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City and County of San Francisco
FIVE-YEAR FINANCIAL PLAN

Executive Summary

PURPOSE OF THE PLAN

The Five-Year Financial Plan is required under Proposition A, a charter amendment approved by voters in
November 2009. The City Charter requires the plan to forecast expenditures and revenues during the five-year
period, propose actions to balance revenues and expenditures during each year of the plan, and discuss
strategic goals and corresponding resources for city departments.

ECONOMIC OVERVIEW

Presented in this plan is an overview of the economic context which informs the revenue projections in the Five-
Year Plan.

FIVE-YEAR OUTLOOK

Over the next five years, the plan expects that the City will experience continued strong growth in tax revenues.
However, the Five-Year Financial Plan shows that the cost of city services is projected to outpace revenue
growth during the five-year period. If the City does not take corrective action, the gap between revenues and
expenditures will rise from $107.4 million to approximately $643.9 million from Fiscal Year (FY) 2019-20 to FY
2023-24.

Table 1: Base Case - Summary of General Fund-Supported Projected Budgetary Surplus / (Shortfall)
($ Millions)

FY 19-20 FY 20-21 FY 21-22 FY 22-23 FY 23-24 % of Uses

SOURCES Increase / (Decrease) 182.0 466.0 527.1 630.0 758.7

Uses

Baselines & Reserves (55.3) (99.1) (149.3) (179.4) (238.9) 17.0%
Salaries & Benefits (180.7)  (317.9)  (421.9)  (529.2)  (598.4) 42.7%
Citywide Operating Budget Costs (55.1) (182.5) (236.0) (319.0) (400.6) 28.6%
Departmental Costs 1.8 (29.9) (82.7) (122.4) (164.8) 11.7%
USES (Increase) / Decrease (289.4) (629.4) (890.0) (1,149.9) (1,402.7) 100.0%
Projected Cumulative Surplus / (Shortfall) (107.4)  (163.4)  (362.9) (519.9)  (643.9)

Total expenditures are projected to grow by $1,402.7 million over the next five years, which represents an
increase of 25% from FY 2018-19. During the five years of the plan, baselines and reserves grow by $238.9
million (17.0% of total expenditure growth), employee salary, pension, and fringe benefit costs grow by $598.4
million (42.7% of total expenditure growth), citywide operating costs grow by $400.6 million (28.6% of total
expenditure growth), and departmental costs grow by $164.8 million (11.7% of total expenditure growth).
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In contrast to expenditure growth, available General Fund sources are projected to increase by $758.7 million
over the same period, an overall growth of 14% from FY 2018-19. As required by the Charter, the City will need
to implement strategies to close the gap between sources and uses over the five-year time period.

FISCAL STRATEGIES

The City projects budget deficits over the next five years if proactive steps are not taken to address the
imbalance between revenues and expenditures. Since the last economic recession, significant efforts and policy
changes have been made to improve the City’s financial standing and better guard against the next financial
downturn. Despite these efforts, and even with assumed continued strength of the City’s economy, the City is
facing a persistent structural deficit. The reasons for the projected deficit are largely related to rising employee
costs (pension being the biggest factor), increasing voter mandated commitments through baselines and set-
asides, and growing required contributions to support existing entitlement services.

In recent years strong revenue growth enabled the City to balance the budget while restoring and increasing
important services to the public. Investments have been made to address some of the City’s most pressing
issues, including expanded funding for homeless services. Since the consolidated Department of Homelessness
and Supportive Housing was created in the summer of 2016, the City has added nearly 600 units of permanent
supportive housing and opened 6 new Navigation Centers to support individuals in exiting street homelessness
and getting connected to supportive services.

Looking forward, the City cannot rely on continued revenue growth at the levels experienced in recent years.
This report assumes the City continues to experience strong economic times, but revenues are projected to
grow more slowly over the coming years.

Additionally, in recent years revenues received exceeded budgeted values, creating available fund balance to be
used as a one-time source in the following budget. The use of one-time sources to balance two-year budgets
contributes to larger deficits outside of the budget period as ongoing costs grow without a commensurate
continuation of revenue to support them. In an effort to lessen the reliance of the budget on this one-time
source, this report assumes the fund balance is utilized over a four-year period.

To ensure the City is able to maintain its current level of services and respond resiliently to future economic
weakness, the City must slow its projected expenditure growth by making trade-offs and responsible budget
decisions. The following fiscal strategies will allow the City to provide sustainable services to the public by
containing budget growth to 16% over the coming five years, as opposed to 25% growth that is projected to
occur absent action.
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Table 2: Proposed Fiscal Strategies ($ Millions)

Base Case Outlook ($ millions) FY 19-20 FY 20-21 FY 21-22 FY 22-23 FY23-24

Cumulative Projected Surplus / (Shortfall) (107) (163) (363) (520) (644)

Proposed Fiscal Strategies - Sources Growth faster and Expenditure Growth slower than Base Case

Sources - Taxes, Fees & Other Revenues 34 35 75 126 172

Salaries and Benefits - Manage Employee Costs 19 32 80 131 194

Citywide - Limit Non-Personnel Inflation, Capital, Debt

Service and Real Estate 15 17 109 145 155

Departmental - On-Going Revenues & Savings Initiatives 39 79 99 118 123

Adjusted Outlook 0 0 0 0 0

This Five-Year Financial Plan also includes an assessment of the potential impact of an economic downturn on
the City’s five-year outlook. The Base Case does not assume an economic downturn or loss of funding from state
or federal government due to the uncertainty of either event. However, the United States has historically not
experienced more than ten consecutive years of expansion and the current economic expansion began over
nine years ago, rendering the likelihood of a slowdown or a decline in revenue growth increasingly likely during
the period that this plan addresses. Additionally, there is continued uncertainty related to state and federal
legislative and budget changes which could add costs or reduce revenue to the City. If an economic slowdown or
large loss of state or federal revenue were to occur, the fiscal strategies shown above would be insufficient to
close large gaps between revenues and expenditures.

