 15, 2001
the Administration has also imposed a hiring freeze on all City positions other than police officers,
police communications dispatchers, firefighters, emergency medical technicians, correctional officers
and social workers who carry caseloads.

Interpreting the FY03 Year End Fund Balance

The City’s audited FY03 fund balance was $91.3 million, declining from FY02 as a result of a $47.7
million operating deficit, after prior year adjustments. Although FY03 was the eleventh consecutive
year that the City maintained a positive fund balance, this marks the second year since FY91 that the
City’s fund balance declined other than for changes in accounting practices. This deficit was a result
of a number of factors, including the prolonged economic slowdown, which has depressed revenue
growth, rising criminal justice costs, and the costs of arbitration awards:

e Wage Tax Collections. During FY03, as a result of the slow national economic recovery and
continuing national job losses, local employment levels declined, resulting in lower than
anticipated wage tax collections. The average Philadelphia unemployment rate for FY03 was 7.9
percent, the highest since FY94, while the national unemployment rate also hit its highest level
since early 1994. Wage and earnings tax collections for FYO03 increased by only .9 percent, less
than half the 1.9 percent increase projected in the City’s FY03-FY07 Five Year Financial Plan.

e School District Payment. In FY02, the Mayor and former Governor Schweiker announced an
agreement for a “full partnership” to manage the School District of Philadelphia. As part of the
agreement, the City increased its annual contribution to the School District by an unprecedented
$45 million annually.
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New collective bargaining agreements. In July 2002, a new interest arbitration award was
ordered for the Fraternal Order of Police (FOP) Lodge 5 and in early 2003, an order was issued
for the International Association of Fire Fighters (IAFF) Local 22. In FY03, the FOP award alone
cost the City $28.1 million more than budgeted and the IAFF award cost $8.8 million more than
budgeted.

Criminal Justice Costs. The City’s criminal justice costs continued to increase rapidly in FY03.
Police, Prisons, the Sheriff’s Office, and the District Attorney were a combined $62 million over
budget.

Snow Removal. The harsh winter of 2002-2003 produced more than twice the average amount of
snow in Philadelphia. Since a majority of this heavy snowfall was concentrated in several severe
winter storms, it resulted in significant unexpected costs for the City in FY03. The Streets
Department, which bears the main responsibility for the city-wide snowfighting plan, spent over
$6 million more than budgeted in FY03 on overtime, salt purchases, and contractor and equipment
rentals as a result of these storms.

Despite these increased costs and reduced revenues, there were a number of other factors that helped
minimize the operating deficit and supported a higher FYO03 fund balance than may have resulted
otherwise. These included:

Hiring Freeze. Starting on November 15, 2001 the Administration imposed a hiring freeze on all
positions except police officers, police communications dispatchers, firefighters, emergency
medical technicians, correctional officers and social workers who carry caseloads. The hiring
freeze has contributed to a drop of 648 positions since the end of FYO0I1, excluding departments
that have job classes that are exempt from the freeze.

Real Estate Transfer Tax Revenue. The real estate transfer tax reached an historic high, $3
million higher than FY02’s record level and significantly more than budgeted.

Real Estate Tax Revenue. Rising residential property values produced $5.3 million more real
estate tax revenue than budgeted in FY03, although total collections decreased from FY02 due to
the City’s transfer of millage to the School District.

The Outlook for FY04 and Beyond

There are a variety of new and increasing costs that must be accommodated in the City’s budget in
FY04 and future years. They include the following:

Damaging legislation from Harrisburg. The budget proposed by Governor Rendell on February
3" calls for an additional “tipping fee” of $5 per ton on trash disposed of in state landfills. This
fee would cost the City up to $3.5 million per year beginning in FY05. The fee, which would
partially cover the costs of a bond to support the Governor’s “Growing Greener” initiative, would
more than double the $4 per ton fee that the Governor just instituted for FY04.
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Future revenues curtailed. Bill No. 030073, passed in May 2003, stipulates that an annual
increase in real estate tax collections of above two percent will trigger a wage tax reduction for
City residents the following fiscal year. The amount of the reduction on the resident portion of
the wage tax will be equal to the dollar value of the real estate tax collection in excess of two
percent growth from the prior calendar year. Based on current projections of real estate
assessment growth, this will result in a reduction of City revenues of approximately $124.4
million through FYO09, if the Bill is not amended. In addition, for tax year 2004 the Board of
Revision of Taxes has capped assessment increases for individual residential properties at ten
percent, which will limit the potential for growth in that tax.

