m Click anywhere on cover to access Table of Contents
CITY OF

CAPITAL OF SILICON VALLEY

California

Comprehensive Annual Financial Report

Dr. Martin Luther King Jr. Library

Year Ending June 30, 2004



DR. MARTIN LUTHER KING. JR. LIBRARY
RECIPIENT OF THE THOMSON GALE/LIBRARY JOURNAL 2004 LIBRARY
OF THE YEAR AWARD

The San José Public Library (SJPL) and the San
José State University Library (SJSU) have been
awarded the prestigious Thomson Gale/Library
Journal 2004 Library of the Year Award for their
path-breaking collaboration on the new Dr. Martin
Luther King, Jr. Library and system-wide
integration of materials and services.

"Great cities have great libraries,” said Mayor
Gonzales. “Our residents know that libraries are
essential for learning, literacy and quality of life,
and they have strongly supported their
improvement and expansion throughout San
José. We are very proud of the national
recognition for what our community has achieved
together."

"We are very pleased to receive this prestigious
award,” said SJSU Interim President Crowley.
“Our library collaboration has provided a unique
information hub for the entire community, offering
access to the university collections as well as the
public library system’s resources. Today’s
libraries are a gateway to information literacy that
provide the tools for people of all ages to explore
lifelong learning opportunities."

The Library Journal praised the city and
university’s combined efforts on the King Library
saying, “What it triggered in cooperative planning
between university and city, in risk-taking and
vision by local politicians, city officials, university
administrators, and library managers and staff
was truly unique. It is that incredibly complex and
difficult work that won the Gale/Library Journal
2004 Library of the Year Award."

The Library Journal also applauded the city and
the university for emphasizing the value of
branch libraries and making all library materials
available through the branches. “In 2000, 76
percent of San José voters approved a $212
million bond measure to build six new branches
and renovate 14 others. The first bond measure
on the city’s ballot in 30 years, it was the largest
ever passed. SJPL has already opened one new
branch and four are currently under construction.”
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CITY OF M
SAN J OSE - Office of the City Manager

CAPITAL OF SILICON VALLEY

December 2, 2004

HONORABLE MAYOR and CITY COUNCIL

THE COMPREHENSIVE ANNUAL FINANCIAL
REPORT OF THE CITY OF SAN JOSE

We are pleased to present the 2003-2004 Comprehensive Annual Financial Report (CAFR) for the City of
San José (City) as required by Sections 805(a) and 1215 of the City Charter. Responsibility for both the
accuracy of the data presented in this report, and the completeness and fairness of the presentation
including all disclosures, rests with the City. We believe the data, as presented, are accurate in all
material aspects and presented in a manner designed to fairly set forth the financial position, and
changes in financial position, of the City as measured by the financial activity of its governmental
activities, business-type activities, each major fund, and the aggregate remaining fund information, and
that all disclosures necessary to enable the reader to gain the maximum understanding of the City's
financial affairs have been included.

The CAFR is organized into three sections:

s« The Introductory Section is intended to familiarize the reader with the organizational
structure of the City, the nature and scope of the services it provides, and the specifics of
its legal operating environment. The introductory section includes this letter of transmittal,
the Certificate of Achievement for Excellence in Financial Reporting, the Certificate of
Award for Outstanding Financial Reporting, the Certificate of Award for Excellence in
Operational Budgeting, the City's organizational chart and a list of principal officials. The
letter of transmittal is designed to complement Management’s Discussion and Analysis
(MD&A) and should be read in conjunction with it. The City's MD&A can be found
immediately following the report of the independent auditors.

Ensuring the financial integrity of our public institutions is crucial to maintaining the
public’s trust. Federal legislation and the Securities and Exchange Commission require
top executives of public companies to attest personally to the accuracy of their
companies’ financial results. Although this legislation does not apply to governmental
agencies, the City of San José is voluntarily including oaths from the City Manager and
the Finance Director as part of the June 30, 2004 Comprehensive Annual Financial
Report attesting to the accuracy and reliability of the data.

s The Financial Section is prepared in accordance with Governmental Accounting
Standards Board Statement No. 34 (GASB 34) requirements including the independent
auditor’s report, MD&A, the audited basic financial statements, notes to the basic
financial statements, required supplementary information, supporting statements and
schedules necessary to fairly present the financial position and the changes in financial
position of the City in conformity with accounting principles generally accepted in the
United States. The audited basic financial statements include the government-wide
financial statements that present an overview of the City’s entire financial operations and
the fund financial statements that present the financial information of each of the City’s
major funds, as well as nonmajor governmental, fiduciary and other funds.

v
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e The Statistical Section contains comprehensive statistical data on the City’s financial,
physical, economic, social, and political characteristics.

In addition to its annual audit, the City is required to undergo a single audit in conformity with the
provisions of the Federal Single Audit Act Amendments of 1996, the U.S. Office of Management and
Budget Circular A-133, Audits of States, Local Governments and Non-Profit Organizations and
Government Auditing Standards issued by the Comptroller General of the United States.

REPORTING ENTITY

San José has long been recognized as one of the best-managed and safest big cities in the nation. San
José is a charter city that has operated under a council-manager form of government since 1916. Under
the City Charter, the Mayor and City Council form the legislative body that represents the community and
is empowered to formulate citywide policy. The City Council consists of a Mayor and ten Council
Members. The Mayor is elected at large for up to two four-year terms. Council Members are elected by
district, also for up to two four-year terms. Under the Charter, the Mayor recommends policy, program
and budget priorities to the City Council, which in turn approves policy direction for the City. The City
Manager is appointed by the Council and serves as the chief administrative officer of the organization.
The City Manager is responsible for administration of City affairs, day-to-day operations,. and
implementation of Council policies. In addition to the City Manager, the City Attorney, City Clerk, City
Auditor, and Independent Police Auditor are appointed by and report directly to the City Council.
Additionally, the City Council, acting as the Redevelopment Agency Board, appoints the Executive
Director of the Redevelopment Agency to administer redevelopment projects.and programs.

The City provides a full range of municipal services, including police and fire protection, sanitation
services, environmental management, construction and maintenance of highways, streets and
infrastructure and the administration of recreational activities and cultural events. The City operates a
downtown parking program, a municipal water system, a wastewater treatment facility, the Norman Y.
Mineta San José International Airport and three municipal golf courses. In addition, it oversees
convention, cultural event and hospitality facilities that include History San José, the Center for the
Performing Arts, the San José McEnery Convention Center, the Dolce Hayes Mansion Conference
Center and the HP Pavilion at San José; home of the San José Sharks of the National Hockey League.

San José is the county seat of Santa Clara County. It is the eleventh largest city in the United States and
the third largest in California. The City covers approximately 177 square miles at the south end of San
Francisco Bay. The oldest city in California, San José developed from a Spanish pueblo established on
November 29, 1777. The City has a 2003 population of 926,200". From its rich agricultural setting of
earlier days, San José has dramatically transformed into the center for information technology known as
the “Capital of Silicon Valley”. Service, manufacturing, retail and government sectors provide well over
half of the City's employment.

This report includes all funds of the City, as well as all governmental organizations and activities for which
the City Council has financial accountability. These organizations include the Redevelopment Agency of
the City of San José, the Parking Authority of the City of San José, the San José-Santa Clara Clean
Water Financing Authority, and the San José Financing Authority.

ECONOMIC CONDITION and OUTLOOK

The City's average unemployment rate for calendar year 2003 was 9.6%, which was higher than the
state-wide average of 6.7%°. The regional economic decline that began in early 2001 has persevered
longer and with greater severity than the best economic experts predicted. Stagnant revenue
performance, coupled with the job losses and a continuing relatively high unemployment rate in Silicon

! State Department of Finance
? State of California, Employment Development Department, Labor Market Information Division
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Valley, provide little evidence that the local economy is on the verge of a significant recovery. This
downturn has significantly impacted many of the economically sensitive revenues that support City
services. General Sales Tax receipts, the largest revenue source in the General Fund, dropped for ten
consecutive quarters before registering a slight upturn in the last three consecutive quarters. On a
positive note, it is a reflection of the City Council’s conservative approach to fiscal management that,
despite the many negative economic factors influencing City finances, San José has maintained its
excellent general credit ratings, which are the highest of any large California city.

The City Council approved a balanced General Fund budget for Fiscal Year (FY) 2004-05, closing a
funding gap of approximately $69.8 million. However, the State budget balancing provisions approved in
July 2004 created an additional $11.4 million shortfall in the City's General Fund for FY 2004-05 from
reduced Vehicle License Fee Property Tax replacement revenues ($11.1 million) and corresponding lost
Interest Earnings ($300,000). On August 31, 2004, the City Council approved the necessary actions
contained in the Mayor's June Budget Message to utilize the Compensation/State Budget Impact
Contingency Plan Earmarked Reserve totaling $2.0 million and implement a new Emergency
Communication System Support Fee to resolve the $11.4 million General Fund revenue shortfall created
by the State Budget balancing actions.

SIGNIFICANT EVENTS and ACCOMPLISHMENTS

San José is committed to providing excellent municipal services to its diverse residents and visitors. The
City organization is structured into seven City Service Areas (CSAs) that integrate services provided in
individual departments and offices into the City's key lines of business as viewed from the community’s
perspective. The following graph illustrates the central positioning of these cross-departmental CSAs that
provide a forum for strategic planning in linking corporate priorities with council policy:

CITY OF SAN JOSE
CONNECTING POLICY DIRECTION WITH SERVICE DELIVERY
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CSA highlights of activities and accomplishments for the fiscal year (FY) ended June 30, 2004, include
the following:

Aviation Services

« In June 2004, JetBlue Airways began new nonstop service between San José and New York’s John
F. Kennedy International Airport. By linking San José with New York City, JetBlue’s new service will
offer greater opportunities for business and tourism markets that will benefit Silicon Valley and its
economy.