Detailed projections regarding the Base Case, fiscal strategies, and recession scenario are included starting on
page 19 of this report.

CITYWIDE STRATEGIC INITIATIVES SECTION

The plan also includes an update to the Citywide Strategic Initiatives section, added in the last Five-Year plan,
honing in on two of the shared city values: equity and accountability. This section describes the long-term
strategy for city investments, under Mayor Breed’s leadership, to achieve a diverse, equitable, and inclusive city
and to generate greater accountability and equitable outcomes in the provision of city services and use of city
funds. It also details steps the Mayor’s Office and Controller’s Office are taking to begin incorporating equity and
accountability into the financial planning process, and highlights existing equity-focused initiatives in the City.
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City and County of San Francisco
FIVE-YEAR FINANCIAL PLAN

Economic Overview

ECONOMIC OVERVIEW

Significant changes in the national and local economies have occurred since the Great Recession. Through 2017,
the decade of the 2010s has brought unprecedented economic growth to San Francisco. The City has re-
emerged as the center of the Bay Area’s regional economy and since 2010 has been among the fastest-growing
large counties in the United States. This overview summarizes the City’s economic history, current recovery, and
potential slowdown, which informs both the Base Case and recession scenario presented in this plan.

LOOKING BACK

San Francisco's Economic Performance: 2010-2017

Employment. San Francisco added an average of 24,000 new jobs per year from 2010 to 2017. To put this into
context, during the dot-com boom of the late 1990s, employment increased by only 17,000 jobs per year. By the
end of 2017, there were 716,900 jobs in San Francisco, 105,000 more than at the City's previous economic peak
in 2000.

Figure 1: Total San Francisco Employment, 1990-2017
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As discussed in more detail below, the City's economic growth has been fueled by the Technology industry,
whose share of San Francisco's total private sector employment has risen from 5% to 12% since 2010. As a share
of total private sector payroll in the City, the Technology industry's share has grown from 9% to 22% from 2010
to 2017.

Figure 2: Technology Industry Share of Private Sector
Payroll and Employment in San Francisco, 1990-2017
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As an export sector that brings new investment and income into the City, the Technology sector is an important
economic driver for San Francisco. While it has been the fastest-growing part of the City's economy this decade,
the most recent employment data for the City indicate that most sectors are continuing to add jobs, apart from
the Leisure and Hospitality sector. Most of San Francisco's industry sectors continue to add jobs more rapidly
than the same sectors in the U.S. as a whole; only Leisure and Hospitality, Financial Activities, and Education and
Health Services, show the opposite trend. In the chart below, technology employment is split between the
Information and the Business and Professional Service sectors and is largely responsible for the very rapid rate
of job growth in those sectors.

Figure 3: Employment Growth by Sector
San Francisco and United States, 2016-2017
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While the City's economic performance through 2015 was both strong and broad based, growth began to slow
in 2016. Monthly employment data for San Francisco and San Mateo counties indicate that employment growth
in the technology industry slowed from over 10% between 2010 and 2016 to a rate of 5-7% by the second half of
2018. While the federal tax cut may have stimulated technology growth in 2017, that appears to have subsided,
and technology growth is now slower than it has been since 2010. Growth for all private, non-farm employment

in the two-county area has slowed consistently, from 5% in early 2016 to an annual growth rate of less than 2%
throughout 2018.

Figure 4: Annual Growth Rate in Tech and Private Non-Farm Employment
San Francisco/San Mateo Counties, January 2011-October 2018
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While the extent of the current slowdown should not be over-stated, there are reasons to believe that a second
acceleration in growth is unlikely to occur during this economic cycle and before the next recession. These
reasons relate, first, to the lack of capacity in the City’s infrastructure to support continued growth. Additionally,
more than nine years after the end of the Great Recession, warning signs of a broader economic slowdown are
developing, irrespective of the City’s infrastructure capacity.

With respect to the infrastructure issues, the first constraint is the City’s housing supply, which raises housing

prices, limits the ability of low- and-moderate income workers to move to the City, and therefore limits the
ability for the resident labor force to grow.
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Housing and Unemployment. The City’s seasonally-adjusted unemployment rate has been at or below 2.5% for
all of 2018, well below what most economists would consider to be “full employment.” The current rate of 2.3%
is the lowest level of local unemployment reported since this statistic became available, and indicates a
historically low number of San Francisco residents looking for work. Given the City’s constrained housing
market, discussed below, it is unlikely that the resident labor force can readily expand much further in the short
term. The tightness of the local labor market has likely contributed to the slowdown in job growth in the City
since 2016.

Figure 5: San Francisco Unemployment Rate, Seasonally-Adjusted
July 1990-August 2018
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Housing and Transportation. Secondly, rapid economic growth this decade has placed strains on the region’s
transportation system, which will likely further limit the City’s ability to grow at rates experienced earlier in this
decade.

The chart below estimates the value of time lost by San Francisco workers to commuting between 2011 and
2017. When transportation congestion leads to longer commutes, commuters lose work and leisure
opportunities, which are valued, in this illustration, at 50% of an employee’s hourly wage. In economic terms, an
increasingly costly commute makes the City less competitive as an employment center, leading to higher labor
costs for local businesses and a greater tendency for job sprawl within the region.

The aggregate value of time lost by San Francisco employees has grown by 88% from 2011 to 2018, driven by a
combination of longer and slower commutes, growth in the total number of employees in the City, and higher
average hourly wages.

Figure 6: Aggregate Value of Time Spent Commuting by Workers in San Francisco
2011-2017
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LOOKING FORWARD

The rapid employment growth the City experienced in the early years of the decade has slowed considerably
since 2016. In large measure, this is due to infrastructure limitations that constrain the City’s ability to grow its
resident labor force and accommodate more in-commuters, and has important implications for the City's
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finances. A substantial reduction in the employment growth rate should have a proportionate effect on tax
revenue from businesses, employees, and residents. The Base Case projection detailed in the next chapter
assumes the economic recovery that began in FY 2009-10 will continue through the forecast period, resulting in
continued growth in tax revenues during the next five years. As noted above, however, the rapid growth rates
seen in the early stages of recovery have slowed, and in some cases, have begun to decline. Growth rates for the
most economically sensitive revenues, such as business, sales, hotel, parking, and property transfer taxes are
projected to slow in the final three years of the plan.