Wage tax revenues threatened. A key reason for the City’s significant fund balances over the
past few years has been strong wage tax collections, which are tightly correlated to employment
levels and extremely vulnerable to changes in the broader regional and national economies. If
employment levels, which have been down both at the national and local levels, continue to be
slow to recover from the recession, the likelihood that wage tax revenue growth will rebound
quickly diminishes. The City’s proposed FY05-FY09 Five-Year Financial Plan assumes that
economic recovery will cause wage tax base growth of 3.5 percent annually through FYO06,
increasing to 3.75 percent in FY07 and 4.0 percent annually in FYO08 and FY09. However, the
slow national recovery has yet to translate into improving employment at the local level, and
improvement has only occurred at the national level within the last several months. Even when
the economy recovers, however, the City’s budget is unlikely to get the same benefit from a strong
economy that it received in the 1990s. Under the wage tax legislation enacted in 2002, if wage tax
revenues grow by at least 3.5% the City will have to cut its wage tax rate by an amount that would
cost the City far more in revenues than it would receive from the growth in tax receipts. As a
result, the City could be in a position in which a strong economy will actually lead to a reduction
in wage tax collections.

Pension fund performance. The downturn in the stock market has prevented the City’s pension
fund from attaining its earnings assumptions, with earnings lower than the anticipated nine
percent. After making substantial increases in General Fund contributions in the last two Five-
Year Plans, as a result of low earnings in FYO03 the City will have to contribute $220 million more
from FY05 to FY08 than was projected in the FY04-FY08 Plan.

The need to find $60 million in future government efficiencies and implement new personnel
policies, efficiency measures, and revenue-generating initiatives. The proposed FY05-FY09
Five-Year Financial Plan was balanced in part by assuming that the City would be able to achieve
unspecified future government efficiencies and successfully implement a series of deficit-closing
initiatives and reallocations of resources. Without the savings from these sources, the projected
ending fund balance would be significantly at risk, even without the cost of labor increases
beyond the current agreements.

Reduced fund balance. By the end of FY04, the City’s fund balance will be down to $14.6
million. Over the past several years, one of the City’s buffers against unanticipated costs or
revenue losses was its large fund balance. With this fund balance almost entirely eroded, the City
is even more vulnerable to unanticipated events.
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In this environment of continued challenges to the fragile financial progress made by the City, we will
be able to maintain fiscal stability only if we redouble our efforts to become increasingly efficient,
keep spending under control, collect all revenues due the City, and preserve critical reimbursements
from the state and federal governments to the maximum extent possible. City managers, municipal
union leaders, local elected officials, members of the media and the populace at large should be
skeptical of proposals to make recurring multi-year spending commitments or tax reductions that are
not coupled with funding strategies and that rely on speculative future revenues or savings.

The City Council is currently considering the proposed FY05-FY09 Five-Year Financial Plan.
Despite the aggressive program of expenditure reductions, efficiency initiatives and revenue
enhancements implemented to balance the FY04-FYO08 Plan, stagnant tax revenue and the need to
fund dramatically increased pension and health payments contributed to an initial projected FY05
fund balance deficit of $227 million. In order to address this significant fiscal challenge the City must
make dramatic choices about spending and service delivery. Balancing the next Plan and averting
another fiscal crisis will require difficult choices and noticeable change. Without discipline and
vigilance, the City could once again find itself, as has happened repeatedly in the past, suffering
through deficits, cutbacks, and decline. This is not a history that the City of Philadelphia should
allow itself to repeat in the coming years.

The objectives of Philadelphia’s government are as follows:

e Maintaining fiscal health with a steady tax reduction;

e Implementing blight elimination and neighborhood transformation;

e Providing high quality public education for all children and comprehensive coordinated services
for all children and families;

e Enhancing public safety and quality of life standards for all communities;

e Promoting economic development, including a new emphasis on information technology,
telecommunications and biotechnology

In today’s climate, staying on course to achieve these goals will require creativity, determination,
perseverance and dedication on the part of every City manager, every employee, and every citizen. It
is essential that we all continue to work together to preserve the progress that has been made to
improve the prospects for this City and its people.

Rob Dubow

Budget Director
City of Philadelphia
May 17, 2004
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Summary Table R-3
Analysis of Locally Generated Non-Tax Revenue and Revenue From Other Governments
QUARTERLY CITY MANAGERS REPORT

GENERAL FUND
FOR THE PERIOD ENDING MARCH 31, 2004

Amounts in Millions

Forecast Forecast

Non-Tax Revenue Better Than Worse Than Net Reasons/ Comments
TB Plan T8 Plan Variance
PICA City Account $ (4.3) Fiscal Year 2003 Actual lower than anticipated.
Public Property $ (18.0) PGW annual rent will not be paid.
City Treasurer $ (4.0) Interest Eamings lower than anticipated.
All Other $ 238 Accrual of All Non-Tax Revenue.
Total Variance From TB Plan ] $0.0 | ($2.5) |  (52.5)]

Difference between FY 2004 Adopted Budget

and Target Budget Plan.

$16.8

Total Variance From Budget

] | $16.3 | ($2.5)] [ $143]

Forecast Forecast

Other Revenue Sources Better Than Worse Than Net
and Adjustments TB Plan TB Plan Varlance . Reasons/ Comments
Net Revenue from Other Funds

Net Adjustments - Prior Years

TOTAL OTHER SOURCES

] | $0.0] s0.0] [ s$0.0]
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