< With the City Council’s recent certification that the City has met the Airport Security and Traffic Relief
Act (ASTRA) requirements, the City is now embarking on a major capital program to construct the
new North Concourse followed, over the next several years, by the South Concourse and Central
Terminal. The North Concourse project includes a state-of-the-art concourse with improved gates,
jetways and food, beverage and retail shopping concessions. The project also integrates new federal
security requirements and improvements for customer service.

« The City Council passed revisions to the Airport curfew ordinance in October 2003 to take effect
immediately. The City’s curfew restricting night flights is now based on specific noise criteria rather
than on aircraft weight limits.

Economic and Neighborhood Development Services

+« In December 2003, the City Council adopted an Economic Development Strategy to provide vision for
how San José can excel economically over the next five years and how the City and its partners
(private, nonprofit, public sector) can work together to achieve success. The City Council identified
four initiatives as the City’s economic development top priorities in the first year: diversify San José’s
economic base and preserve/create middle-income jobs; support start-up and growth of local
businesses, small and large, in tech as well as non-tech fields; develop strategic partnerships with
San José State University to drive innovation and economic impact; evolve and position Downtown
San José as a unique creative and cultural center of Silicon Valley.

R/
*

In 1999, the Mayor and City Council set a five-year goal of building 6,000 affordable homes. The City
has surpassed this goal in which 6,099 affordable homes have been built over the past five years that
cater to families, seniors, single occupants, and special needs residents. The completion of the Villa
Solera Apartments in April 2004 surpassed the City’s goal.

®,
0‘0

The successful growth of Santana Row, a strong mix of retailers in a unique environment, is an
example of the City’s continuing effort to encourage and accommodate retail interest in San José.
Federal Realty, the owners of Santana Row, has recently purchased the Westgate Mall in San José
and expects to continue to enhance the City’s retail environment.

% The City’'s Teacher Homebuyer Program continues to be an outstanding success in one of the
nation’s most expensive housing markets. In April, 2004, the City celebrated the 400" homebuyer
loan under this program.

Environmental & Utility Services

% The City maintained its ranking as the number one recycler among the nation’s top tier cities (based
on population). Citizens and businesses participating in the recycling programs offered by the City
diverted 62% of the solid waste stream away from landfills and into productive lifecycles.

« The West Valley Library opened during the fiscal year amid international acclaim for its environmental
friendliness. The U.S. Green Building Council dubbed it the nation’s — and world’s — first “green”
library during a special presentation to the City Council.

% Anti-graffiti efforts went high-tech in FY 2003-04 with motion-sensitive devices that trigger cameras to
photograph vandals in the act. Cameras have been set up at 13 locations where graffiti has
traditionally been a problem. Between 1999 and 2004, graffiti has been reduced 96% Citywide.
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« The Municipal Water System completed facilities for delivering drinking water and recycled water to
the North Coyote Valley during the fiscal year. A new 3.6 million gallon potable water tank with
connecting pipelines and two wells were built, and work on a third well has begun. These facilities
are timed to serve the Metcalf Energy Center when construction is completed and testing begins in
2005.

Public Safety

*

o,
*

During the fiscal year, the Public Safety capital program completed its first project, the Central
Community Police Center. This project was funded through the Neighborhood Security Act Bond
Measure approved by voters in March 2002. The Central Community Police Center project provided
upgrades and site improvements to the existing community police station in Alviso. The Public Safety
five year Capital Improvement Plan includes the construction of a South San José Police Substation,
four community policing centers, a driver safety training center, a 9-1-1 communications dispatch
center, construction of four new fire stations as well as improvements to the City’s Fire Training
Center. -

e
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The upgrade of the existing Computer-Aided Dispatch (CAD) system, the critical emergency dispatch
and records system utilized for Police and Fire Services, went “live” in 2004. The improvements to
the system will add capacity and allow for flexibility to manage changing technologies.

* The San José Police Department is the first police department on the West Coast to achieve full
deployment of the X26 Taser for first-responder uniformed officers. The X26 Taser is an effective
and important “less lethal” tool for the officer on the street. The Taser enables officers facing resistive
or violent suspects to take control of these individuals quickly and safely. The Police Department has
620 of the devices deployed in the Patrol Division.

Recreation and Cultural Services

% The Dr. Martin Luther King, Jr. Library opened to the public on August 1, 2003. This unique
partnership between the City of San José and San José State University that created one new
library to serve the needs of the community and the campus has been a success since the moment
it opened. The eight-story building contains over 1.5 million books and other materials, 3,500 seats,
and 400 computers with access to many databases and specialized resources.

% The City of San José and San José State University received the prestigious Library of the Year
Award for 2004 from Thomson Gale/Library Journal. The Award honors the North American library
that most profoundly demonstrates outstanding community service. This year, for the first time, the
award was given to two agencies because of their unique partnership in the joint Dr. Martin Luther
King, Jr. Library. The award recognized the innovative services that are delivered through the branch
libraries as well as the success of the Dr. Martin Luther King, Jr. Library.

o
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The City also received the prestigious 2004 League of California Cities Helen Putnam Award for
Excellence for the Dr. Martin Luther King, Jr. Library. The City was honored for its leadership in
interregional cooperation.

2
*

The library projects identified for funding in the $212 library bond measure approved by San José
voters in November 2000 are well under way. The new 24,000 square foot Vineland Branch Library
celebrated its grand opening on January 17, 2004. It is the first of twenty projects funded by the
bond measure to be completed. Construction of the Tully Community branch and the Berryessa
branch is well underway and both are expected to open in early 2005. Groundbreakings were held
for the Alum Rock and Rose Garden branches as well as the joint Alimaden Community Center and
branch library. Five more bond-funded projects are currently in the design stage. Community input
into the location, design, and construction of the branch libraries continues to be an essential part of
the program.
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% The projects identified for funding in the $228 million park and recreational facility improvements
bond measure approved by San José voters in November 2000 have made significant progress.
The 2000 Park Bond Program consists of 95 projects, including neighborhood park renovations,
community centers, trails, citywide parks and sports parks. As of the close of FY 2003-04, 72
projects were completed and the remainder are scheduled for completion in future years.

Transportation Services

% During FY 2003-04, the City continued to work on the Bay Area Rapid Transit (BART) to San José
project. The City has located two full-time employees on-site at the Valley Transportation Authority
(VTA) to work directly with the BART Team throughout the Preliminary Engineering process. The
City continues to work with VTA, BART, and neighboring cities to complete the Environmental Impact
Statement/Environmental Impact Report, which is due to be completed by the end of calendar year
2004. Preliminary Engineering on the project will continue through early 2006 with the target of
construction beginning as early as 2008.

« During FY 2003-04, the Valley Transportation Authority (VTA) light rail expansion program hit a major
milestone on June 23, 2004 with the opening of the $435 million, 8.2 mile Tasman East/ Capitol Light
Rail Transit Project. The Tasman East/Capitol Project is an extension of the Guadalupe Corridor and
provides service from the job centers in North San José, through Milpitas, and into East San José.
Eleven new stations were constructed as part of the project. Community involvement in the artwork
program, landscaped medians and roadway improvements has made a significantly positive impact
along the corridor. The Vasona Light Rail Transit Project, which will provide light rail service from
Downtown San José, through Willow Glen and into Downtown Campbell is scheduled to be
completed in mid-2005.

s The highlights of highway projects during FY 2003-04 include the opening of Route 87 from
Downtown San José to US 101. Included in the Route 87 Project was the opening of the Skyport
Drive Interchange, providing direct service to Mineta San José International Airport. Construction of
the 1-880/Coleman Avenue Interchange Project began in March 2004 and is expected to be
completed in mid-2006. In addition to relieving traffic congestion in the area, this $81 million project is
also directly linked to the City's ability to construct the improvements associated with the expansion of
the Mineta San José International Airport.

% Traffic Calming continues to be a high priority for the City and the community. In FY 2003-04,
speeding was actively enforced on more than 160 neighborhood streets through the Neighborhood
Automated Speed Compliance Program (photo radar). In addition, solar powered flashing beacon
lights were installed in two neighborhoods to enhance conditions for pedestrians using the
crosswalks, and thirty-one school radar speed display signs were installed near schools to be utilized
during the school drop off and pick up periods, when the legal speed limit adjacent to the schools
drops to 25mph.

Strategic Support Services

% During FY 2003-04, despite the challenging economic environment, the City maintained its excellent
general credit ratings of Aa1/AA+/AA+ which were reaffirmed by Moody’s, Standard & Poor’s and
Fitch. These high credit ratings reflect the City’s diverse economic base, strong financial position,
moderate debt burden and prudent financial management policies.

