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	To:
	City Commission
	

	From:
	Jay M. Evans, City Manager
	

	Subject:
	FY 2012/13 Annual Budget; Additional Options for Consideration
	

	Date:
	September 19, 2013
	


At the conclusion of the 1st Budget Adoption Public Hearing on September 6, there were, unfortunately, no definitive answers as to how the City could bridge the budget gap without raising taxes and/or utility rates.  There did seem to be some desire from the Commission, particularly with Commissioner Christian and Mayor Henderson, to take another look at the potential of using reserves (General Fund or utility) to balance the budget.
Any discussion of reserve utilization must be conducted with the City’s adopted financial policies in mind.  You will recall that the City’s previous poor stewardship of utility fund reserves resulted in precariously low liquidity and a rating downgrade from Fitch Ratings.  That resulted in a change in management and the adoption of three financial policies in August 2007 to prevent a recurrence of the practices that led to the problem.
The three ordinances are: Ordinance 07-80 (Cash Reserve Policy), 07-81 (Utility Fund Transfer Policy), and 07-82 (Special Projects Transfer Policy).  The ordinances are attached to this document for your reference.  The key points are as follows:

Cash Reserve Policy:  This ordinance applies to all funds, and establishes required cash reserve minimums.  It provides for the utilization of surplus cash only when reserves are 115% of the minimum.  It limits the use of excess cash to helping other funds that do not meet their minimum cash reserve requirement, to debt avoidance, renewal and replacement, or other one-time capital expenses.

Utility Fund Transfer Policy:  This ordinance governs the operational transfers from the utilities to the General Fund.  The transfers are limited to 10% of operating revenues for each utility, and may not take place if it will cause a net loss for that fiscal year.  This does not cover transfer of surplus cash from one fund to another, but rather the ongoing transfer to the General Fund that is a function of operating revenues.

Special Projects Transfer Policy:  This policy recognizes that from time to time the City may need to transfer surplus cash from the utilities to the General Fund for non-recurring expenditures.  The policy requires a 5-year pro forma cash flow statement to be produced demonstrating the utility will maintain reserve minimums over that time.

General Fund Reserves

With regard to using General Fund reserves to balance, the following are the important metrics:
General Fund budget for FY 2013: $23,955,190  (this is the revised number).  

Required reserve of 20%:

 $4,791,038

Expected cash on-hand at FYE:       $7,073,790  ($1M for fleet already removed, and carry-forwards)
Expected FYE Excess Reserves:
 $2,282,752

Expected Building Div. Deficit:             $220,000   (Building Division is subsidized by General Fund)





$2,062,752
So with $2,062,752 potentially available beyond the reserve requirement, the city must then consider the known threats and challenges to General Fund:

· The City’s General Fund has been compliant with its Cash Reserve Policy for less than four years.  In November 2008, the General Fund was over $1M short of the required reserve.

· The City is still on a Pay-As-You-Go method for funding Other Post Employment Benefits (OPEB), which is essentially retiree health care.  The Net OPEB Obligation was $8,413,426 last year.  The total Actuarial Accrued Liability is $24,870,238.  The City is going to have to resolve this problem eventually – likely very soon.  Ref: September 30, 2011 CAFR, p. 73. 

· Pension obligations may retreat from their current all-time highs, or they may not.  Continued underperformance of investments will only lead to even higher pension costs - an expense that we will not be able to avoid.

· Amendment 4 is on the ballot in November.  It has the potential to severely impact future ad valorem revenues (caps non-homestead annual increases at 5%, provides new exemption for home buyers, eliminates value capture). 

· No funds are being set aside for Renewal and Replacement in the General Fund.  When large expenditures come up (like re-roofs), we look to the Gas Dept. to do a special transfer.  With Gas absorbing Kristen Court debt service, its ability to do so will be reduced.  

· The Local Option Sales Tax is up for renewal in 2017.  It equals $1,654,937 in our 2013 budget.  With Lake County and Leesburg being tax-averse, what will the City do if it is not reauthorized?    

· The Gas Tax is coming up for reauthorization over a three year period (2014,15,16).  It represents $940,093.  What will the City do if it is not reauthorized?

· The 27/441 Capital Improvement Bonds are back-stopped by a pledge from the General Fund to cover debt service in the event of shortfall.  Revenues in that CRA are now $0.  CRA fund balance and excess bond proceeds will cover us until 2020.  What happens if CRA revenues have not rebounded sufficiently to cover debt service?  The General Fund MUST pay.  Will we have any funds set aside?

· Similar to what happened to the City of Ft. Lauderdale earlier this month, our bond ratings are very likely to be impacted negatively.  This will affect future debt, similar to the refinancings we are currently attempting in order to lower our interest rates (possible savings of $4.2M over 20 years).  Wall Street wants to see cities take steps to either bring expenditures in line with revenues, or develop additional revenues to compensate for those in decline.  Using reserves to cover recurring expenses, especially when the problem is not expected to recover soon, will be viewed as an unhealthy credit practice.  

