City of South Lake Tahoe

“making a positive difference now”

October 1, 2016

Honorable Mayor and Members of the City Council:

| am pleased to present the Fiscal Year 2016-2017 (FY 2017) Municipal Budget for the City of
South Lake Tahoe. The 2017 Municipal Budget is balanced from annual revenues, strategically
focused on priorities, and cautiously optimistic.

The City has come a long way since the Great Global Recession of 2008-2009 and this year’s
budget gives us an opportunity to look at where we were just a few years ago to where we are
today as a tale of two cities.

“Tt was the best of times,
It was the worst of times.”

A Tale of Two-Cities -
Chawles Dickens

Between 2010 and 2012, the Great Global Recession caused severe financial strain. The City of
South Lake Tahoe anticipated over $5M in annual structural deficit as projected in the 5-year
plan going forward and saw no ways to improve. We were reactive to the cyclical economy, had
laid off 30% of our workforce, and had to use the reserves the general fund was able to build
from $0 in 2003 to $14M in 2007, to help maintain services.

It is during the worst of times you can make some of the best decisions. Those might be very
difficult decisions, like laying off employees, but the Great Recession provided the City
opportunities to be creative and innovative in how we structure business delivery systems, how
we collaborate as a community, and how we deliver municipal services. Through the ideas
generated from several local private and public working groups, the community developed a
shared vision for the future of the South Shore. Today this city and adjacent towns on both sides
of the Stateline (California and Nevada) are over $100M better off in financial improvements
than they were 5 years ago. The City engaged in prudent planning and forecasting by
developing a strategic plan of action and continuously updating City Council’s priorities. In
recent years this approach has produced some of the best performing budgets in the City’s
history. The City completely restructured health care benefits saving the community over $40M,
reorganized departments, sought new revenue sources, and leveraged grant funds for
necessary projects that often created community jobs. The City focused on Quality Core
Services and strove to deliver. We worked together collaboratively and cooperatively as a
community focused on shared goals, legacy principles, and with a focus on the economy.

As we look forward to the 2016-2017 budget, some of the principal issues that continue to be a
concern are whether or not a recessionary period is on the horizon that may affect the tourism
economy, how to continue to restructure healthcare and OPEB benefits to reduce increases,
and what to expect and how to control pension costs.

Because the City is aware that a recessionary period is right around the corner and that the
tourism economy could slow, we continue to budget revenue increases as flat or slightly higher
than prior year actuals. Because medical industry costs continue to rise exponentially, the City
continues to revise the employee/retiree health plan to reduce budgetary impacts while
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maintaining a high level of coverage. Finally, we continue to strategize about the large increases
in PERS rates and look for solutions to reduce the pension impact on the budget.

We know there are many opportunities for improvement. We need to continue to look for
process improvements, call for public/private capital investment, and invest in technology to
more closely mirror the community we serve. All this can be accomplished if we remain a
strong, stable and focused organization while ensuring the City Council’s vision and priorities
remain focused, collaborative and concise.

Fiscal Year 2016-2017 Budget

The City’s projected revenue for all funds is $76.0M. All funds are listed below and include the
City’s General Fund (general operating fund), Special Revenue, Enterprise, Internal Service,
City’s Debt Service, Capital Improvement and Trust and Agency. All revenues and expenses
are accounted for in these seven fund types as shown in the table below. Each fund type is
comprised of several individual funds for a total of 53 funds. Within each of the fund types, there
are individual cash balances, assets and liabilities, debt (if applicable), revenue and expenses,
and reserves.

The General Fund is the largest fund and includes the resources necessary to provide most of
the City’s core services and day-to-day activities. Transfer of resources between the General
Fund and the other six fund types occurs frequently. These transactions are shown in the
General Fund as “Transfers In or Out.” This transfer to and from other funds occurs to ensure
that the legal and operational requirements of all of the funds are met on a daily basis. It should
be noted that “transfers in or out” between other funds were also utilized during the previous
years to offset budget deficits. Transfers in to the General Fund can mistakenly be interpreted
as an increase in revenue and impact revenue trends; where that is applicable, it will be noted.