% In April 2004, the City was named one of “America’s Most Livable Communities” by Partners for
Livable Communities, a national group based in Washington, D.C. The award recognizes American
communities that have raised the banner of “livability” as a standard of excellence for municipal
performance. Although thirty communities of all sizes across the nation were recognized, San José is
one of only three large cities to receive the distinction. The communities honored in 2004 were
evaluated on their strategies, visions, and actions in preparing for changes in the economic
environment, as well as for creativity, leadership and collaborative efforts across ten areas: City
Center, Housing, Regionalism, Tourism, Leadership, Neighborhoods, Environment, New Economy,
Human Development, and Finance.
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« The new San José City Hall complex, located on Santa Clara Street between Fourth and Sixth
Streets, completed the steel erection on the 18-story tower in January 2004. The 535,000 square
foot complex comprised of office and public space will include the 18-story tower, Council Chamber,
domed rotunda, plaza and underground parking. With steel framing complete and exterior finishing
underway, these structures add shape and texture to the downtown core. When completed, the new
City Hall will provide a work environment designed to enhance efficiency and effectiveness of city
operations, by improving the delivery of public services through consolidation of many City services in
one geographic location that are currently provided in multiple locations throughout the City.

% The City received the American Public Works Association 2004 Management Innovation Award. This

award recognizes an individual, team or organization for the development, management, and

implementation of a creative idea, device, process, or system that enhances the goals of public works
in serving the public and protecting the environment. The City was recognized for the Capital Project

Management System, a project-tracking database developed by the City into a comprehensive

collection of project management tools that assist in the on-time, on-budget delivery of quality

projects in the City’s $3.5 billion Capital Improvement Program.

FIVE-YEAR CAPITAL IMPROVEMENT PROGRAM

The City publishes a five-year Capital Improvement Program (CIP) which guides the City in the planning,
scheduling, and budgeting of capital improvement projects during the next five-year period. The CIP is
updated annually and approved by the City Council. Significant issues and projects included in the
Proposed 2005-09 CIP, presented within the CSA structure, are as follows:

Aviation Services

e The CIP for the Norman Y. Mineta San José International Airport (Airport) totals $2.1 billion and
contains eighty capital projects. The program is focused on the implementation of security driven
projects in the near term, with other projects programmed to coincide with anticipated passenger
demand levels.

e The Consolidated Terminal concept, which includes the North Concourse Building, the South
Concourse Building and the Central Terminal Building, was approved by the City Council in 2001.
The design and construction of the North Concourse Building is included in the CIP to implement
federal Aviation and Transportation Security Act mandated security improvements, including a
permanent, automated in-line explosive detection baggage screening system, security screening
space, ticketing and baggage claim operations, holdrooms and jet bridge gates. The design and
construction of the South Concourse Building and planning and design of the Central Terminal are
being undertaken in recognition of the fact that current terminal facilities cannot serve the long-term
passenger growth that is anticipated. Although the CIP shows a plan for implementation of the
Consolidated Terminal Concept, actual implementation may vary based on the need to meet air
carrier activity demand.

e The CIP also includes plans for the design and construction of parking structures. Major structures
include the Rental Car Garage Phase I, South Concourse, an eventual multi-level 10,000 space
rental car parking garage, and a Short-Term Public Parking Garage to provide a multi-level 4,000
space parking garage facility in front of the terminal facilities.

¢ A portion of the CIP is allocated to the design and construction of roadway improvements, including

construction on the Double Level Roadway Ramps, which will connect the Double Level Roadway
Deck and grade level at Airport Boulevard.
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Economic & Neighborhood Development Services

A highlight of the Economic and Neighborhood Development CSA is the Developer Assisted Projects
Capital Program, which consists of the Underground Utility Fund and the Residential Construction
Tax Contribution Fund (RCTCF). This program reimburses developers for the construction of street
improvements throughout the City and encourages the under grounding of existing overhead utilities.
The objective of this program is to ensure that residential developments within San José include the
construction of public improvements necessary to maintain or improve the infrastructure of the City.

The Underground Utility Fund is used to collect developer fees when a developer opts out of placing
facilities underground at the time of development. Projects are prioritized based on several criteria,
the most significant of which is how much fee revenue has been collected within the proposed
Underground District. Current priorities include five Underground Utility District projects within the
City.

Developers who construct residential dwelling units pay contributions to the RCTCF. Payments from
the fund are made to developers who construct eligible improvements on major City streets in
connection with new residential developments. Some major anticipated activities within the RCTCF
include reimbursements to KB Homes South Bay and Summerhill Homes for median island
construction and center strip paving related to the Communications Hill and Dairy Hill projects.

Environmental & Utility Services

The most prominent projects in the FY 2005-09 CIP for the Sanitary Sewer system continue to be
those related to the construction and/or rehabilitation of the North San José Interceptor System.
Other projects funded in this CIP include Flow Monitoring and Master Planning, Inflow/Infiltration (1&)
Reduction, and Neighborhood Sewer Improvement Programs. The Neighborhood Sewer
Improvement Program includes projects to rehabilitate and/or replace sewers in the Hester-Naglee,
East San José, Hobson-Walnut, and Rosemary neighborhoods.

The Storm Sewer System Capital Program includes the third and final year of a three-year Storm
Sewer Service Charge Fee increase of approximately 4 to 4.5% per year to ensure the fiscal health of
the storm sewer system and continue a modest capital program. The program will fund the Willow
Glen-Guadalupe Drainage Improvement Phase Il project ($2.0 million), the Albany-Kiely Storm
Drainage Improvement Phase Il project ($2.0 million), the Chateau Drive Storm Drain Improvement
Phase | project ($1.3 million), and various smaller neighborhood storm drain improvement projects
including new inlet and lateral construction as well as the re-establishment of flow-lines to provide
relief for minor drainage problems ($1.4 million).

The major areas of investment for the Water Pollution Control Capital Program over the five-year CIP
are Plant Reliability Improvements, South Bay Action Plan (SBAP) projects to reduce average dry
weather effluent flow from the Plant as required by the National Pollution Discharge Elimination
System (NPDES), and several other new or expanded projects required to meet regulatory mandates
or ensure process reliability.

Capital projects to support the San José Municipal Water Utility System include the construction of
new facilities, maintenance of existing infrastructure, and improvements to the Water Utility System
facilities. One of the major expansion areas for the system is the primarily industrial North Coyote
Valley Service Area. This project includes the rehabilitation of existing wells, installation of well
pumps, design and construction of controls, piping, and enclosures at the existing Coyote Valley well
sites, and construction of a new reservoir and related piping and appurtenances.

Public Safety

On March 5, 2002, voters in San José approved the Neighborhood Security Act Bond Measure to
provide the funding for the improvements through the issuance of General Obligation Bonds in an
amount not to exceed $159 million. The Public Safety Capital Improvement Program for FY 2004-09
consists of public safety projects that will support the many infrastructure improvements necessary to
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provide prevention and emergency response services for crime, fire, medical, hazardous and
disaster-related situations.

Fire Department Bond Projects include the construction of four new fire stations, the relocation of four
fire stations, the remodel of twenty fire stations and the 9-1-1 Communications Dispatch Center (also
included as part of the Police Department’s Bond Projects), and funding to upgrade the current Fire
Training Center.

Police Department Bond Projects include a South San José Police substation, four community
policing centers, a driver safety training facility, and the remodel of the City’s current 9-1-1
Communications Dispatch Center (also included as part of the Fire Department’'s Bond Projects).

Recreation & Cultural Services

In November 2000, voters in San José approved Measure O, a $212 million general obligation bond
measure to improve the branch library system over a ten-year period in accordance with the City’s
Master Plan. Over the course of the Library’s FY 2005-09 CIP, three new branches and twelve
expansion/relocations will be completed, and four branches will be under construction. In addition,
$9.9 million is included for new library materials and $3.4 million is included for automation projects
and system maintenance to provide customer service enhancements, increase staff productivity and
effectiveness, and increase the Library’s ability to provide faster, better electronic access to
information.

In November 2000, voters in San José approved Measure P, a $228 million general obligation bond
measure for park and recreational facilities improvements. The Park and Community Facilities
Development’s FY 2005-09 CIP will provide funding to complete two new sports parks, renovate or
build eight community centers, renovate the Emma Prusch Memorial Park, and make significant
progress on the renovation and expansion of the Happy Hollow Park and Zoo. In addition, $5.4
million is programmed for the development of trails.

Transportation Services

The Parking CIP for FY 2005-09 includes funding for the completion of seismic upgrades to the Third
Street Garage to prolong its life expectancy and help ensure the safe condition of the parking facility;
the replacement of revenue control equipment in selected City parking facilities to reduce operating
and maintenance costs; and investments in the Parking Guidance System to inform motorists of
parking locations and availability using electronic message signs.

The Traffic CIP includes funding for the development of arterial and collector projects throughout the
City including the Senter Road and Oakland Road corridor projects and the Berryessa Road and
Union Avenue widening projects; environmental enhancement projects to preserve and enhance
neighborhood streetscapes; maintenance activities including street maintenance, land management
and weed abatement; programs to construct, modify and synchronize traffic signals, expand
pedestrian and bicycle facilities, install street lights and construct curb ramps; and funding to support
the City’s contribution to regional highway and transit systems.

Strategic Support

The largest capital investment within the Strategic Support CIP is the construction of the new Civic
Center and associated parking structures. Occupancy of this new facility is planned for 2005 and will
house up to 1,950 employees. In addition, the CIP also includes funding for the replacement and
upgrade of the City’s public safety and non-public safety communications equipment.
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FINANCIAL INFORMATION

The management staff of the City is responsible for establishing and maintaining internal controls that will
safeguard the assets of the government from loss, theft, or misuse and allow the compilation of adequate
accounting data for the preparation of financial statements in conformity with Generally Accepted
Accounting Principles (GAAP). Internal controls are designed to provide reasonable, but not absolute,
assurance that these objectives are met. The concept of reasonable assurance recognizes that the cost
of a control should not exceed its likely benefits and that the evaluation of costs and benefits is subject to
management estimates and judgments.

