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What is the Quarterly City Managers Report? QUARTERLY CITY MANAGERS REPORT
For the Period Ending December 31, 2005

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:

e 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.

11



Outlook at the End of December 2005
City of Philadelphia General Fund

QUARTERLY CITY MANAGERS REPORT
For the Period Ending December 31, 2005
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Introduction: The Outlook at the End of December 2005

The Current Fiscal Year 2006 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 FY06 with a $72.4 million operating surplus, after
prior year adjustments, bringing the projected year-end fund balance to $168.6 million, up from the FY05
year-end fund balance of $96.2 million. The major factors contributing to these fund-balance and year-

end surplus projections are:
REVENUES

Tax Revenues: Increased business privilege, real estate, sales, and parking
tax collections, led by the business privilege and real estate transfer tax
Other Governments Revenue: Delay in reimbursements and advancements
from state and federal Governments, state funding shortfall of DHS needs-
based budget.

$123 million

($91 million)

Locally Generated Non-Tax Revenues: Delay in implementation of revenue- ($4 million)
generating initiatives

OBLIGATIONS

Finance Employee Benefits: Increased workers compensation and healthcare (814 million)
costs.

Fleet Management — Vehicle Purchase: Replacement of Fire and Streets (87 Million)
equipment

Fleet Management: Increased fuel costs ($5 million)
Public Property Utilities: Increase in electric, gas and steam costs (%5 million)
Prisons: Increase in inmate population ($3 million)
Sinking Fund Commission: Increase in short-term interest rate. ($3 million)
Fire: Delays in departmental restructuring and increased overtime costs ($3 million)

Public Property: Interfund charges for higher than expected water and sewer
costs.

($3 million)

Streets Department: Increased costs for Operation Smooth Streets and ($2 million)
realignment of funds due to changes in Special Gas Tax revenue

First Judicial District: increase costs for Bench Warrant and Juvenile ($2 million)
Probation Title IV-E programs.

OESS: Increased homeless population ($2 million)
Finance Department: Increased cost of contracts legislation ($1million)
Human Services: Programs not expanded as planned, due to shortfall in state $87 million
funding of the needs-based budget.

Police: Savings from overtime reduction initiative $5 million
All Other Departments: $1 million
Prior Year Fund Balance: Carry-over FYO05 year-end Fund Balance higher $70 million

than projected in adopted budget
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The FY06 Budget Process

Each year's City budget ordinance establishes spending ceilings for departments in each of the
various budgetary funds, including the largest and most important fund, the General Fund. The
Philadelphia Home Rule Charter requires that the aggregate spending ceiling for the General
Fund not exceed the official revenue estimate for the fund. In other words, the Charter requires
that the adopted General Fund budget be balanced or show a positive fund balance. Under the
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. 050003, the Fiscal Year 2006 Operating Budget Ordinance for the City of Philadelphia,
was introduced on January 25, 2005 and approved by City Council on June 2, 2005. The budget
ordinance, therefore, was prepared more than six months before the beginning of Fiscal Year
2006 on July 1, 2005. This meant that the Administration had to make FY06 revenue and
expense projections midway through FYO05.

As in past years, the Administration engaged in a target budget process to create contingency
funding within the guidelines of adopted budget appropriation, placing a small percentage of
most departmental appropriations in reserve. For FY06, departments were asked to prepare
target budgets with approximately a 1% decrease in spending. Since November 15, 2001, to
weather the slow economic recovery and further prepare for continuing budget challenges, 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 FY0S Year End Fund Balance

Unaudited figures show the City’s FY05 fund balance at positive $96.2 million, increasing from
FY04 as aresult of a $125.8 million operating surplus, before prior year adjustments. At first
glance, the FY05 fund balance shows a significant increase from FY04’s negative $46.8 million
fund balance. However, due to the delay in the receipt of state reimbursements for child welfare
and health costs, both the FY04 operating deficit and the FY05 operating surplus were overstated
by $90 million. Restated to include this adjustment, FY04’s fund balance grows to positive
$43.2 million while the fund balance for FYO05 remains the same. The FY05 operating surplus
and positive fund balance are the result of budgetary initiatives and other factors. Key among
them are:

e Budgetary Initiatives. In FYO05 the City reduced payroll costs through an on-going
workforce reduction, a targeted position reduction, and overtime control initiatives. The
City’s strategic use of the Deferred Retirement Option Program (DROP), allowing
departments to fill only one position for every two DROP separations, has led to reorganized
management structures and the elimination of duplicative functions and underutilization of
staff. In addition, by examining and addressing the drivers of overtime, the City has been
better able to manage and control overtime costs. The targeted position reduction brought the
July 1, 2005, workforce number to 23,020. In accomplishing this goal, departments
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streamlined management structures, and maintained service levels to the public. One such
initiative has been more efficient deployment of officers called to testify at court. Overtime
costs were $12 million less than in FY04 and payroll costs were $34.8 million lower than in
FY04, and $14 million below the FY05 budgeted amount.

e Higher than anticipated business and real estate tax revenues. Continued improvements
in economic growth and corporate profits helped Business Privilege Tax revenue grow by
$70 million above the FY04 amount, and $64 million above the estimated amount for FY05.
Due to the continued strength in the local real estate market, Real Estate Transfer Tax
revenue reached another record high level, surpassing the FY04 amount by $51 million, and
rising residential property values produced nearly $8 million more in real estate tax revenue
than budgeted in FYO05.

¢ Rising Wage Tax Revenue. Supported by an improving economy and stabilizing local
employment, wage tax revenue grew by 2.3 percent in FY05, slightly higher than budgeted
and more consistent with long-term average levels than low post-recession FY02 and FY03
results, which were under budget by $12 million and $14 million, respectively.

e Increased revenue from other governments. The City received a state reimbursement of
$25 million for child welfare earlier than expected.

The Outlook for FY06 and Beyond

There are a variety of new and increasing costs that must be acconmn the City’s budget in
FYO06 and future years. They include the following:

e Future revenue growth and plannéd tax reduction. Fiscal Year 2006 is the eleventh
consecutive year of wage and Business Privilege Tax reductions. The City of Philadelphia
stands alone among major cities in continuing to reduce tax rates over a decade-long period
that included a serious recession in the early 2000s that disrupted state and local government
finances across the country. Although tax reductions are important to the health and
competitiveness of Philadelphia, they have made the task of managing the City’s finances
even more difficult, when combined with perennially increasing pension, healthcare, and
energy costs. In the first seven years of the tax reduction program, tax cuts were made on a
year-by-year basis, which provided budgetary flexibility to respond to economic downturns
and emergencies. In conjunction with the passage of the FYO05 budget, however, legislation
was enacted that prescribes specific wage tax reductions for each year through 2015. In
addition, statewide tax reform legislation enacted in 2004 requires the City to make specific
wage tax reductions each year through FY09. While state-specified reductions are consistent
with reductions in legislation passed by City Council and signed by the Mayor, state
imposition of changes in City tax rates restricts the City’s budgetary flexibility. The City can
support, however, manageable and responsible tax cuts that promote fiscal stability. The
recently proposed FY07-11 Five Year Plan includes a $5 million acceleration in the rate of
reduction of the BPT for FY07, which has a $28 million impact on the Plan. This reduction
brings the FY07 rate to 1.665 mils (previously 1.75 mils) and the FY12 rate to 1.040 mils
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(previously 1.250 mils), a 68 percent cut from the FY95 level. This pace of cuts puts the
gross receipts tax on a schedule for elimination by FY20. The acceleration in cuts capitalizes
on business development momentum, witnessed by significant growth in the BPT base over
the last two years. The City believes the budget can simultaneously absorb the scale of this
reduction without curtailing services.

e Pension fund performance and spiraling benefit costs. The downturn in the stock market
prevented the City’s pension fund from attaining earnings assumptions from 2001 to 2003,
with earnings lower than the anticipated 9 percent. Although the pension fund returned to
adequate earnings in FY04 and FY0S5, sub-par performance in FY06 or future years could
create additional pressure on City finances by increasing the required pension contribution,
crowding out direct service expenditures. A pension contribution based on the “minimum
municipal obligation” (MMO)), rather than the City’s prior funding method, was necessary to
avoid significant service reductions, but it continues to constrain progress in reducing the
pension fund’s unfunded liability. To mitigate these issues, the City, on the advice of its
actuary, is reducing the assumed investment return from 9 percent to 8.75 percent beginning
in FY07. Assumption of a lower rate of return will result in a larger City contribution to the
Plan, which has the benefit of ultimately reducing the rate of increase in the unfunded
liability in later years.