City of South Lake Tahoe Fund Types

Number of
Fund Type Examples Funds
General Fund General Fund 1
Snow Removal, Vehicle Replacement, Solid Waste JPA,
TOT revenue fund, gas tax, storm water management
program, Tourism Improvement District, fire and police
safety sales tax, nuisance abatement and vacation home
Special Revenue Funds rental program 35
Airport, Parking Garage, Transit, and Parking
Enterprise Funds Management 4
Internal Service Funds Health, Workers Comp 3
Debt Service City Debt Service 1
Capital Improvement City CIP (Construction in Progress) 4
Community Facilities Districts (CFDs), RD Successor
Trust & Agency Agency Obligation Retirement Fund 5

53
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PROJECTED REVENUES AND EXPENSES for FY 2016-2017 total $76.0M in revenue and
$83.3M in expenses. As noted in the table below, the General Fund will utilize $376K of prior
year designated fund balance resulting in an increase of $1.2M to undesignated fund balance at
the end of 2016-2017. Special Revenue Funds will utilize existing fund balances maintained
within those funds, which occurs routinely as a manner of operations. The Capital Improvement
Program will expend funds received in the prior year before CIP project expenses occurred.

Revenue / Expense by Fund Type

Use of Prior

Year Fund 2016-17 Net
Fund Type ($ mil) Revenue Expense Balance Rev/(Exp)
General Fund S 380 S 372§ 04 S 1.2
Special Revenue 13.9 14.9 1.0 -
Enterprise 2.5 1.8 - 0.7
Internal Service 5.2 4.8 - 0.4
Debt Service 3.1 31 - -
Capital Improvement Program 6.7 15.1 8.5 -
Trust & Agency 6.7 6.4 - 0.2
Total S 76.0 S 833 S 9.8 S 2.5

TOTAL REVENUES (as shown in the chart below). General Fund will generate the largest
percentage of revenues for the City this year (50%), followed by the Special Revenue funds
(18%) (which include snow removal, safety sales tax, and vacation home rental (VHR) fees),
Trust and Agency revenues (9%), primarily used to pay debt service of the former
Redevelopment Agency, and the Capital Improvement Program (9%). Together these funds
account for 86% of the City’s total revenues.

Revenues by Fund Type - All Funds
2016-2017 Budget
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TOTAL EXPENSES (as shown in the chart below) to some extent mirror total revenues
(previous page). The City’s General Fund is the largest expense fund (44%), followed by the
Capital Improvement Program (18%), Special Revenue (18%), and Trust and Agency (8%).

Expenses by Fund Type - All Funds
2016-2017 Budget
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Total Expenses by Categories, All Funds

Further break out of expenses by categories including departments, programs and services for
all funds is illustrated in the chart below. The largest share of expenses is in the Capital
Improvement Program category (18%). Other significant categories include Police (14%), Public
Works (12%), Non-Departmental (11%), and Fire (9%), followed by categories at six percent or

less of total budget expenses.
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General Fund

General Fund revenues for FY 2016-2017 are $38.0M, which is approximately $0.6M above FY
2016 amended budget. The FY 2017 budget philosophy was continued from FY 2015 and FY
2016. This successful strategy eliminates one-time expenses from the budget where feasible,
and includes anticipated revenues using in-depth economic forecasts and analysis. FY 2016-
2017 expenses were conservatively budgeted and reflect the third and last step in
implementation of a three step health care benefit plan cost containment strategy utilizing the
savings from the first two years.

General Fund Revenues

As shown in the chart below, the primary sources of revenue, comprising 61% of all General
Fund revenues, are Transient Occupancy Tax (TOT) (22%), Property Tax (19%), and Sales Tax
(General Sales Tax (13%) and Measure Q (7%)). “Other revenue” category (15%) mainly
reflects TOT revenues collected in the tourist core area, which is primarily utilized to cover debt
service. The FY 2017 General Fund revenues conservatively reflect the trending increases in
TOT, Sales Tax and Property Tax.
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General Fund Revenue Trends

General Fund revenue trends reflect a steady and fairly stable state of the tourism industry in
the community. As shown on the Three-Year General Fund Revenues chart below, Transient
Occupancy Tax has increased, which has been boosted by auditing of hotels and Vacation
Home Rental properties. Property taxes and sales taxes (including Measure Q) are above last
year. The continuing decline in “transfers in” over the past several years reflects the declining
need to transfer in revenue reserves from other funds to balance the budget. As noted
previously, “all other revenue” is primarily former Redevelopment Agency revenue.