The Base Case does not assume an economic downturn. However, given that the current economic expansion
has lasted over 89 months, if there is indeed no recession through FY 2023-24, as the projection assumes, it will
mark the longest economic expansion since 1945. Additionally, by late 2018, a widening array of indicators are
suggesting that the broader economic climate is cooling, and the U.S. economy could enter a slowdown or a
recession in 2019 or 2020. Some of these factors include:

e Rising interest rates: The Federal Reserve reduced short-term interest rates to near zero as a monetary
stimulus measure during the Great Recession, and kept very low rates in place until late 2015. Since
then, the Fed has raised its target interest rate to a range of 2.25% to 2.5%, committed to two further
interest rate hikes in 2019, and downgraded its economic outlook for the year ahead. While a higher
interest rate can curb inflation, it raises the cost of money for businesses and consumers, and may
reduce or defer their spending, which would slow the economy.

e A flattening yield curve, or investor uncertainty about future economic growth: Related to the risk of
rising interest rates, the spread between short-term and long-term interest rates, commonly known as
the “yield curve,” which normally slopes upward, has begun to flatten. While the Fed has considerable
influence over short-term rates, long-term rates have not changed substantially in the last two years.
When this spread or yield curve flattens, long-term investment is discouraged, potentially leading to a
slowdown in spending. A downward-sloping or inverted yield curve is a highly reliable indicator for
predicting recessions.

e Stock market losses: The decline in the stock market through the second half of 2018 may be a leading
indicator of an economic downturn. This is especially true in the Bay Area, where stock-based
compensation, venture capital, and other equity investments like initial public offerings are sensitive to
the stock market. A prolonged correction could reduce that spending in the Technology sector, which
has directly or indirectly generated most of the City’s economic growth this decade.

e Trade war with China: As the UCLA Anderson Center states in its California economic forecast, the State
is highly sensitive to trade with China®. Rising tariffs and increasing uncertainty regarding the direction
of the U.S.-China economic relationship could affect key California industries like logistics, technology,
and agriculture.

e Federal tax policy: Finally, as noted earlier, federal tax cuts in 2017 created a short-term stimulus to
spending in 2018 that will not continue at the same rate into 2019 and 2020. In addition, some of the
tax increases in the 2017 tax legislation will likely have a negative impact on the local economy, such as
the new cap on deductibility of state and local taxes (i.e. SALT deduction) from federal income tax. This
new cap will adversely affect states like California with high income tax rates, and cities with high
property prices such as San Francisco.

1 http://www.anderson.ucla.edu/centers/ucla-anderson-forecast
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City and County of San Francisco
FIVE-YEAR FINANCIAL PLAN

Five-Year Base Case Projection

PURPOSE OF THE PLAN

The Five-Year Financial Plan is part of a comprehensive effort by the City to improve its long-range financial
management and planning. This section, the Base Case projection, is a joint effort by the Mayor’s Office, the
Controller’s Office, and the Board of Supervisors’ Budget and Legislative Analyst’s Office to forecast the impact
of existing service levels and policies on revenues and expenditures over the next five years.

The City is currently implementing the following strategies as part of its long-range financial management and
planning:

e The Five-Year Financial Plan: The City is forecasting and analyzing revenues and expenses for the next
five years on a citywide basis, including departmental operations, facilities, debt management, capital,
and technology.

e Two-Year Budgeting: The FY 2012-13 and FY 2013-14 budget was the first citywide two-year budget
adopted by the Mayor and the Board of Supervisors. The City has continued to utilize two-year rolling
budgets and most recently adopted the FY 2018-19 and FY 2019-20 budget; there were five
departments with fixed two-year budgets for the FY 2018-19 and FY 2019-20 adopted budget.

e Citywide Capital and Technology Plans: These plans, which are released by March 1 every other year,
include detailed financial information and project descriptions outlining the City’s planned spending on
capital over the next ten years and technology over the next five years.

¢ Formal Financial Policies: To date, the City has adopted financial policies to create a Budget Stabilization
Reserve, to build its General Reserve and to make deposits more flexible in a downturn, and to restrict
the use of one-time revenues. Consistent with the financial policies adopted by the Board of Supervisors
in December 2014 and codified in Administrative Code Section 10.60(b), the General Reserve value will
increase from 2.5% to 3.0% of General Fund revenues by FY 2020-21. This report anticipates the General
Reserve rising from 2.75% of regular General Fund revenues in FY 2019-20 to 3% in FY 2020-21. Taken
together, these policies will help ensure San Francisco is more resilient during the next economic
downturn.

Multi-year budgeting and forecasting are best practices for all governments. The Five-Year Financial Plan is
designed to enhance the City’s ability to identify the key drivers of its revenues, expenditures, and needed public
services. In a period of very strong economic expansion coupled with budget and legislative uncertainty from the
federal and state government, this planning process will enable San Francisco to more thoughtfully plan for
revenue changes and adapt programs accordingly. Overall, the City will minimize volatility by looking beyond the
immediate two-year budget horizon, resulting in more stable public service delivery that citizens can expect and
rely on.

BUDGET OVERVIEW

The City and County of San Francisco’s budget for FY 2018-19 is $11.1 billion. Roughly half of the budget, $5.5
billion, is comprised of self-supporting activities at the City’s enterprise departments, which focus on city-related
business operations and include the Port, the Municipal Transportation Agency, the Airport, the Public Utilities
Commission, and others. The remaining 50%, or $5.5 billion, is comprised of General Fund monies, which
support public services such as public health, police and fire services, and public works. The City’s budget can be
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broken down into six major service areas: Public Protection; Public Works, Transportation & Commerce; Human
Welfare & Neighborhood Development; Community Health; Culture & Recreation; and General Administration &
Finance.