In the most recent arbitration panel award to the FOP, health benefit costs were determined
for only the first year of the four-year contract award. Under the award, FOP health care
costs were fixed at $898 per employee per month until the issues would be reconsidered at
the FYO06 re-opener. At the re-opener in August of FY06, the arbitrators ordered the City to
increase FOP health care contributions by 15.7 percent and 10 percent in FY06 and FYO07,
respectively. After a City appeal, the Court of Common Pleas remanded the ruling back to
arbitration, but the panel re-issued its original ruling with no change. The City appealed the
ruling on February 13, 2006. Without further intervention, the new health care contributions
will cost $46 million more than budgeted in the FY06-FY11 Plan. There is also uncertainty
regarding health benefit costs for unionized firefighters, as the current IAFF contract expired
at the conclusion of FY05, and the interest arbitration panel is still conducting hearings.
Similarly, in contracts recently negotiated with AFSCME District Councils 33 and 47, the
cost of employee health care is determined for only the first two years of the four-year
contracts, ending in FY06. In addition, the City has been impacted by several years of
double-digit increases in health and medical insurance costs, mirroring national average rates.
In an effort to contain healthcare cost growth, the City, through a competitive process, was
able to negotiate a two-year deal with Independence Blue Cross that essentially guaranteed
single digit increases in the next two years, by limiting the increase in the first year to
between 4 and 5 percent and by placing a cap on the increase in the second year at 12%.

e The need to find additional efficiencies. The FY06-FY10 Five-Year Financial Plan was
balanced in part by achieving $30 million in savings through position reductions in FY05,
and by assuming that the City would be able to achieve $60 million in cost efficiencies during
the FY07-FY10 period. As a result of a hiring freeze for non-essential positions that has been
in place since FY02, and position eliminations in FYO0S5, the General Fund workforce
declined from 24,530 at the end of FY03 to 22,889 at the end of FY05 — a decline of 1,641
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positions in just two years. In addition, overtime costs were reduced by over $25 million
from FY03 to FY05, as a result of a variety of management initiatives. Achieving additional
cost efficiencies, on top of the substantial workforce cost savings already achieved, will be
challenging, but necessary in the context of constrained revenues. The second quarter of
FY06 is showing the strains of increased energy costs, as well as higher censuses in prisons
and shelters. Additional, unplanned tax reductions, increases in pension costs, or other
negative structural changes in revenues or expenditures (such as shortfalls in state funding of
human services programs) are likely to require additional personnel reductions or new
efficiency initiatives.

e Risk of federal and state budget cuts. Over the past decade, the City has been successful
in increasing federal and state funding for many health and social service programs, including
increased entitlement, formula-based, and competitive grant funding. This increased funding
has allowed the City to maintain critical social services without substantial increases in local
financial support. The FY07-FY11 Plan assumes further increases in state and federal
funding, through initiatives such as increasing Medicaid reimbursement for behavioral health
services previously funded through the Department of Human Services. Future health and
social services funding cuts, such as those being discussed for the FY07 federal budget,
would require the City to pursue efficiencies that could imperil service levels, in order to
maintain a balanced five-year plan.

e Increased Volatility of City’s Tax Structure. The increase in Business Privilege Tax
revenue in FY05 and FY06 is being driven by large increases in the net income (NI) portion
of the tax. NI growth is especially sensitive to business profitability, which can fluctuate
more dramatically than gross receipts in response to economic trends, making tax projections
difficult. As a result of the rapid growth in Philadelphia property values, the Real Estate
Transfer Tax has come to make up an increasingly large proportion of the City's tax revenue
stream. The Transfer Tax is inherently less stable than other taxes, since it depends not only
on fluctuations in the value of property, but also on the number of property transactions,
which vary considerably from year to year. The result of the increasing dependence on these
revenue sources suggests the need for caution in interpreting the City's FY06 financial
performance, and for making long-term financial policy.