3 Year Trend - General Fund Revenues by Type

$6 E FY 2014-15 Actual
$5 EFY 2015-16 Amended
EFY 2016-17 Adopted

Millions
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Top Three General Fund Revenue Sources

Transient Occupancy Tax (TOT), Property Tax and Sales Tax (including Measure Q) revenues
represent 61% of total General Fund revenue for the City.

Transient Occupancy Tax

Transient Occupancy Tax (TOT) represents 22% of the projected total General Fund revenue
for FY 2017. The TOT is levied at 10% per dollar of daily room prices in hotels, motels and
vacation homes used by visitors staying in South Lake Tahoe for less than 30 days. For lodging
located within the former South Tahoe Redevelopment Agency’s (now the Successor Agency)
Project Area #1, the TOT rate is 12%. A portion of the 12% TOT funds are held in Trust until
such time as they might be needed to support the repayment of redevelopment debt for
construction of the Heavenly Village project.

Recent history shows that TOT peaked in 2006 at $5.8M and dropped to a low in 2011 at
$4.7M. Since that time TOT has shown steady improvement and is projected to double in 2016
over 2011 at $9.4M (projected not shown below). Year over year analysis shows a healthy
balance between winter and summer revenues indicating a shift from reliance on winter snow
levels to a more balanced visitor flow over the two main seasons of winter and summer. While
TOT has shown a very strong recovery since 2011, conservative budgeting is projecting a
modest increase of 4% in 2017 (over 2016 budget) followed by 1% annual increase through
2022.

Transient Occupancy Tax (including audits)

Actual Actual Budget Budget Forecast | Forecast | Forecast | Forecast | Forecast
FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022
$6,869,321 |$7,977,274 |$8,295,699 [$8,595,717 |$8,681,674 [$8,768,491 |$8,856,176 |$8,944,738 |$9,034,185
16% 4% 4% 1% 1% 1% 1% 1%
Transient Occupancy Tax
$10,000,000
$9,000,000
$8,000,000
$7,000,000
$6,000,000
$5,000,000
$4,000,000 -
FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022
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Property Tax Revenue

Property tax revenue represents 19% of General Fund revenues. The City receives
approximately 20% of the 1% levy on assessed taxable value of all real property within the City
limits. Property tax revenue continued to decline long after the Great Recession was officially
“over” and the country was in recovery. Starting in 2013 property tax receipts began to recover
and continued with a 3.5% and 4.7% increase in 2014 and 2015 respectively. Projected
receipts (not shown below) for 2016 show a 5.3% increase over 2015. The City is projecting
modest, but steady increases through 2022. However, historical trends indicate an economic
slowdown should be expected between 2017 and 2020.

A review of the historical data is indicative of the rise and fall of housing prices in South Lake
Tahoe. Given that property tax revenues are a significant percentage of General Fund
revenues, it is critical the City keep an eye on historical trends and if property values increase
significantly again, as they did in 2005-2006, the City should not expect increases to continue
indefinitely, but rather budget those revenues for one-time expenses or set aside those
revenues for future expenses in times when home prices decline.