Figure 7 shows the total $11.1 billion citywide budget by major service area. The Public Works, Transportation &
Commerce major service area has the largest overall budget, due primarily to the budgets of large enterprise
departments.

Figure 7: Total Budget by Major Service Area FY 2018-19
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There are 31,220 full-time equivalent positions (FTEs) budgeted and funded between all six major service areas
in FY 2018-19. As shown in Figure 8, the Public Works, Transportation, and Commerce service area also has the
largest share of FTEs, which is largely driven by the Municipal Transportation Agency.

Figure 8: Full Time Equivalent Positions (FTEs) by Major Service Area FY 2018-19
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FIVE-YEAR OUTLOOK FOR GENERAL FUND-SUPPORTED OPERATIONS

San Francisco Administrative Code Section 3.6(b) requires that in each odd-numbered year, the City must submit
a Five-Year Financial Plan; in even-numbered years, a similar report, called the Joint Report, must be issued with
an update to the remaining four years of the previous year’s Five-Year Financial Plan. In both the Five-Year
Financial Plan and the Joint Report, the Mayor, the Controller, and the Board of Supervisors’ Budget and
Legislative Analyst must forecast expenditures and revenues during the projection period. In the Five-Year
Financial Plan, the Mayor’s Office must also propose actions to balance revenues and expenditures during each
year of the plan, and discuss strategic goals and corresponding resources for city departments. This Five-Year
Financial Plan provides expenditure and revenue projections for fiscal year (FY) 2019-20, FY 2020-21, FY 2021-
22, FY 2022-23, and FY 2023-24.

Summary of ‘Base Case’ Projections and Findings

This Five-Year Financial Plan describes the ‘Base Case’ — a forecast of revenues and expenditures that projects
revenue trends and the costs to support current service levels, adjusting for adopted or proposed policy changes
where noted. Significant changes include known revenue and expenditure changes in all areas where there is
reasonable information or basis for a projection. Key assumptions are also detailed below.

Table 3 summarizes the projected changes in General Fund-supported revenues and expenditures over the next
five years. As shown in Table 3, this report projects cumulative shortfalls of $107.4 million in FY 2019-20, $163.4
million in FY 2020-21, $362.9 million in FY 2021-22, $519.9 million in FY 2022-23, and $643.9 million in FY 2023-
24,
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Table 3: Base Case — Summary of FY 2020-24 General Fund-Supported
Projected Budgetary Cumulative Surplus/ (Shortfall) ($ millions)

FY 19-20 FY 20-21 FY 21-22 FY 22-23 FY 23-24 % of Uses

SOURCES Increase / (Decrease) 182.0 466.0 527.1 630.0 758.7

Uses

Baselines & Reserves (55.3) (99.1)  (149.3)  (179.4)  (238.9) 17.0%
Salaries & Benefits (180.7)  (317.9)  (421.9)  (529.2)  (598.4) 42.7%
Citywide Operating Budget Costs (55.1) (182.5) (236.0) (319.0) (400.6) 28.6%
Departmental Costs 1.8 (29.9) (82.7) (122.4) (164.8) 11.7%
USES (Increase) / Decrease (289.4) (629.4) (890.0) (1,149.9) (1,402.7) 100.0%

Projected Cumulative Surplus / (Shortfall) (107.4)  (163.4)  (362.9)  (519.9) m

This projection demonstrates that although revenues are growing each year, they are not growing fast enough
to keep pace with the increase in projected expenditures. As a result, a gap remains even with a growing
economy and tax base. The City currently projects revenue growth of $758.7 million, or 14% over FY 2018-19
over the five-year period of this plan, and expenditure growth of $1,402.7 million, or 25% over FY 2018-19 over
the same five-year period, as shown in Figure 9 below.

Figure 9: Projected Growth in General Fund Expenditures and Revenues
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Total expenditure growth is shown below in Figure 10, which illustrates that salary and benefit costs represent
the largest driver of the City’s deficit projection with 42.7% of the growth over the next five years, or an increase
of $598.4 million over the period. Citywide operating costs represent the second largest area of expenditure
growth at 28.6%, or $400.6 million. The next largest drivers of expenditure growth are: Charter-mandated
baseline and reserve changes of $238.9 million (17.0%) and other department-specific cost increases of $164.8
million (11.7%).

Figure 10: General Fund-Supported Expenditure Increases by Expenditure Type FY 2020-24
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While the projected shortfalls shown in Table 3 reflect the difference in projected revenues and expenditures
over the next five years if current service levels and policies continue, San Francisco’s Charter requires that each
year’s budget be balanced. Balancing the budget will require some combination of expenditure reductions and
additional revenues. This projection assumes no ongoing solutions are implemented. To the extent that budgets
are balanced with ongoing solutions, future shortfalls will decrease.

A key driver of projected shortfalls are increases in mandated costs. Many of the projected expenditure
increases are unavoidable, with limited ability to reduce spending to balance the budget. The City is required by
law to fund certain voter-mandated baselines and set-asides at specific levels. Additionally, assuming a constant
city workforce, non-discretionary employee pension and health benefits will continue to rise. This limits the
funding available for other uses such as employee wage increases, cost-of-doing-business increases for non-
profit service providers, capital and technology investments, and other improvements to services to the public.
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KEY ASSUMPTIONS AFFECTING THE FY 2019-20 THROUGH FY 2023-24 PROJECTIONS

No major changes to service levels and number of employees: This projection assumes no major
changes to policies, service levels, or the number of employees from previously adopted FY 2018-19 and
FY 2019-20 budgeted levels unless specified below.

Continued economic recovery: This projection assumes the economic recovery and expansion that
began in FY 2009-10 will continue through the forecast period and will be reflected in tax revenue
increases. The rapid rates of growth in the most economically sensitive revenues experienced in the
early part of the recovery have slowed, and lower rates of growth are expected to persist in the forecast
period. Economic growth, and the revenue derived from it, is heavily dependent on changes in
employment, business activity, and tourism. Physical and financial constraints are expected to limit this
growth. This report does not assume any economic downturns or large changes in macroeconomic
conditions; however, the U.S. has historically not experienced more than ten consecutive years of
expansion and is currently in its ninth year of this expansion. The City will continue to monitor the array
of indicators and conditions that currently suggest the broader economic climate is cooling, including
rising interest rates, flattening yield curves, stock market losses, and federal tax and trade policy.