Single Audit

As a recipient of Federal, State and County financial assistance, the City is responsible for providing
assurance that adequate internal controls are in place to ensure compliance with applicable laws and
regulations relating to these award programs. Internal controls are subject to periodic evaluation by
management, the City Auditor and the City's outside independent auditors.

As part of the City's single audit procedures, tests are performed to determine the effectiveness of the
internal controls over Federal award programs and whether the City has complied with all applicable laws
and regulations.

Budgetary Controls

The City maintains budgetary controls to ensure compliance with legal provisions embodied in the annual
appropriated budget approved by the City Council. Activities of the majority of the funds are included in
the annual appropriated budget. The level of budgetary control, at which expenditures cannot legally
exceed the budgeted amount, is at the appropriation level. This means that expenditures cannot legally
exceed the amount appropriated by the City Council.

The City also uses encumbrance accounting as another technique for accomplishing budgetary control
over all fund types. A commitment for an expenditure is earmarked for its particular purpose and
becomes unavailable for general spending. Appropriations that are not encumbered lapse at the end of
the fiscal year. Year-end encumbrances are carried forward and become part of the following year's
budget.

The City continues to meet its responsibility for sound financial management as demonstrated by the
statements and schedules included in the financial section of this report.

Retirement Systems

Net assets of the Federated and Police and Fire Retirement Systems (Systems) increased by $418.4
million in FY 2003-04. Changes in plan net assets of the Systems represent the net of additions to plan
net assets, including investment income, securities lending activities and contributions, and deductions
from plan net assets, including general and administrative costs, health insurance premiums, refunds to
terminated employees and retirement benefits paid.

The Systems’ aggregate additions to plan net assets for FY 2003-04 were $569.1 million, or $307.3
million higher than the prior fiscal year. The increase over the prior year is mainly attributable to a $307.7
million appreciation in the fair value of plan investments. Net rental income from real properties
decreased by $3.5 million due to the disposal of three properties; however, the decrease was offset by
increases in dividends and fixed income of $0.7 million and increases in revenues from contributions of
$4.1 million.

The Systems’ aggregate deductions from plan net assets for FY 2003-04 were $150.7 million, or $18.9
million higher than the prior fiscal year. Retirement benefits paid rose by $6.5 million over the prior year
and accounted for approximately 77% of the deductions in plan net assets. Other significant changes
include an increase in health insurance costs of $4.0 million and a $0.33 million increase in refunds of
employee contributions to employees who have terminated employment with the City.
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Cash Management

The City’s cash and investments were invested in accordance with the City’s Investment Policy adopted
by the City Council on April 2, 1985, as amended on March 23, 2004, and with established investment
procedures. The earned interest yield and effective yield on these investments were 2.669% and
2.252%, respectively, for the year ended June 30, 2004.

Given that the City’s investment portfolio is managed primarily on a “hold-to-maturity” strategy, the City
benchmarks its portfolio on a comparable benchmark to the weighted average days to maturity of the
City’s investment portfolio, as a relative gauge of performance compared to the general market. The
weighted average days to maturity as of June 30, 2004 was 462 days. During this period, the City’s pool
investments outperformed the six-month, one-year and two-year moving average yields on two-year U.S.
Treasury securities and the monthly average yield on the State of California Local Agency Investment
Fund (LAIF).

The City Investment Policy objectives are to preserve principal by mitigating credit and market or interest
rate risks, provide sufficient liquidity to meet the City’s cash flow requirements and attain the maximum
yield possible consistent with the first two objectives. All securities purchased were held by the City’s
third-party safekeeping agent.

As of June 30, 2004, 99% of the City’s risk categorized investments were classified in the category of
lowest custodial risk as defined by the Governmental Accounting Standards Board.

Risk Management and Workers’ Compensation

The City’s Risk Management Program is responsible for managing the City's insured and self-insured
programs by administering the City's Property & Liability Programs. This Program delivers and provides
property and liability consulting services to departments on controlling, transferring, or eliminating
exposures to loss. The Property and Liability program transferred significant risks of financial loss to
vendors, contractors, or lessees of City property that have business relationships with the organization.

The Workers' Compensation Program is responsible for managing and administering the City's insured
and self-insured Workers’ Compensation Program. The Program delivers medical and wage loss benefits
to injured workers. In FY 2003-04, workers' compensation claims payments increased 2.26% from the
previous fiscal year. The City’s workers' compensation cost containment program (Medical Bill Review,
Diagnostic Testing and Medical Preferred Provider Organization Discounts, and Utilization Review) saved
the City $9.8 million in claim costs during FY 2003-04.

Independent Audit

The annual audit for the fiscal year ended June 30, 2004 was completed by Macias, Gini & Company LLP
Certified Public Accountants in accordance with sections 805(a) and 1215 of the City Charter. In addition
to meeting the requirements set forth in the City Charter, the audit was also designed to meet the
requirements of Generally Accepted Auditing Standards (GAAS) and the Federal Single Audit Act
Amendments of 1996 and the related Office of Management and Budget Circular A-133. The
independent auditor's report is included in the financial section of this report.

AWARDS

The Government Finance Officers Association (GFOA) of the United States and Canada awarded the
Certificate of Achievement for Excellence in Financial Reporting to the City for its Comprehensive Annual
Financial Report (CAFR) for the fiscal year ended June 30, 2003. This was the sixteenth consecutive
year the City has received this prestigious award. To qualify for the Certificate of Achievement, the
governmental entity must publish an easily readable and efficiently organized CAFR, the contents of
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which conform to program standards. Such report must satisfy both accounting principles generally
accepted in the United States of America, as well as all applicable legal requirements.

The Certificate of Achievement is valid for one year only. The City believes that this CAFR continues to
conform to the Certificate of Achievement Program requirements and will be submitting it to GFOA to
determine its eligibility for another certificate.

For the tenth consecutive year, the City received the Award for Outstanding Financial Reporting issued by
the California Society of Municipal Finance Officers (CSMFO) for its CAFR for the fiscal year ended June
30, 2003. The award was issued in recognition of the City meeting the professional standards and criteria
in reporting which reflect a high level of quality in the annual financial statements and in the underlying
accounting system from which the report was prepared.

For the thirteenth consecutive year, the City received the GFOA Distinguished Budget Preparation Award
for its annual budget for the fiscal year beginning July 1, 2003. To qualify for this award, the government
unit must publish a budget document that meets program criteria as a policy document, as a financial
plan, as an operations guide and as a communications medium.

The City was also presented with the “Excellence in Operational Budgeting” award for 2003-2004 by the
CSMFO. This award recognizes the meritorious achievement in operational budgeting and reflects a
highly professional budget document and the underlying budgeting process through which the budget is
implemented.

ACKNOWLEDGMENTS

The preparation of this CAFR represents the culmination of a concerted team effort by the entire staff of
the Finance Department. Many members of the Department demonstrated unswerving personal
determination and dedicated many long days of focused attention to produce this exemplary document.

In addition, staff in all City departments should be recognized for responding so positively to the requests
for detailed information that accompanies each annual audit. The role of Macias, Gini & Company LLP
Certified Public Accountants should also be acknowledged as a significant contribution to a fine product.

Finally, we wish to express our sincere appreciation to the Mayor and City Council for providing policy
direction and a firm foundation of support for the pursuit of excellence in all realms of professional
endeavors, especially their role in guiding the City to a secure financial condition that assures resources
are available in providing core services to the community.

Respectfully submitted,

(Nesa

Del D. Borgsdo
City Manager

Scott P. Johns
Director of Finance
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Presented to

City of San Jose,
California
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Reporting is presented by the Government Finance Officers
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standards in government accounting
and financial reporting.

President
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Executive Director

xvii



,,N .
.\x JudWISUD Y [V12UDUL] [DAIDIUNGY Ul IDUIJJIIXT 03 PAIVIIPI(]

)UWO)) SPIEPUER)S [EIIUYII L, 29 [EUOISSIJ0I ] “HBy)D)

S A 4
$00T ‘T Yooy

‘paavdoad aaom spioda a3 yorym woif warsds Sununossv Suiliapun 2yp u1 pun
Spuawappys rounulf ponuup ayp ul Guyonb fo 12431 yS1y v 1921f24 Yo1YM
Suyuodat up v1421149 puv spavpuvys ppuoissafosd Sunpraw fo uonuS02a. u1 panssi sp WILiR29 SN J

asofr ung fo 411)
91} 03 PAPUISAAJ

£002-200Z Sun10dayf prouvul,y Supuvising

PIBAMY JO 9)BINI)

s1001f[ () 2ouvur> odiorumy o

. | 0 1009 vrutofyp)
N wiofr)

Xviii




JudWaSOUD Y [U1oUDULT IDAIIUNGY Ul 2IUI}IPIXT 0 POIIANPI(

yuouIeSEuE [EuCULY 3 u::ou_:.n it

$00C ‘T Yo4vp

.ﬁ&:&:&&ﬁ $1 3%35 ayy a&i: y3nosyy %89.& Sunaspnq MS&&%:: ayy pun " o il
uzuzsu&»unM%ua?:Emmm\E&bﬁusa&u&\vsﬁﬁg M::»Mﬁ:ﬂ ?z&ﬁ.ﬁ&@ﬁ Evsuaunﬁuv\z:aisrvg u»wnzueuus Quu .\a..vo u=~ .N

asor =§4keb~b

0) pAjuAsaAJ

$0-£00Z Sunaspng muoyviadQ u 22uajjodxsy
© paBAY JO djEOynI)