Property Tax

Actual Actual Budget Budget Forecast | Forecast | Forecast | Forecast | Forecast
FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022
$6,267,156 |$6,563,991 |$6,817,093 [$7,167,093 |$7,274,599 [$7,383,718 |$7,494,474 |$7,606,891 |$7,720,995
3.5% 4.7% 3.9% 5.1% 1.5% 1.5% 1.5% 1.5% 1.5%
Property Tax
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Sales Tax Revenue

Sales tax, including Measure Q, is the City’s third largest revenue source and represents 20% of
the total projected General Fund revenue for FY 2017, which is a 1.4% increase over FY 2016.
Out of the 20%, Measure Q represents 7% of the total revenue for the General Fund. Sales tax
revenues have been less volatile than TOT and property taxes. In FY 2014 and FY 2015, sales
tax revenue showed a 9% and 3.7% increase respectively. Projected revenues for 2016 are
$7.7M or 12.5% over 2015. Based on analysis by outside consultants, the City is projecting a
modest 1.4% increase in 2017 (over 2016 budget) followed by 1.5% annual increase through
2022.

Sales Tax (including Measure Q)

Actual Actual Budget Budget Forecast | Forecast | Forecast | Forecast | Forecast
FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022
$6,609,022 |$6,855,543 |$7,363,823 [$7,468,000 |$7,580,020 |$7,693,720 |$7,809,126 |$7,926,263 [$8,045,157
9.0% 3.7% 7.4% 1.4% 1.5% 1.5% 1.5% 1.5% 1.5%
Sales Tax

$8,500,000

$7,500,000

$6,500,000 -

$5,500,000 -

$4,500,000 -

$3,500,000 -

52,500,000 - T T T T T T T T

FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022
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General Fund Expenses

General Fund expenditures are programmed at $37.2M. Evaluating expenses by department
demonstrates the City’'s commitment to public safety (fire and police) and public works, the
primary services on which the City was founded. Those services comprise 51% of the City’s
General Fund expenditures. Police services comprise the largest share of General Fund
expenditures (25%), followed by Fire (14%). The Public Works Department comprises 12%. The
remaining 49% is utilized by General Government, Administrative Services, Development
Services and Recreation, totaling 24% with Non Departmental expenses consuming the
remaining portion and primarily include debt service and transfers out for Street and Snow
Removal operations.

General Fund Expenses by Department

General
Government Administrative
. Development
] 8% Services "
Public Works 7% Services
0
12% | r 5%
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Non
Departmental
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Police 25%
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Personnel — The Primary Cost of Public Services

The primary product of municipal government is to provide functional services to the community
(police, fire, parks & recreation, capital improvements, public works and development services)
and the services that support those functions (human resources, legal, finance and
communications); therefore, the largest portion of the City’s expense is personnel: salaries,
pension, health care and other benefit costs. Over the years, salaries and benefits as a
percentage of total General Fund expenditures remained stable. In the FY 2017 General Fund
budget, these expenses represent 62% of total General Fund expenses.

As noted in the table below, when evaluating General Fund salaries and benefits by
Department, Police, Fire, and Public Works (core services) continue to comprise the majority of
expenditures at 73% of salaries and benefits.

Salaries and Benefits by Department

Police $8,631,883 37%
Fire 4,914,350 21%
Public Works 3,390,291 15%
General Government 1,932,791 8%
Administrative Services 1,839,375 8%
Development Services 1,898,657 8%
Recreation 915,659 4%
Vacancy Factor -300,000 -1%
Total 23,223,006 100%

The chart below shows a comparison of salaries and benefits by collective bargaining group.
Between adopted FY 2016 and FY 2017, the budget for temporary employees has increased
primarily in Parks Maintenance and Recreation divisions due to service demands. Safety Fire
salaries and benefits increased primarily due to the transfer of Fire JPA employees into the
General Fund in FY 2017.

Salaries and Benefits, by Collective Bargaining Group

% Difference % of total
Salaries & Benefits FY 2016 FY 2017 2017 to 2016 2017 S&B
Safety Police S 5,939,898 S 6,387,913 7.5% 28%
Safety Fire 4,001,414 4,593,694 14.8% 20%
Misc. 10,690,177 10,991,957 2.8% 47%
Total Salaries & Benefits S 20,631,489 S 21,973,564 6.5% 95%
Temp Employees 544,140 760,622 39.8% 3%
Overtime 759,682 788,820 3.8% 3%
Vacancy Factor (200,000) (300,000) 50.0% -1%
TOTAL S 21,735,311 S 23,223,006 6.8% 100%
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CalPERS Pension Cost