Outcome of the June and November 2018 Elections: This report recognizes the outcome of several local
measures from 2018 elections, including the passage of the new gross receipts tax on cannabis
(Proposition D) and the dedication of a portion of hotel tax revenue to arts and cultural organizations
(Proposition E) from the local November 2018 ballot, which measures have a material impact on the
City’s General Fund. This report, however, does not assume any changes related to a dedicated gross
receipts tax measure on the lease of commercial space to support child care and education (June
Proposition C) or an additional gross receipts tax measure dedicated to housing and homeless services
(November Proposition C). Revenue from these two measures is dedicated to specific purposes and both
measures were placed on the ballot by voter initiative and received over 50% voter approval, but not
the two-thirds required for dedicated taxes placed on the ballot by the City’s elected officials. The City
has been sued over June Proposition C by several organizations claiming that the tax required approval
of two-thirds of the City’s voters, rather than the simple majority that the City believes is the correct
threshold under recent California Supreme Court case law and that the measure met. At the time of this
publication, while litigation has been threatened, the City has not been sued over November Proposition
C, and the City has introduced legislation permitting it to file its own validation action in court. While
these legal proceedings take place, including potential appeals, the revenues from these measures will
be collected but will not be authorized for appropriation by the Controller’s Office. It should also be
noted that the revenue from both Proposition Cs is directed towards special revenue funds, with the
exception of a portion of proceeds from June Proposition C, from which 15% is allocated to the General
Fund. Given the legal uncertainty, that potential General Fund contribution is not assumed in this
report. More detail on the impact of these measures is included in the Base Case Revenue section
beginning on page 27.

e Preliminary estimate of state and federal budget changes: This report does not assume significant
changes in funding at the state and federal levels, although many uncertainties exist. The City will
continue to monitor changes to state and federal policy and budget processes, and incorporate any
changes in funding updates to this plan, as appropriate.

e Assumes inflationary increases for most employees in line with CPI: For police officers and
firefighters, the plan assumes negotiated wage rates through FY 2020-21 with inflationary increases
thereafter. Most labor unions have open contracts and will enter negotiations for Memoranda of
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Understanding (MOUs) with the City in the spring of 2019. Therefore, beginning in FY 2019-20 this
projection assumes salary increases equal to the change in the Consumer Price Index (CPI) using the
average projection of the California Department of Finance San Francisco Area CPl and Moody’s SF
Metropolitan Statistical Area CPI. This corresponds to 2.85% in FY 2019-20, 3.08% in FY 2020-21,
2.99% in FY 2021-22, 3.03% in FY 2022-23, and 3.01% in FY 2023-24. For Police Officers’ and
Firefighters’ unions this report assumes the cost of all negotiated terms, including wage rate
increases of 3% for FY 2019-20 and FY 2020-21, and increases of CPI, as above, thereafter.
Importantly, these assumptions do not indicate a willingness or ability to negotiate wage increases
at these levels, but rather are used for projection purposes. Final negotiated increases will increase
or decrease projected shortfalls.

Retirement plan employer contribution rates continue to increase: This report assumes the impact
of action taken by the San Francisco Retirement Board in November 2018 to lower the discount rate
assumption from 7.5% to 7.4%. The report does not assume any changes to existing funding policy,
and amortizes the 2018 Supplemental COLA over five years, as is current policy. This results in
higher employer contribution rates in FY 2019-20 and FY 2020-21, with modest declines in the last
years of the projection. It is important to note that volatile current year returns could have a
significant impact on these assumptions in the future.

Health and dental insurance cost increases: This projection assumes that the employer share of
health and dental insurance costs for active employees will increase by approximately 6% per year.
The Health Service System anticipates negotiating rates for calendar year 2020 in spring 2019, to be
adopted by July 2019. For retiree health benefits, this report assumes that the City will continue its
pay-as-you-go practice of funding the amounts currently due for retirees. The growth in the retiree
obligation has been estimated based on projected cost increases of approximately 6% per year.

Inflationary increase on non-personnel operating costs: This projection assumes that the cost of
materials and supplies, professional services, contracts with community-based organizations, and
other non-personnel operating costs will increase by the CPI rate of 2.85% in FY 2019-20, 3.08% in
FY 2020-21, 2.99% in FY 2021-22, 3.03% in FY 2022-23, and 3.01% in FY 2023-24, as projected by the
California Department of Finance and Moody’s. The projection reflects the adopted FY 2019-20
budget, which includes a 2.5% increase for community-based organization contracts in FY 2019-20.
However, these assumptions are for planning purposes and are subject to appropriation in the FY
2019-20 and FY 2020-21 budget.

Ten-Year Capital Plan, Five-Year ICT Plan, and inflationary increases on equipment: This projection
assumes the adopted FY 2019-20 funding levels for capital, equipment, and information technology.
For capital in the subsequent four fiscal years, the report assumes funding will increase based on the
levels assumed in the City’s FY 2019-20 to FY 2028-29 Ten-Year Capital Plan, which will be published
in March 2019.

The information technology (IT) investment projection assumes partial funding of annual projects in
the City’s Information and Communications Technology (ICT) Plan in FY 2019-20 in accordance with
the most recent budget, full funding in accordance with the most recent ICT Plan in FY 2020-21 and
FY 2021-22, and growth of 10% per year in FY 2022-23 and FY 2023-24. This report also contains
assumptions around the separate funding for major city IT investments. This report assumes full
funding for major IT projects in FY 2019-20 in accordance with the most recent budget, full funding
in accordance with the most recent ICT Plan in FY 2020-21 and FY 2021-22, and growth of 10% per
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year in FY 2022-23 and FY 2023-24. Similar to the Ten-Year Capital Plan, the City’s updated ICT Plan
will be published in March 2019.