Given the relatively small amount of anticipated excess reserves, and the considerable threats to future General Fund performance, the City would be well served balance the budget by means other than an appropriation of reserves (ie: cut expenditures or raise revenues).
Transfers from the Utilities
Utility Operating Transfers - With regard to increasing operating transfers from the utilities, recall that these transfers are limited to 10% of the operating revenue of each fund, and said transfers may not result in a net loss.  In other words, you can take operating margin from the utility, but you cannot put the utility in a negative position due to an operating transfer.  
To protect against this, we have recommended that if operating transfers are increased, a corresponding utility rate increase is necessary.  This would avoid the negative impact to cash flow from the transfer and shows the rating agencies that the City is not back-sliding into a mode where we will compromise the utilities for the sake of the General Fund.
Utility Excess Cash Reserve Transfers - The question has been asked: Can we tap into the existing reserves (as opposed to operating revenues) of the utilities and send some of that money to the General Fund?  The answer is a qualified “yes”.  The Special Projects Transfer policy allows the transfer of excess cash to the General Fund for capital improvements of a non-recurring nature.  While this cannot be used carte-blanche to plug the entire General Fund deficit, it can be used to off-set the capital project expenses that the General Fund will have next year.  That amount is expected to be $491,300.

The Gas Utility has long been viewed as the one place where the City has been keeping funds that can be called upon if needed for economic development projects.  Without it, we have none.  That said, there is more than adequate excess cash in the fund to allow a transfer to the General Fund of $491,300.  That would then free up the funding that was originally pledged to General Fund capital projects from the Workman’s Compensation Fund excess cash.  As noted in the budget transmittal letter, that amount is actually $568,000.  
If we use the full amount, $568,000 in one-time funding can be used to help fill the General Fund deficit.  Of course, this is only a band-aid, and means that we will begin next year’s budget season $568,000 “in the red” right from the beginning.  That deficit will likely be combined with another decline in ad valorem revenues and other budget pressures such as pensions.  Nonetheless, we will have forestalled a portion of any tax increases or service reductions for another year.

Putting aside for the moment any additional cuts the City Commission may choose to make, there seems to be consensus amongst all five Commissioners that the Fleet division needs to be pulled out of the General Fund and put into its own Internal Service Fund.   Likewise, we will not attempt to establish restricted renewal and replacement funds in the General Fund.  That eliminates revenue options 1 and 4 that you previously considered.  
Here is the option the City Commission tentatively approved on September 6th:

 SHAPE  \* MERGEFORMAT 



Below, I have provided options that incorporate the use of the $568,000 to lower the deficit.  Because I have since been told that there may be some reconsideration of reopening Sleepy Hollow, I have brought back Option 2, which leaves Sleepy Hollow semi-closed.  The “A”, “B”, and “C” variations simply show different ways to apply the $568,000.


Please know that if we consider additional cuts in General Fund expenditures Monday night, staff will need time to re-run the calculations to determine millage or utility rate changes needed after the cuts.  Since we have CRA’s that affect the calculations, producing the new numbers may take a little time.  It may be necessary to recess for a period to allow our accounting team to work the numbers.  
�








Option 3 – Balance budget, resolve fleet, re-open Sleepy Hollow


Amount needed: $1,898,653


Increase ad valorem rate .8071 mills from 4.3179 to 5.1250: $853,543


Increase utility transfer and rates by 1.21%:	       	         $1,045,110


							       	                   $1,898,653























A-Options


Utilize the $568,000 to lower the proposed millage rate increase





Option 2A – Balance budget, resolve fleet, leave Sleepy Hollow semi-closed; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund 


Amount needed: $1,162,205


Increase ad valorem rate .23 mills from 4.3179 to 4.5448:	$234,880


Increase utility transfer and rates by 1.08%:			$927,325


							       	       	       $1,162,205





Option 3A – Balance budget, resolve fleet, re-open Sleepy Hollow; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund 


Amount needed: $1,279,990


Increase ad valorem rate .23 mills from 4.3179 to 4.5448:	$234,880


Increase utility transfer and rates by 1.21%:	       	       $1,045,110


							       	                  $1,279,990























B-Options


Utilize the $568,000 to lower the proposed utility rate increase





Option 2B– Balance budget, resolve fleet, leave Sleepy Hollow semi-closed; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund; take  


Amount needed: $1,162,205


Increase ad valorem rate 1.0 mill from 4.3179 to 5.3179:	$1,057,543


Increase utility transfer and rates by .12%:		             $104,662


							       	       	          $1,162,205





Option 3B – Balance budget, resolve fleet, re-open Sleepy Hollow; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund 


Amount needed: $1,279,990


Increase ad valorem rate 1.0 mill from 4.3179 to 5.3179:   $1,057,543


Increase utility transfer and rates by .26%	       	           $222,447


							       	                  $1,279,990


----------------------------------------------------------------------





C-Options


Utilize the $568,000 and split it to lower the proposed millage and utility rate increases equally





Option 2C – Balance budget, resolve fleet, leave Sleepy Hollow semi-closed; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund 


Amount needed: $1,162,205


Increase ad valorem rate .4651 mills from 4.3179 to 4.783: $485,319


Increase utility transfer and rates by .79%:			$676,886


							       	       	       $1,162,205





Option 3C – Balance budget, resolve fleet, re-open Sleepy Hollow; transfer $568,000 from Workmans Comp. to the General Fund; transfer $491,300 from Gas to the Capital Projects Fund 


Amount needed: $1,279,990


Increase ad valorem rate .52 mills from 4.3179 to 4.8318:	$544,211


Increase utility transfer and rates by .86%:	       	          $735,779


							       	                  $1,279,990




















Jay M. Evans

City Manager

Phone: 352 728-9704  Fax: 352 728-9706
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