S1991, . 0 auviaf; Jodiunyg;
\g 121905’ vrLIO/D)

Xix



$007 ‘11 Areniqag

av(q

L0921 IA1INIXT

. . . - spaypupIs woasosd
03 3¢ 03 padpnl a4p s1a3pnq asoqm stsun Juowni3003 asoyr 01 pasussaid st SuizaSpng
[PIUIUUIA03 Ut PLOMD 159GB1Y Y1 ST YIYM PBMY UOHDIUIHU] 125png paysindunsiq
g ] “pavay uoriviuasa] 125png paysindunsiq v Sutazsqor 11un juswuszaod
L1941 UP [UIUIUNAISUT UIIG- 20D OGM STURPLATPUL 25041 03 UOHIVIIOSSY sianffo auvuty
susmian00y aqz g parussad st uonpivdasg 195png sof nonnSoosy Jo awnfini) |

ejuloyie) ‘asof ueg jo AuQ
e0u10 196png s Jebeuely AuD

- XX

. 0}
NOIIViVJdTdd 149dn4d Y01 NOLLINDODTH 40 ALYILILLEAD

s1y) sjuasaid

epeueD pue sa1els PaluN a3yl J0o

UOI3RIDOSSY SJ9J140 ddUBUL{ JUBWUIBSAOD Y]




San Jose Mayor & City Council
To contact members of the San Jose City Council by mail, send to:
801 North First Street, Rm. 600, San Jose, CA 95110

Mayor Ron Gonzales
(408) 277-4237
mayoremail@ci.sj.ca.us

Linda J. LeZotte
District 1

(408) 277-5438
linda.lezottel@ci.sj.ca.us

Forrest Williams

District 2

(408) 277-4282
forrest.williams@ci.sj.ca.us

Cindy Chavez

District 3

(408) 277-5231
cindy.chavez@ci.sj.ca.us

Chuck Reed
District 4

(408) 277-5320
District4@ci.sj.ca.us

Nora Campos
District 5

(408) 277-5157
District5@ci.sj.ca.us

XX1

Ken Yeager

District 6

(408) 277-5166
ken.yeager@ci.sj.ca.us

Terry O. Gregory
District 7

(408) 277-5226
district7@ci.sj.ca.us

David D. Cortese
District 8

(408) 277-5242
dave.cortese@ci.sj.ca.us

Judy Chirco

District 9

(408) 277-5275
judy.chirco@ci.sj.ca.us

Pat Dando

Vice Mayor

District 10

(408) 277-5251
pat.dando@ci.sj.ca.us
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Statement Under Oath of Principal Financial Officer Regarding Facts and
Circumstances Relating to the Comprehensive Annual Financial Report (CAFR) for
the Fiscal Year Ending June 30, 2004

I, Scott P. Johnson, Director of Finance, state and attest that:

(1) To the best of my actual knbwledge and belief, based upon a review of the covered

reports of the City of San Jose, and, except as corrected or supplemented in a subsequent
covered report:

e The covered report is accurate in all material respects; and

* Isreported in a manner designed to present fairly the financial position and
~ results of operations of the City: and

e No covered report contained an untrue statement of a material fact as of the end
of the period covered by such report; and ‘

‘» No covered report omitted to state a material fact necessary to make the -
statements in the covered report, in light of the circumstances under which they
were made, not misleading as of the end of the period covered by such report.

(2) Each year, upon completion of the City’s annual audit of its Financial Statements, City
staff, along with the City’s external Certified Public Accountant (CPA) auditing firm, present
the City’s Financial Statements and related independent auditor’s report thereon to the
Making Government Work Better (MGWB) Committee which then reports out to the full City
Council. I will review the contents of this statement with the City Council’'s MGWB
Committee, which functions as the Council’s audit committee, at a regularly noticed meeting
of the Committee in December of 2004.

(3) In this statement under oath, each of the following, as filed with the City Clerk, is a
"covered report": ‘

 The 88™ Comprehensive Annual Financial Report of the City of San Jose for the fiscal
year ended June 30, 2004;

~e  Any amendments to the foregoing.

“Scott P. Johngbp
Director of Finang

State of California, County of Sahta Clara

On /{A"?Af‘ before me, Mark J. Brogan, Sr., Notary Public, Personally appeared Scott P. Johnson,
personally known to me to be the person whose name is subscribed to the within instrument and acknowledged to
me that he executed the same in his authorized capacity, and that by his signature on the instrument the person, or
the entity upon behalf of which the person acted, executed the instrument.

WITNESS my hand and official seal.
LS e 5.
(

Mark J. Brogan, Sr., Notary Public
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Statement Under Oath of City Manager Regarding Facts and Circumstances Relating
to the Comprehensive Annual Financial Report (CAFR)

I, Del D. Borgsdorf, City Manager, state and attest that:

(1) To the best of my actual knowledge and belief, based upon a review of the covered
reports of the City of San Jose, and, except as corrected or supplemented in a subsequent
covered report:

e The covered report is accurate in all material respects; and

e Is reported in a manner designed to present fairly the financial position and
results of operations of the City: and '

e No covered report contained an untrue statement of a material fact as of the end
of the period covered by such report; and

e No covered report omitted to state a material fact necessary to make the
statements in the covered report, in light of the circumstances under which they
were made, not misleading as of the end of the period covered by such report.

(2) The contents of this statement will be reviewed with the City Council’s Making
Government Work Better Committee, which functions as the Council’s audit committee, at a
regularly noticed meeting of the Committee in December of 2004. Annually staff and the
City’s outside Certified Public Accountant (CPA) present the City’s Financial Statements and
independent auditor’s report thereon to the Committee which then reports out to the full City
Council.

(3) In this statement under oath, each of the following, as filed with the City Clerk, is a
"covered report":

e The 88" Com8rehensive Annual Financial Report of the City of San Jose for fiscal year
ended June 30, 2004;

e Any amendments to the foregoing.

ROV (NN

Del D. Borgsdorf—<J

City Manager

State of California, County of Santa Clara

Oon /’2/6/0@ before me, Mark J. Brogan, Sr., Notary Public, Personally appeared Del D. Borgsdorf,
personaﬂy known to me to be the person whose name is subscribed to the within instrument and acknowledged to
me that he executed the same in his authorized capacity, and that by his signature on the instrument the person, or
the entity upon behalf of which the person acted, executed the instrument.

WITNESS my hand and official seal.

— 2 MARK J. BROGAN SR
Mﬁﬁm. & AR Commission # 1483594
o

Mark J. Brogan, Sr., Notary Public
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Mt. Diablo Plaza
2175 N. California Boulevard, 5te. 645
Walnut Creek, California 94596
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925.274.3819 rax

City Council
City of San José, California

Independent Auditor’s Report

We have audited the accompanying financial statements of the governmental activities, the business-type activities,
each major fund, and the aggregate remaining fund information of the City of San José, California (the City), as of
and for the year ended June 30, 2004, which collectively comprise the City’s basic financial statements as listed in
the table of contents. These financial statements are the responsibility of the City’s management. Our responsibility
is to express opinions on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and the significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for our
opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, each major fund, and the aggregate
remaining fund information of the City of San José, California, as of June 30, 2004, and the respective changes in
financial position and cash flows, where applicable, thereof for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated November 19, 2004, on
our consideration of the City’s internal control over financial reporting and on our tests of its compliance with
certain provisions of laws, regulations, contracts, grant agreements and other matters. The purpose of that report is
to describe the scope of our testing of internal control over financial reporting and compliance and the results of that
testing, and not to provide an opinion on the internal control over financial reporting or on compliance. That report
is an integral part of an audit performed in accordance with Government Auditing Standards and should be
considered in assessing the results of our audit.

The management’s discussion and analysis, the budgetary comparison information and the schedule of funding
progress listed in the table of contents are not a required part of the basic financial statements but are supplementary
information required by accounting principles generally accepted in the United States of America. We have applied
certain limited procedures, which consisted principally of inquiries of management regarding the methods of
measurement and presentation of the required supplementary information. However, we did not audit the
information and do not express an opinion on it.
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Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise
the City’s basic financial statements. The introductory section, combining nonmajor fund financial statements and
schedules, and statistical section are presented for purposes of additional analysis and are not a required part of the
basic financial statements. The combining nonmajor fund financial statements and schedules have been subjected to
the auditing procedures applied in the audit of the basic financial statements and, in our opinion, are fairly stated in
all material respects in relation to the basic financial statements taken as a whole. The introductory and statistical
sections have not been subjected to the auditing procedures applied in the audit of the basic financial statements and,
accordingly, we express no opinion on them.

Mociiss,, Diwi. & Compomy LLP
Certified Public Accountants

Walnut Creek, California
November 19, 2004



Management’s Discussion and Analysis

Management’s Discussion and Analysis (MD&A) in conjunction with the transmittal letter (page v) and the
City’s basic financial statements (page 18) provides the reader an overview of the City’s financial activities
for the fiscal year ended June 30, 2004.