City of South Lake Tahoe is a member of California Public Employees’ Retirement System
(CalPERS). CalPERS-required contribution rates comprise two portions — the employee rate
and the employer rate. The CalPERS employee rates were intended to mirror Social Security
payroll contributions (6.45%) paid by private sector employees. In the early 2000s, investment
returns at the CalPERS were sufficient to fund pension without an employer contribution. The
enhanced benefits and investment losses caused by the market decline during the Great
Recession created a significant unfunded liability and required substantial, continuous increases
to employer contribution rates. As shown on the chart below, in the 15 years that followed,
pension expenditures have become an increasingly larger part of the City’s annual budget.
Employer contribution rates have increased from zero percent (0%) as a percentage of salary,
to a high of 77.3% for safety employees and tripled for miscellaneous employees increasing
from 9.7% in 2005 to 30.8% in 2016.

HisToRrICAL EMPLOYER PENSION CONTRIBUTION RATES
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Prior to the enactment of Governor Brown’'s 2013 Public Employee Pension Reform Act
(PEPRA), the City recognized that a change was needed. By 2012 all employee groups were
paying their full employee share (7% to 9% of salary). PEPRA requires public sector employees
contribute 50% of the “normal” cost of CalPERS rates by 2018. For most of the City’s public
safety employees that required an additional three percent (3%) contribution. During the 2014
negotiations, this adjustment was agreed to and was implemented in late 2015 (“Swap”).

In late 2014 the City issued pension obligation bonds to pay off the Public Safety side funds in
the amount of $11.5M. The impact of this action will save the City an estimated $2.8M over the
remaining 12 years of the Bonds (roughly $233,000 annually).
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In 2015 CalPERS changed the way that they assessed Cities pension rates. Instead of simply
continuing to raise the percentage rate assessed on payroll, they reduced the percentage rates,
and at the same time implemented an additional flat amount due each year toward unfunded
liability. These two changes (the payoff of the “side fund” and unfunded liability payments),
produced the significant drop in the employer contribution rate for the Safety plan in 2015 as
reflected on the previous chart.

The table below shows the budgeted pension cost for FY 2017. The debt service on the
pension bonds and payments toward unfunded liability are not included in the General Fund
number below.

Safety Police 1,348,223
Safety Fire 1,063,776
General & PW 897,670
Other Misc 1,270,311
TOTAL 4,579,980

City’s Self-Insured Health Care Benefit Plan

The rising cost of health care is understood as a serious problem throughout the United States.
In 2010 the federal government adopted the Patient Protection and Affordable Care Act (“ACA”)
with the majority of provisions phased in by January 2014. Because the City is self-insured, we
required to adopt a Healthcare Plan that meets the Affordable Care Act requirement. Further
adding to the City’s unfunded health care liability is the number of lives for which the City is
providing medical coverage. Although the City only employs about 180 permanent employees,
the City is covering the medical expenses for approximately four times that many people. The
City covers the medical expenses for approximately 800 lives, about half of which are retirees
and their dependents.

As has been explained in many public meetings, workshops and for many years in the City’s
budget messages and presentations, the City’s Healthcare benefit plan is full of design flaws
contributing significantly to the high cost of benefits. The City has implemented many cost-
containment strategies over the years. Employees (and retirees because they receive the same
plan as employees) have been subjected to frequent changes in the benefit plan. Over the
years, the Healthcare Plan included increased deductibles, reduced and eliminated coverages,
and eliminated participants. The Healthcare plan benefit has remained undefined, unreliable
and therefore unsustainable.

A Healthcare Plan, with Options

The City has had one medical/health benefit plan for all employees for many years. Medical
coverage and health benefits are not suitable to a one-plan-fits-all approach.
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In 2014 the City negotiated in good faith with represented and unrepresented employees of
which all have entered into agreements with the City. The agreements included a new
Healthcare Plan, which included a basic plan and for the first time — ever — employees had the
option to purchase additional health benefits to choose the plan best suited for them and their
family (retirees received the same plan as employees (“Plan A”) and were also offered the
option to purchase optional plans).