For equipment, the plan assumes the budgeted level of funding in FY 2019-20. In the subsequent
four fiscal years, the report assumes that the equipment budget will increase by CPI in each year off
of the FY 2018-19 funding level included in the Mayor’s proposed budget.

e Deposits and withdrawals from reserves: This projection makes several key assumptions regarding

deposits to and withdrawals from major General Fund reserves. First, given the Base Case revenue
projections, no deposits to or withdrawals from the Rainy Day Reserve are assumed. Consistent with
the financial policies adopted by the Board of Supervisors in December 2014 and codified in
Administrative Code Section 10.60(b), the General Reserve value will increase from 2.5% to 3.0% of
General Fund revenues by FY 2020-21. Lastly, various reserves allocated for particular one-time uses
are assumed drawn down for those uses, as detailed later in the Base Case.

KEY FACTORS THAT COULD AFFECT THESE FORECASTS

As with all projections, uncertainties exist regarding key factors that could affect the City’s financial condition.
These include:

Economy: Historically, periods of economic expansion are followed by economic contraction, or
recession. Since the end of the Great Depression, there have been 13 recessions, or approximately one
every six years, on average. The current economic expansion began over nine years ago. It would be a
historic anomaly to not experience a recession within the projection period of this report. Because of
the difficulty of projecting the timing of a recession, this report assumes slower rates of growth, rather
than declines, in revenue in the final three years of the report. However, it is important for the City to
monitor indicators that currently suggest the broader economic climate is cooling.

Outcome of state and federal budget-balancing efforts: At the time of report issuance, state budget
deliberations have not yet begun and federal budget deliberations are ongoing, thus, uncertainty
remains around the local effects of these efforts. The City is closely monitoring potential changes in
particular related to the Affordable Care Act, immigration, and social safety net policies.

Collective bargaining agreement negotiations: Other than approved wage increases in collective
bargaining agreements and inflation on open contracts in FY 2019-20 through FY 2023-24, this report
does not assume any contract changes due to labor negotiations. Wage or benefit changes above or
below these assumptions would increase or decrease the City’s projected deficit.

Pending or proposed legislation — potential fee or departmental revenue increases: Fee increases or
departmental revenue increases dependent on changes in legislation may be proposed as part of the FY
2019-20 and FY 2020-21 budget. No increases above those budgeted in the adopted FY 2018-19 and FY
2019-20 budget are assumed in this projection.

Planning for growth: The City is currently experiencing growth in both employment and population. As
the City’s population increases, there may be a need for additional services for the public such as more
parks, transportation, first responders, health care providers, and street infrastructure improvements

to accommodate more users of the public right-of-way. This report does not assume increased costs to

Page 24 of 101



specifically address future growth; however, this represents a risk and could increase projected deficits
in the future.

o Deficits will differ if new budget commitments are made: If voters approve new or additional
increases to existing baselines, set-asides, or other mandatory spending increases without
commensurate revenue increases from new funding sources, projected deficits shown in this report will
grow.

e San Francisco Housing Authority — An audit by the federal Department of Housing and Urban
Development (HUD) uncovered an approximately $30.0 million shortfall in the San Francisco Housing
Authority’s (SFHA) committed funding for rental subsidy vouchers for calendar year 2018. The shortfall
was due to increased utilization of Housing Choice Vouchers in 2018 and the Housing Authority’s
miscalculation of its payment obligations and available reserve funds. The City is committed to ensuring
that San Francisco residents utilizing HUD vouchers remain housed, and to that end, the Mayor’s Office
of Housing and Community Development (MOHCD) provided a loan of up to $20.0 million to address
the 2018 shortfall (which, when combined with HUD and SFHA funding, is sufficient to address this
year’s deficit). However, given potential future year shortfalls, the full costs to maintain this
commitment are not known at this time and may increase the deficits projected in this report.

e Property Tax Shifts: On November 29, 2018, the Controller’s Office issued a memo notifying
policymakers of a material update to current year revenue projections due to the reallocation of
property tax revenue in the County’s Educational Revenue Augmentation Fund (ERAF). The Controller
estimates the City will recognize approximately $415.0 million in excess ERAF property tax revenue in
the current year, of which $208.0 million is attributable to FY 2017-18 and $207.0 million to FY 2018-
19. Under Charter provisions adopted by the voters, approximately $78.0 million must be allocated to
various baselines and approximately $156.0 million to Rainy Day Reserves, leaving approximately
$181.0 million available for any purpose. The Board of Supervisors will consider proposed supplemental
appropriations to spend these funds in January 2019.

Under current law, the City would receive additional excess ERAF allocations in future years, but it is
subject to significant risk given formula volatility, cash flow changes, and possible modifications to
property tax allocation law by the State, which has occurred frequently in the past. Other counties with
excess ERAF have responded to these risks by adopting financial policies that limit some or all spending
of these proceeds to one-time purposes. For these reasons, while the reserves section of this report
shows estimated deposits of FY 2018-19 excess ERAF to the Rainy Day reserves as described above, the
Base Case projection in this report does not assume it during the forecast period.

Tables 4 and 5 below, in addition to the subsequent narrative section, explain revenue and expenditure changes
in the citywide deficit in detail. First, revenue changes will be discussed, followed by expenditures changes,
including: changes to baselines and reserves; salary and benefit costs; citywide operating costs; and
department-specific changes.
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Table 4: Base Case — Key Changes to General Fund-Supported Sources & Uses — INCREMENTAL CHANGE
Sources & Uses FY 2019-24 (S Millions)

Table A-1Base Case Projection - Year-Over-Year Change

SOURCES Increase / (Decrease) 2019-20 2020-21 2021-22 2022-23 2023-24
General Fund Taxes, Revenues and Transfers net of items below 253.5 151.6 131.6 132.4 145.6
Change in One-Time Sources (89.7) 101.2 (101.2) (56.2) (45.0)
Children's Fund Property Tax Setaside Revenue 1.9 5.2 4.9 4.8 5.8
Department of Public Health Revenues 3.5 16.3 16.6 17.0 17.4
Cannabis Tax 3.0 4.3 4.3 - -
Other General Fund Support 9.7 5.4 5.0 4.9 5.0