FINANCIAL HIGHLIGHTS

e The assets of the City exceeded liabilities at the close of the 2003-04 fiscal year by $7.7 billion (net
assets). Of this amount, $465 million (unrestricted net assets) may be used to meet the City’s
ongoing obligations to citizens and creditors, $491 million is restricted for specific purpose (restricted
net assets), and $6.8 billion is invested in capital assets, net of related debt.

e The City’s total net assets decreased by $428 million during the fiscal year. A significant portion of
this decrease is related to $364 million depreciation.

e The City’s governmental funds reported combined ending fund balances of $1.325 billion, a decrease
of $171 million. Approximately 48.0 percent of the combined fund balances, $630 million, is available
to meet the City’s current and future needs (unreserved fund balance).

e Atthe end of the fiscal year, unreserved fund balance for the general fund was $153.8 million, or 27.3
percent of total general fund expenditures.

e The City’s total long-term obligations increased by $482 million compared to the prior year. The
increase consisted of $840 million of new debt issuance for Infrastructure, Redevelopment Agency
projects, Airport facility improvements and refunding of prior bonds issued on behalf of the general
government and the Redevelopment agency. These additions to long-term debt were offset by $178
million of scheduled principal retirements and $253 million of refunded Redevelopment agency tax
allocation bonds and $23 million of general government lease revenue bonds. Estimated liabilities for
claims and judgments also experienced a significant increase of $51 million mainly due to higher
workers’ compensation claims and an adjustment for incurred but not reported (IBNR) claims in the
amount of $21 million based a recent actuarial study.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the City’s basic financial
statements. The City’s basic financial statements are comprised of four components 1) Government-wide
Financial Statements; 2) Fund Financial Statements; 3) Notes to the Basic Financial Statements; and 4)
Required Supplementary Information. In addition this report also contains other supplementary
information.

Government-wide Financial Statements

Government-wide Financial Statements are designed to provide readers with a broad overview of City
finances, in a manner similar to a private-sector business.

The statement of net assets presents information on all of the City’s assets and liabilities, with the
difference between the two reported as net assets. Over time, increases or decreases in net assets may
serve as a useful indicator of whether the financial position of the City is improving or deteriorating.

The statement of activities presents information showing how the City’s net assets changed during the
most recent fiscal year. All changes in net assets are reported as soon as the underlying event giving
rise to the change occurs, regardless of the timing of related cash flows. Thus, revenues and expenses
are reported in this statement for some items that will result in cash flows in future fiscal periods, such as




Management’s Discussion and Analysis (Continued)

revenues pertaining to uncollected taxes and expenses pertaining to earned but unused vacation and sick
leave.

Both of these government-wide financial statements distinguish functions of the City that are principally
supported by taxes and intergovernmental revenues (governmental activities) from other functions that
are intended to recover all or in part a portion of their costs through user fees and charges (business-type
activities). The governmental activities of the City include general government, public safety, capital
maintenance, community services, and sanitation. The business-type activities of the City include an
airpart, wastewater operations, water operations, and various parking facilities.

The government-wide financial statements include not only the City itself (known as the primary
government), but also a legally separate redevelopment agency and three legally separate financing
authorities for which the City is financially accountable. The business-type activities include the
wastewater and parking financing authorities.

Fund Financial Statements

Fund Financial Statements are designed to report information about groupings of related accounts
which are used to maintain control over resources that have been segregated for specific activities or
objectives. The City, like other state and local governments, uses fund accounting to ensure and
demonstrate finance-related legal compliance. All of the funds of the City can be divided into three
categories: governmental funds, proprietary funds, and fiduciary funds.

Governmental funds are used to account for essentially the same functions reported as governmental
activities in the government-wide financial statements. However, unlike the government-wide financial
statements, governmental funds financial statements focus on near-term inflows and outflows of spend
able resources, as well as on balances of spendable resources available at the end of the fiscal year.
Such information may be useful in determining what financial resources are available in the near future to
finance the City’s programs.

Because the focus of governmental funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government-wide financial statements. By doing
so, readers may better understand the long-term impact of the government’s near-term financing
decisions. Both the governmental funds balance sheet and the governmental funds statement of
revenues, expenditures and changes in fund balances provide a reconciliation to facilitate this
comparison between governmental funds and governmental activities.

Information is presented separately in the governmental funds balance sheet and in the governmental
funds statement of revenues, expenditures and changes in fund balances for the General Fund,
Redevelopment Agency, Housing Activities, Special Assessment Districts, and Civic Center which are
considered to be major funds. The City maintains several individual governmental funds organized
according to their type (special revenue, debt service, and capital projects funds). Data from the
remaining governmental funds are combined into a single, aggregated presentation. Individual fund data
for each of these nonmajor governmental funds is provided in the form of combining statements
elsewhere in this report.

Proprietary funds are generally used to account for services for which the City charges customers —
either outside customers, or internal units of departments of the City. Proprietary funds provide the same
type of information as shown in the government-wide financial statements, only in more detail.
Proprietary funds are used to report the same functions presented as business-type activities in the
government-wide financial statements. The City uses proprietary funds to account for the Norman Y.
Mineta San José International Airport, Wastewater Treatment System, Municipal Water System, and
Parking System.
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Fiduciary funds are used to account for resources held for the benefit of the City’s employees and
parties outside the City. The City’s pension plan trust funds, private purpose trust fund, and agency funds
are reported under the fiduciary funds. Since the resources of these funds are not available to support
the City’s own programs, they are not reflected in the government-wide financial statements. The
accounting used for fiduciary funds is much like that used for proprietary funds.

Notes to the Basic Financial Statements provide additional information that is essential to a full
understanding of the data provided in the government-wide and fund financial statements.

Required Supplementary Information is presented concerning the City’s General Fund and Housing
Activities budgetary schedules and the City’s progress in funding its obligation to provide pension
benefits. The City adopts an annual appropriated budget for its General Fund and Housing Activities. A
budgetary comparison schedule has been provided for the General Fund and Housing Activities to
demonstrate compliance with this budget. The City’s pension schedules have been provided to present
the City’s progress in funding its obligation to provide pension benefits to City employees.

The combining and individual fund statements and schedules referred to earlier provide information
for nonmajor governmental funds and fiduciary funds and are presented immediately following the
required supplementary information.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

Analysis of Net Assets: As noted earlier, net assets may serve as a useful indicator of a government’s
financial position. For the City, assets exceeded liabilities by $7.7 billion at the close of the current fiscal
year.

The following table is a condensed summary of the City’s net assets for governmental and business-type
activities:

Statement of Net Assets
June 30, 2004
(in thousands)

Governmental Business-type
Activities Activities Totals
FY 2004 FY 2003 FY 2004 FY 2003 FY 2004 FY 2003

Assets:
Current and other assets....$ 1,666,590 1,803,873 789,989 597,183 2,456,579 2,401,056
Capital assets..........cc.eeeeennn 8,321,084 8,430,073 1,087,590 953,262 9,408,674 9,383,335

Total assets................ 9,987,674 10,233,946 1,877,579 1,550,445 11,865,253 11,784,391
Liabilities:
Current and other liabilities.... 235,011 217,324 35,276 25,879 270,287 243,203
Long-term liabilities.............. 3,187,374 2,945,725 681,649 441,118 3,869,023 3,386,843

Total liabilities............. 3,422,385 3,163,049 716,925 466,997 4,139,310 3,630,046
Net assets:
Invested in capital assets,

net of related debt............ 6,118,214 6,252,648 - 651,130 513,697 6,769,344 6,766,345

Restricted net assets............ 229,871 551,968 261,303 256,821 491,174 808,789
Unrestricted net assets......... . 217,204 266,281 248,221 312,930 465,425 579,211

Total net assets......... $ 6,565,289 7,070,897 1,160,654 1,083,448 7,725,943 . 8,154,345




Management’s Discussion and Analysis (Continued)

At the end of the current fiscal year, the City reported positive balances in all three categories of net
assets, both for the City as a whole, as well as for its separate governmental and business-type activities.

The largest portion of the City’s net assets at $6.8 billion (88.0 percent) reflects its investment in capital
assets (e.g. infrastructure, land, buildings, improvements other than buildings, and vehicles and
equipment); less any related debt used to acquire those assets that is still outstanding. The City uses
these capital assets to provide services to citizens; consequently, these assets are not available for future
spending. Although the City’s investment in its capital assets is reported net of related debt, it should be
noted that the resources needed to repay this debt must be provided from other sources, since the capital
assets themselves cannot be used to liquidate these liabilities.

Of the City’s net assets, $465 million (6.0 percent) represents unrestricted net assets which may be used
to meet the City’s ongoing obligations to citizens and creditors. For governmental activities, the City
reported a positive balance of $217 million in unrestricted net assets and for business-type activities, the
City reported a positive balance of $248 million in unrestricted net assets. An additional portion of the
City’s net assets of $491 million (6.4 percent) represents resources that are subject to external restrictions
on how they may be used.

The City’s net assets decreased by 5.3 percent or $428.4 million during the current fiscal year. The City
is still experiencing the impact of the slow down in the economy which has resulted in a reduction in
revenue streams in the face of increasing costs.

Key changes in the statement of net assets are as follows:

The City’s capital assets increased by $25 million or less than 1 percent. Governmental capital assets
decreased by $109 million offset by an increase in business-type capital assets of $134 million. The
decrease in governmental capital assets was mainly the result of depreciation on major infrastructure
assets and the transfer of the 4™ and San Fernando parking garage in the amount of $56 million. The
offsetting increase in business-type capital assets was due mostly to continued airport expansion
construction projects and a parking garage asset transfer from the Redevelopment Agency.