In this environment of continued challenges to the City’s fragile financial progress, fiscal
stability can be maintained 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 state and federal sources to the maximum extent possible. City managers, municipal union
leaders, local elected officials, members of the media and the public should be skeptical of
proposals to make recurring multi-year spending commitments or tax reductions that are not
coupled with funding strategies or rely on speculative future revenues or savings.

In order to address the significant fiscal challenges it faces, the City must make dramatic choices
about spending and service delivery. Achieving the tenuous surpluses projected in the proposed
FY07-FY11 Five-Year Plan and averting another fiscal crisis will require difficult choices and
noticeable change, particularly as the larger wage tax cuts and low-income wage tax credits begin
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to take an accelerating effect in FY10 and beyond. The City requires discipline and vigilance to
ensure on-going service delivery and successtully re-build the fund balance, which is a measure
of fiscal health to the eyes of the nation.

The objectives of Philadelphia government are as follows:

e Maintaining fiscal health with a steady rate of planned 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.

Dianne E. Reed

Budget Director

Office of Budget and Program Evaluation
Office of the Director of Finance

City of Philadelphia

February 15, 2006
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Summary Table R-1
Analysis of Tax Revenue
QUARTERLY CITY MANAGERS REPORT
GENERAL FUND
FOR THE PERIOD ENDING DECEMBER 31, 2005
Amounts in Millions

Forecast Forecast

Tax Better Than Worse Than Net Reasons/ Comments

TB Plan TB Plan Variance

City Wage Tax

FY 2005 Base

FY 2005 Estimated Actual (3/05): $1,073.1
FY 2005 Actual: $1,073.6

Increase: $.5

FY 2005 to FY 2006 Base Growth Rate:
3/05 Estimated Growth Rate: 3.5%
Current Estimated Growth Rate: 3.5%

FY 2005 Tax Rate: Res.: 2.831% City , 1.5% PICA : Non-Res.: 3.8197% City
FY 2006 Tax Rate: Res.: 2.801% City , 1.5% PICA : Non-Res.: 3.7716% City
The rate reductions are effective January 1

Real Estate Tax

FY 2005 Base

FY 2005 Estimated Actual (3/05): $391.1
FY 2005 Actual: $392.7

Increase: $1.6

FY 2005 to FY 2006 Base Growth Rate:
3/05 Estimated Growth Rate: 2.7%
Current Estimated Growth Rate: 1.0%

FY 2005 Tax Rate: 34.74 mills City plus 47.90 mills School District Total 82.64 miils
FY 2006 Tax Rate: 34.74 mills City plus 47.90 mills School District Total 82.64 mills

Business Privilege Tax

FY 2005 Base

FY 2005 Estimated Actual (3/05): $315.1
FY 2005 Actual: $379.5

Increase: $64.4

FY 2005 to FY 2006 Base Growth Rate:
3/05 Estimated Growth Rate: 4.0%
Current Estimated Growth Rate: 4.0%

FY 2005 Tax Rate: 2.1 mills on gross receipts and 6.5% of net income
FY 2006 Tax Rate: 1.9 mills on gross receipts and 6.5% of net income

Sales Tax

FY 2005 Base

FY 2005 Estimated Actual (3/05): $112.0
FY 2005 Actual: $119.9

Increase: $7.9

FY 2005 to FY 2006 Base Growth Rate:
3/05 Estimated Growth Rate: 2.5%
Current Estimated Growth Rate: 2.5%

FY 2005 Tax Rate: 1%
FY 2006 Tax Rate: 1%

Real Estate Transfer Tax

FY 2005 Base

FY 2005 Estimated Actual (3/05): $180.0
FY 2005 Actual: $192.3

Increase: $12.3

FY 2005 to FY 2006 Base Growth Rate:
3/05 Estimated Growth Rate: -12.5%
Current Estimated Growth Rate: 9.2%

FY 2005 Tax Rate: 3%
FY 2006 Tax Rate: 3%

Other Taxes

Total Variance From TB Plan ] |

Difference between FY 2006 Adopted Budget
and Target Budget Plan.

Total Variance From Budget ] [

$0.0 | s00] [ soo]
$123.0 $0.0
$123.0 | $0.0] [ $1230]
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