TOTAL CHANGES TO SOURCES 182.0 284.0 61.1 102.8 128.8

USES Decrease / (Increase)
Baselines & Reserves

Municipal Transportation Agency (MTA) Baselines (27.2) (17.5) (15.8) (15.9) (17.3)
MTA New Central Subway (3.5) (6.9) 3.5) (0.4) (0.5)
Children's Fund, Baseline, and Public Education Enrichment Fund (10.5) (15.4) (15.2) (14.8) (16.9)
Housing Trust Fund (2.8) (2.8) (2.8) (2.8) (2.8)
Dignity Fund (3.0 (3.0 (3.0 (3.0 (3.0
Recreation and Parks Baseline (3.0 (3.0 (3.0 (3.0 (3.0
All Other Baselines (6.8) 4.2) (3.6) (3.5) (3.8)
Deposits to General Reserve (5.9) 9.5 (3.0) 13.9 0.1
Other Contributions to Reserves 7.4 (0.5) (0.5) (0.5) (12.4)
Subtotal Baselines & Reserves (55.3) (43.8) (50.3) (30.0) (59.5)
Salaries & Benefits
Annualization of Partial Year Positions (25.1) - - - -
Previously Negotiated Closed Labor Agreements (18.0) (22.8) (1.8) - -
Projected Costs of Open Labor Agreements (65.9) (77.5) (96.9) (99.3) (96.4)
Health & Dental Benefits - Current & Retired Employees (10.4) (25.7) (23.4) (25.2) (26.7)
Retirement Benefits - Employer Contribution Rates (37.1) (12.9) 25.1 25.6 46.7
Other Salaries and Benefits Savings / (Costs) (24.2) 1.8 (7.0) (8.4) 7.2
Subtotal Salaries & Benefits (180.7) (137.1) (104.0) (107.3) (69.2)
Citywide Operating Budget Costs
Minimum Wage and Minimum Compensation Ordinance (18.4) (3.8) 1.7) 8.4) (2.1)
Capital, Equipment, & Technology 2.9 (53.8) 6.7 (19.5) (26.4)
Inflation on non-personnel costs and grants to non-profits (13.5) (35.8) (35.8) (37.4) (38.3)
Debt Service & Real Estate (14.0) (22.4) (10.0) 8.7) (5.3)
Sewer, Water, and Power Rates 1.6) (2.8) (2.9) 3.1) 3.3)
Cannabis Tax Expenditures 2.9 3.4 3.4 - -
Other Citywide Costs (8.1) (5.4) (6.4) (5.8) (6.2)
Subtotal Citywide Operating Budget Costs (55.1) (127.4) (53.5) (82.9) (81.7)
Departmental Costs
City Administrator's Office - Convention Facilities Subsidy 11.2 (5.3) (1.0) (1.0) 1.1)
Elections - Number of Scheduled Elections (5.6) 3.8 0.4) 0.4) 0.4)
Ethics Commission - Public Financing of Elections 0.7) 2.9 (2.0) 1.1 0.7)
Free City College 3.1 - - - -
Mission Bay Transportation Improvement Fund 6.7) 0.2) 0.2) (0.3) 0.3)
Mayor's Office of Housing - HOPE SF and Local Operating Subsidy (10.1) (4.8) (10.1) (3.5) @.7)
Human Services Agency - IHSS (24.7) (16.3) (14.0) (16.1) (22.4)
Public Health - Operating and one-time costs for capital projects 34.0 (9.0) (24.8) (15.7) (16.7)
All Other Departmental Savings / (Costs) 7.5 (2.9) (0.3) 3.7) 0.8
Subtotal Departmental Costs 1.8 (31.7) (52.8) (39.6) (42.4)
TOTAL CHANGES TO USES  (289.4) (340.0)  (260.6) (259.9) (252.8)
Projected Surplus (Shortfall) vs. Prior Year (107.4) (56.0) (199.5) (157.0) (124.0)
Cumulative Projected Surplus (Shortfall) (107.4) (163.4) (362.9) (519.9) (643.9)
2-Year Number (270.8)
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Table 5: Base Case — Key Changes to General Fund-Supported Sources & Uses — CUMULATIVE CHANGE
Sources & Uses FY 2019-24 (S Millions)

Table A-1Base Case Projection - Year-Over-Year Change

SOURCES Increase / (Decrease) 2019-20  2020-21  2021-22 2022-23 2023-24
General Fund Taxes, Revenues and Transfers net of items below 253.5 405.2 536.8 669.1 814.7
Change in One-Time Sources (89.7) 11.6 (89.7) (145.9) (190.9)
Children's Fund Property Tax Setaside Revenue 1.9 7.1 12.0 16.8 22.6
Department of Public Health Revenues 3.5 19.8 36.4 53.4 70.8
Cannabis Tax 3.0 7.3 115 115 115
Other General Fund Support 9.7 15.1 20.1 25.1 30.1