The City’s current and other assets increased by $56 million or 2.3 percent. This increase is a result of a
$137 million decrease in governmental activities offset by a $193 million increase in business-type
activities. The decrease in governmental activities is mainly the result of spent general obligation bond
proceeds for capital projects. Conversly the decrease was mainly offset by increases in business-type
activities related to unspent bond proceeds of $192 million for airport capital projects.

Long-term liabilities for the City increased $482 million or 14.2 percent. This is mainly due to the
issuance of bonds for airport improvements ($250 million), and Redevelopment Agency tax allocation
bonds, $130 million net of refunding. The City also experienced an increase in Estimated Liabilities for
Claims and Judgements of $56 million partly due to higher cost of workers’ compensation claims and an
claims development adjustment of $21 million based a recently completed actuarial study. Most of the
growth in claims relate to Public Safety activities which experienced an increase of 258 open claims. Also
the average cost of Public Safety claims rose 4.8 percent from $21,000 to $22,000.

Current and other liabilities for the City increased by $27 million or 11.1 percent. This net increase is
generally spread across all categories. Increases in Accounts payable, Accrued liabilities, Interest
payable and Other liabilities ($67 million) were offset by decreases in Due to outside agencies, Unearned
revenue and Advances, deposits and reimbursable credits ($40 million).

The City’s net assets invested in capital assets net of related debt experienced a modest increase of $3
million. While business-type activities category grew by $137 million, this increase was offset by a
decrease in general government activities in the amount of $134 million.
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Analysis of Activities: The following table indicates the changes in net assets for governmental and
business-type activities:

Statement of Activities
For the Year Ended June 30, 2004
(in thousands)

Governmental Business-type
Activities Activities Totals
FY 2004 FY 2003 FY 2004 FY 2003 FY 2004 FY 2003
Revenues:
Program revenues:
Fees, fines, and charges for services........... $ 199,761 190,128 242,865 243,770 442,626 433,898
Operating grants and contributions 46,034 51,691 5,724 5,685 51,758 57,376
Capital grants and contributions.................. 81,229 70,726 24,601 16,821 105,830 87,547
General revenues:
Property taxes.........ccevveieiiininiiiiiniieennnnn, 338,210 351,902 - - 338,210 351,902
Utility taXeS.....ceverieieriiiie e, 68,455 65,785 - - 68,455 65,785
Franchise taxes.........ccoeeveeveeiniiiniiinniinnnnn, 31,712 32,093 - - 31,712 32,093
Transit and occupancy taxes 14,166 14,600 - - 14,166 14,600
Sales taxes shared revenue 126,426 122,757 - - 126,426 122,757
State of California in-lieu...............cccuuiinnes 41,455 53,787 - - 41,455 53,787
Business license taX..........cccocceeviinniinniinnnn 36,201 35,594 - - 36,201 35,594
Unrestricted interest and investment earnings 17,040 59,287 3,024 15,861 20,064 75,148
Other reVeNUE......ccuvveunveeneeenreiieenceenees 26,368 22,994 - - 26,368 22,994
Gain on sale of capital assets 4,487 317 - - 4,487 317
Total FeVEeNUES........ceveeeiireneiniireiiineeees 1,031,544 1,071,661 276,214 282,137 1,307,758 1,353,798
Expenses:
General government 143,342 125,482 - - 143,342 125,482
Public safety............. 353,009 323,461 - - 353,009 323,461
Capital maintenance 502,812 652,748 - - 502,812 652,748
Community services 277,404 222,250 - - 277,404 222,250
Sanitation..........eeeeveieneiiiiiiinnn 76,889 77,001 - - 76,889 77,001
Interest and fiscal charges.........ccc..ccceeeuneen. 127,052 121,647 - - 127,052 121,647
Norman Y. Mineta San José International
AIMPOTt. ..ot e - - 117,122 112,723 117,122 112,723
Wastewater Treatment System. - - 101,627 102,148 101,627 102,148
Municipal Water System.......... - - 19,089 15,577 19,089 15,577
Parking System.........ccccoovviiiiiiiiiiininniinn, - - 9,952 7,479 9,952 7,479
Total eXPeNnSes.......ccevueeeeeinniiereenniiinnnnas 1,480,508 1,522,589 247,790 237,927 1,728,298 1,760,516
Excess (deficiency) before transfers
and special item..........cccccoeveeinnniiinnn (448,964) (450,928) 28,424 44,210 (420,540) (406,718)
Transfers........coeevveininieiiniiiciiecins (48,782) 7,338 48,782 (7,338) - -
Special item......coceenieiiiiiiiiieireee, (7,862) - - - (7,862) -
Change innetassets...............cccevevniinee (505,608) (443,590) 77,206 36,872 (428,402) (406,718)
Net assets at beginning of year 7,070,897 7,514,487 1,083,448 1,046,576 8,154,345 8,561,063

Net assets at end of year...........................$ 6,565,289 7,070,897 1,160,654 1,083,448 7,725,943 8,154,345

Governmental activities: Governmental activities decreased the City’s net assets by $506 million, which
accounts for more then 100 percent of the total decrease in net assets of the City. This decrease in the
City's net assets was partially offset by a $77 million .increase in the business-type activities as noted in
greater detail below.
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Key elements of the decrease in net assets for governmental activities are as follows:

The City maintained a balanced budget in the General Fund by utilizing a combination of on-going
and one-time solutions by increasing various revenue sources, reducing service levels and related
expenditures for various City programs and by utilizing a portion of its accumulated fund balance. As
a result, the fund balance in the General Fund decreased by $14 million contributing to the decrease
in the governmental activities net assets.

Property taxes decreased by $13.7 million (3.9 percent) during the year. This decrease is primarily
due to a decline of $27.8 million in Redevelopment Agency tax increment revenue attributed to the
effects of a continuing weak local economy, property owner assessment appeals and declining value
of R&D/office property in redevelopment project areas. Increases in property tax and conveyance tax
revenues helped offset the tax increment decrease by $14.1 million. These increases are attributed
to higher real estate resale values and increased property assessments.

Sales taxes shared revenue increased by $3.7 million or 3.0 percent during the year. This increase is
mainly due to a one time collection from delinquent payers. Taking into account the one time
collection, sales tax revenue compared to the prior year were essentially the same.

Other revenues, including, utility taxes, business license tax and other revenues and gain on sale of
capital asset increased by approximately $10.8 million. These increases were offset by decreases in
franchise taxes, hotel transient occupancy tax, State of California in-lieu revenue and lower
investment earnings totaling approximately $68.2 million. The most significant of these decreases are
attributed to the state balancing action that reduced motor vehicle in-lieu fees ($12.3 million) and
reduced investment earnings ($42 million) attributed to decreased cash flow and lower investment
yields.

Depreciation of infrastructure and other capital assets resulted in a decrease in net assets of $324
million in depreciation expense during the year.

During the year, the City’s investment portfolio earned interest yield declined from 3.0 percent in FY
2003 to 2.2 percent for FY 2004. Factors contributing to this decrease included: 1) the general
decline in interest rates during the fiscal year as a result of the Federal Reserve action that lowered
the federal funds rate and the discount rate to stimulate the economy; and 2) the continued
uncertainty of global political conditions and by the continued weakness in economic data.

In January, 2004, the City entered into a management agreement with Dolce International to operate
the City owned Hayes Mansion Conference Center The special item in the amount of $7.9 million
represents the loss from the Hayes operations at this transition point.
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The following chart shows a graphical comparison of revenue sources for governmental activities as a
percentage of total revenues for fiscal year 2004:

B Fees, fines, and charges for services
2004 @ Operating grants & contributions
O Capital grants & contributions
29% 3%
4% 4%, 19% O Proparty taxes
B Utility taxes
B Franchise taxes
1% B Transit and occupancy taxes

B Sales laxes shared revenue

0,
3% o State of California In-lieu

B Business license fee

33%

O Unrestricted interest and investment
eAMminNas

For the most part, increases in expenses paralleled increases in the cost of living in the Bay Area and
growth in the demand for government services. The following chart shows a graphical comparison of
governmental activity expenses for each category as a percentage of total expenses for fiscal year 2004:

2004

@ General Government

9% 10%
5% ’ B Public Safety

4
19% 24%

B Capital M aintenance

O Community Services

® Sanitation

® Interest and fiscal charges

Of the total amount of increases in Public Safety ($30 million) and General Government ($18 million), $17
million for Public Safety and all of the General Government increase can be attributed to increases in cost
for workers’ compensation and general liability claims. The increase in Community Services is attributed
to an increase in housing loan activity coupled with a loan reserve adjustment of $48 million (see major
fund activity analysis below). Capital maintenance decrease ($150 million) reflects the sharp reduction in
Redevelopment Agency capital project activity.
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Business-type activities: Business-type activities increased the City’s net assets by $77 million, helping
to offset the $506 million decrease in governmental activities net assets resulting in an overall decrease in
the City’s net assets of $428.4 million. Key factors of the business-type activities increase are as follows:

e The Norman Y. Mineta San José International Airport (Airport) net assets increased by $15 million.
The Airport’s operating loss increased to $21.7 million from an operating loss of $17.7 million in fiscal
year 2003. Nonoperating revenue, primarily passenger facility charges and operating grants,
exceeded nonoperating expenses by $25.1 million. The Airport is still experiencing the impacts of
increased security measures, lower passenger activity, and reduced revenues that occurred after the
September 11 attacks. In addition, the Airport received $11.7 million in capital contributions, primarily
from Airport Improvement Program grants.

e The Wastewater Treatment System net assets increased by $0.3 million. The Wastewater Treatment
System reported operating revenues of $99 million, down $3.5 million from operating revenues of
$103 million in the prior year. This reduction in addition to lower investment earnings of $7.5 million
were offset by increases in capital contributions of $4 million and reduced operating expenses of $0.2
million.

e The Municipal Water System net assets increased by $6.7 million or 1 percent. Increases in
operating revenues and capital contribution of $2.5 million and $4.6 million respectively were offset by
higher operating expenses of $3.5 million and lower non-operating revenue of $0.6 million.

e The Parking System net assets increased by $55 million or 151 percent. The Parking System
reported operating revenues of $9.6 million, down from $10.1 milion in fiscal year 2003.
Nonoperating income of $0.134 million was $0.59 million less than nonoperating income of $0.723 in
fiscal year 2003 million mainly due to lower investment earnings. The transfer of the recently
completed 4™ Street Parking garage capital asset from the Redevelopment Agency increased net
assets by $56 million.