While this restructuring helped to reduce annual costs, for 2017 the rates for the City’s medical
plan increased 20-30%. Further restructuring was required and implemented eliminating the
optional Plan E with very low deductible and improving the City-provided Healthcare Plan, Plan
A, which meets the regulations of the Affordable Care Act. Plan participants continue having the
option to purchase other improved benefit plans with reduced out of pocket expenses and
deductibles. Because “Plan A” meets the federal regulations, the City’s Healthcare Plan is a
plan that employees and retirees can rely on. Plan A provides 100% of many important ‘well-
care’ visits and $50 co-pay for office visits.

The following shows actual health care costs for 2014 & 2015, budgeted for 2016 & 2017 and
projected for 2018 — 2022.

Health Care Cost

Actual Actual Budget Budget | Forecast| Forecast| Forecast| Forecast| Forecast
FY 2014| FY 2015| FY 2016| FY 2017| FY 2018| FY 2019| FY 2020| FY 2021| FY 2022
EE | $2,478,33| $2,568,99( $1,995,61( $2,069,65( $2,173,13{ $2,281,79( $2,395,88( $2,515,68( $2,641,46
Ret | $1,434,94] $1,021,58{ $1,025,00{ $1,025,00({ $1,076,25( $1,130,06{ $1,186,56( $1,245,89; $1,308,18
Total| $3,913,27] $3,590,58} $3,020,61( $3,094,65| $3,249,38{ $3,411,85{ $3,582,45] $3,761,57{ $3,949,65
Health Care Cost
$5,000,000
$4,500,000

$4,000,000 -

$3,500,000

$3,000,000

$2,500,000 I I

$2,000,000 - T T T T T T T T T

FY 2013 FY 2014 FY 2015FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022

Other Post-Employment Benefits (OPEB)

Five years ago the City’'s OPEB liability was approximately $48M — of which 92% was unfunded.
Had the City made no changes, its liability today would exceed $53M (and growing).
Restructuring of the health and medical benefits for employees and retirees, described above,
substantially reduced the City’s OPEB liability. An actuarial analysis completed in March 2015
indicated a reduction of 73% as a result of these changes.
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General Fund Reserves

25 % General Fund Reserve Policy

As shown on the chart below, in 2003, the City’s General Fund Reserves were zero. Consider
that at the same time, pension costs were also zero. As pension costs rose, the City adopted
and implemented a General Fund Revenue Reserve policy (2005) requiring 25% of General
Fund revenue to be set aside in reserves. As a result, by 2007, reserves had grown to $14M
providing a much-needed safety net to draw from as the recession began and as it worsened.
Between 2008 and 2012, to balance the budget, the City utilized excess reserve funds to help
offset the impacts of the recession. The City’s reserves did not go below its adopted 25%
reserve policy and were maintained even as excess reserves were utilized to fill the budget
gaps. Looking back, had the City not adopted the 25% reserve policy and maintained it
throughout the recession, the City would likely not have been able to maintain basic services.

At the conclusion of FY 2016, the General Fund Reserve Fund Balance is projected at $13M,;
$3.7M over the City Council's 25% reserve requirement of $9.3M. Going forward, the General
Fund is balanced in each of the next 6 years including FY 2017, slowly adding to the
unassigned excess reserves. Five-year projected fund balances demonstrate wise debt
management, debt refinancing and reduction of unfunded liabilities.

GENERAL FUND RESERVES 2003-2022

Millions

B Unassigned Excess

M 25% Reserve Policy

Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual | Actual Projected Budget |Forecast|Forecast|Forecast|Forecast|Forecast
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Summary

The FY 2017 budget demonstrates a continued commitment to the City Council’s strategic
priorities to Improve the Built Environment and Fiscal Sustainability. The budget is balanced,
representing staff's focused effort in anticipating the community needs, reflecting prudently
projected revenues, conservative to economic indicators, and necessary expenses budgeted
with minimal increases.

On behalf of an incredible team, the 2017 Budget is hereby Respectfully Submitted,

Naﬁcﬁ(erry, City Manager