TOTAL CHANGES TO SOURCES 182.0 466.0 527.1 630.0 758.7

USES Decrease / (Increase)
Baselines & Reserves

Municipal Transportation Agency (MTA) Baselines (27.2) (44.7) (60.5) (76.4) (93.7)
MTA New Central Subway (3.5) (10.4) (13.9) (14.3) (14.7)
Children's Fund, Baseline, and Public Education Enrichment Fund (10.5) (25.8) (41.0) (55.9) (72.7)
Housing Trust Fund (2.8) (5.6) (8.4) (11.2) (14.0)
Dignity Fund (3.0 (6.0) 9.0) (12.0) (15.0)
Recreation and Parks Baseline (3.0 (6.0) 9.0) (12.0) (15.0)
All Other Baselines (6.8) (11.0) (14.6) (18.1) (21.9)
Deposits to General Reserve (5.9) 3.6 0.6 14.6 14.7
Other Contributions to Reserves 7.4 6.9 6.4 6.0 (6.4)
Subtotal Baselines & Reserves (55.3) (99.1)  (149.3) (179.4) (238.9)
Salaries & Benefits
Annualization of Partial Year Positions (25.1) (25.1) (25.1) (25.1) (25.1)
Previously Negotiated Closed Labor Agreements (18.0) (40.9) 42.7) 42.7) (42.7)
Projected Costs of Open Labor Agreements (65.9) (143.4)  (240.2) (339.5) (435.9)
Health & Dental Benefits - Current & Retired Employees (10.4) (36.1) (59.5) (84.7) (111.4)
Retirement Benefits - Employer Contribution Rates (37.1) (50.0) (25.0) 0.6 47.3
Other Salaries and Benefits Savings / (Costs) (24.2) (22.5) (29.5) (37.8) (30.7)
Subtotal Salaries & Benefits ~ (180.7) (317.9)  (421.9) (529.2) (598.4)
Citywide Operating Budget Costs
Minimum Wage and Minimum Compensation Ordinance (18.4) (22.2) (23.9) (32.3) (34.4)
Capital, Equipment, & Technology 2.9 (50.9) (44.2) (63.7) (90.1)
Inflation on non-personnel costs and grants to non-profits (13.5) (49.3) (85.2) (122.6) (160.8)
Debt Service & Real Estate (14.0) (36.4) (46.4) (55.1) (60.4)
Sewer, Water, and Power Rates (1.6) (4.5) (7.3) (10.4) (13.7)
Cannabis Tax Expenditures (2.4 (5.8) 9.2) 9.2) 9.2)
Other Citywide Costs (8.1) (13.5) (19.9) (25.7) (31.9)
Subtotal Citywide Operating Budget Costs (55.1) (182.5)  (236.0) (319.0) (400.6)
Departmental Costs
City Administrator's Office - Convention Facilities Subsidy 11.2 6.0 5.0 3.9 2.8
Elections - Number of Scheduled Elections (5.6) 1.7) 2.2 (2.6) (3.0)
Ethics Commission - Public Financing of Elections 0.7) 2.2 0.2 1.3 0.6
Free City College (3.1 (3.2) (3.2) (3.2) (3.2)
Mission Bay Transportation Improvement Fund 6.7) (6.9) (7.0) (7.4) 7.7)
Mayor's Office of Housing - HOPE SF and Local Operating Subsidy (10.1) (14.9) (24.9) (28.5) (30.1)
Human Services Agency - IHSS (24.7) (41.0) (54.9) (71.0) (93.4)
Public Health - Operating and one-time costs for capital projects 34.0 24.9 0.1 (15.6) (32.3)
All Other Departmental Savings / (Costs) 7.5 4.6 4.3 0.7 1.5
Subtotal Departmental Costs 1.8 (29.9) (82.7) (122.4) (164.8)

TOTALCHANGESTO USES  (289.4)  (629.4) (890.0)  (1,149.9)  (1,402.7)

Cumulative Projected Surplus (Shortfall) (107.4) (163.4)  (362.9) (519.9) (643.9)

2-Year Number (270.8)
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DETAIL BASE CASE PROJECTION
CITYWIDE REVENUE PROJECTIONS

The projections outlined in this section highlight changes in the City’s key revenues over the next five years. For
details on the macroeconomic context, please see the Economic Overview section. More detail on specific
revenue assumptions included in this report, are detailed below.

General Fund Taxes, Revenues & Transfers

General Context Underlying Revenue Estimates

This projection assumes continued but slowing growth in tax revenues during the next five years. With the
exception of property tax revenues, which did not decline during the last recession, local tax revenues bottomed
out in FY 2008-09 and FY 2009-10, and returned to pre-recessionary levels by FY 2011-12, one to two years
earlier than projected at the start of the recovery. As of FY 2017-18 year-end, growth rates in a number of tax
revenues, including sales, parking, and real property transfer tax, have slowed. The pace of revenue growth
during the projection period will depend heavily on the strength of the national economy and local technology
industry. Overall, growth rates are projected to continue moderating through the report period.

Voters approved three revenue measures in November 2018, including a new gross receipts tax on cannabis
(Proposition D) and the dedication of a portion of hotel tax revenue to arts and cultural organizations
(Proposition E). While the shift in hotel tax allocations was included in the adopted FY 2018-19 and FY 2019-20
budget, cannabis tax revenues were not. Revenue from the Cannabis Tax measure, after accounting for baseline
and reserve contributions, is estimated to be $2.4 million in FY 2019-20 growing to $9.1 million in FY 2023-24,
and are assumed in this projection. The third measure, a gross receipts tax measure (Proposition C) dedicated to
housing and homeless services is not assumed in this report due to legal uncertainty. This is discussed further
later in this report.

Below are details on specific revenue streams included in the General Fund Taxes, Revenues, and Transfers line
of Table 4.

Property Tax
General Fund property tax revenues are expected to grow from a budget of $1,728.0 million in FY 2018-19 to an
estimated $2,110.0 million in FY 2023-24. General Fund property tax revenue assumptions include:

e Roll growth: The locally assessed secured roll typically grows based upon an annual statewide inflation
factor (California CPI) capped at 2% and new property value assessments triggered by changes in
ownership or new construction. The California CPI is assumed to remain at 2% each fiscal year through
FY 2023-24.

For changes in ownership and new construction, it is assumed that the local secured assessment roll will
grow about 3% in addition to the 2% inflation factor in FY 2019-20, FY 2020-21, and FY 2021-22 for a
countywide total of about 5% annual growth. For FY 2022-23 and FY 2023-24, the additional growth is
assumed to be about 2% on the local secured assessment roll for a countywide total growth of about 4%
per year.

San Francisco experienced significant growth in the local secured assessment roll in FY 2017-18 (11.2%
after non-reimbursable exemptions) and FY 2018-19 (11.3% after non-reimbursable exemptions).
Approximately 60% of this growth was due to enrollment of higher values following a change in
ownership, the result of a historically high number of commercial property transactions, as well as a
sustained effort by the Assessor’s Office to reduce the average time such items spend in its enrollment

Page 28