FINANCIAL ANALYSIS OF THE CITY’S FUNDS

As noted earlier, the City uses fund accounting to ensure and demonstrate compliance with finance-
related legal requirements.

Governmental funds: The focus of the City’'s governmental funds is to provide information on near-term
inflows, outflows and balances of resources that are available for spending. Such information is useful in
assessing the City’s financial requirements. In particular, unreserved fund balance may serve as a useful
measure of a government’s net resources available for spending at the end of the fiscal year. Types of
governmental funds reported by the City include the General Fund, Special Revenue Funds, Debt Service
Funds, and Capital Project Funds.

As of the end of the current fiscal year, the City’s governmental funds reported combined fund balances
of $1.325 billion, an decrease of $171 million in comparison with the prior year. Approximately $630
million of this total amount constitutes unreserved fund balance, which is available for spending at the
City’s discretion. The remainder of fund balance is reserved to indicate that it is not available for new
spending because it has been committed: 1) to pay debt service ($184 million); 2) to reflect advances,
loans, and other assets that are long-term in nature and thus do not represent available spend able
resources ($240 million); 3) to liquidate contractual commitments of the period ($272 million); and 4) for a
variety of other restricted purposes ($0.108 million).

Revenues and other financing sources for governmental functions totaled approximately $1.878 billion in
the fiscal year ended June 30, 2004, which represents a decrease of 17.7 percent from the fiscal year
ended June 30, 2003.
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General Fund:

The General Fund is the chief operating fund of the City. At the end of the current fiscal year, the
unreserved fund balance of the General Fund was $153.8 million while total fund balance was $183.3
million. As a measure of the General Fund’s liquidity, it may be useful to compare both unreserved fund
balance and total fund balance to total fund expenditures. Unreserved fund balance represents 27.3
percent of total General Fund expenditures of $562.4 million, while total fund balance represents 32.6
percent of that same amount.

General Fund revenues of $522.7 million were $3.7 million, or 0.7 percent higher than the prior fiscal
year level of $519.0 million. An increase in Licenses, Permits, and Fines ($9.9 million) and Charges for
Current Services ($4.4 million) were driven by increased fees. These increases were offset by lower
returns in investment interest ($5.6 million) and lower Taxes and special assessment revenues ($5.4
million). The change in tax revenues is net of increases in property tax ($1.5 million), Sales Tax ($3.2
million), and Utility Tax ($2.7 million) against a lower State of California in-lieu fees ($12.3 million) and
other taxes ($0.5 million). ‘

General Fund expenditures of $562.4 million decreased by $27.8 million or 4.7 percent less than prior
year expenditures of $590.2 million. The decrease generally impacted all governmental functions with the
exception of Public Safety which had higher local law enforcement grant expenditures ($5.2 million) and
higher personal service expenditures of $8 million. With the exception of Public Safety which will
continue to be of the highest priority, general decreases across the organization reflect budget and
corresponding service level reductions mandated by shrinking revenues driven by sluggish state and local
economies.

Redevelopment Agency:
The Redevelopment Agency (Agency) fund accounts for the activities of the Redevelopment Agency of

the City of San José which was created to redevelop and upgrade blighted areas of the City. The
Agency’s governmental funds reported combined fund balances of $263.5 million, an increase of $65.3
million in comparison with the prior year. Most of this total amount, $230.1 million, is attributable to new
debt, net of refunding, offset by excess expenditures over revenues ($92.3 million), net transfers out
($77.0 million) and proceeds from sale of capital assets $4 million).

The following are some of the highlights for the Agency:

e Revenues decreased by $60 million or 24.9 percent to $181.3 million from $241.3 million in the
prior fiscal year. Most of this decrease relates to tax increment revenue which were lower by $28
million, or 14 percent, and a decrease in developer contributions in the amount of $25.8 million.
The decrease in tax increment revenue reflects a continuing decline of the local economy that
triggered a rise of assessment appeals from property owners and a declining value of R&D/office
property in redevelopment project areas.

o Expenditures decreased $100 million or 26.7 percent primarily due to deferrals of several
redevelopment projects. ‘

Housing Activities:

The Housing Activities fund accounts for the City’s commitment to ensure that lower and moderate
income residents are provided with a diverse range of safe, decent, and affordable housing opportunities.
In order to achieve this goal, the City works to preserve the existing affordable housing stock, continues
to increase the supply of affordable housing, and provides services to homeless and at-risk populations in
the City of San José. The fund’s primary source of funding are proceeds from Redevelopment Agency
tax allocation bonds and 20% of the gross property tax increment. As required by California State law,
these 20% tax increment funds are used solely for affordable housing purposes. Loans to developers of
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affordable housing project increased the Housing Activities fund loans receivable by $48 million. Most of
this growth was offset by an adjustment to loan reserves for a similar amount.

Special Assessment Districts:

The Special Assessment Districts fund accounts for the activities related to the issuance of debt and the
related capital improvements by special assessment districts in different parts of the City. In fiscal year
2004, $12.5 million in new bonds were issued for one community facilities districts to finance roadway
improvements in a new residential development.

At June 30, 2004, a total of $85.1 million in special assessment debt was outstanding, issued by twelve
special assessment and community facilities districts. The debt is secured by special assessments or
special taxes on real property in the district issuing the debt, and the City is not obligated to cure any
deficiency in redeeming the debt. However, the City is not prevented, in its sole discretion, from curing
any deficiency.

Proprietary funds: The City’s proprietary funds provide the same type of information found in the
government-wide financial statements, but in more detail.

At the end of the fiscal year, the unrestricted net assets for the Norman Y. Mineta San José International
Airport were $6 million, the Wastewater Treatment System were $213 million, the Municipal Water
System were $11 million, and the Parking system amount of $18 million.

The total growth in net assets for proprietary funds was $77 million. Other factors concerning' the
activities of these funds have already been addressed in the discussion of the City’s business-type
activities above.

GENERAL FUND BUDGETARY HIGHLIGHTS

General Fund differences between the original 2003-04 budget and the final amended budget resulted in
an increase of $10.6 million in budgeted revenues and transfers in an increase in appropriated
expenditures and transfers out of $22.2 million.

Overall increases in most categories of revenue were offset by reductions in State of California in-lieu fee
($10.5 million) as a result in state balancing budget strategies. Utility taxes decreased $2 million due to
the impact of California Public Utilities settlement agreements with Pacific Gas and Electric.

The City charter mandates that the operating and capital budget be submitted to the City Council prior to
the beginning of the fiscal year. Adjustments to the original budget, adopted by the City in June 2003,
were driven by the delayed state budget action which was enacted in August 2003.

CAPITAL ASSETS AND DEBT ADMINISTRATION

Capital Assets:

The City’s investment in capital assets for its governmental and business-type activities as of June 30,
2004, amounted to $9.4 billion (net of accumulated depreciation). This investment in capital assets
includes land, infrastructure, structures and improvements, vehicles and equipment, intangible assets,
and construction in progress. The City’s investment in capital assets increased by less than 1 percent.
The City’'s decision to depreciate infrastructure capital assets results in recording a large non-cash
depreciation expense each year that offsets additions to capital assets.
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Management’s Discussion and Analysis (Continued)

Major capital asset events during the current fiscal year included the following:

e Construction in progress increased by $175 million, or 39.5 percent. Of this amount $135 million is
attributable to the governmental activities. The new civic center project represents approximately
$100 million of the increase in construction in progress. The primary addition for business type
activities were the continuing Airport expansion projects ($17 million) and Waste Water Systems ($16
million) mainly for the South Bay Water Recycling System improvements.

¢ Buildings increased by $72 million or 10.3 percent. This increase is mainly due to the transfer of the
4™ Street Parking garage in the amount of $56 million from the Redevelopment Agency.

For government-wide financial statement presentation, all depreciable capital assets were depreciated
from acquisition date to the end of the current fiscal year. Fund financial statements record capital asset
purchases as expenditures.

Capital assets, net of depreciat'ion, for the governmental and business-type activities are presented below
to illustrate changes from the prior year:

Increase/
Governmental activities Business-type activities Total (Decrease)
Percent of
2004 2003 2004 2003 2004 2003 Change
Land- $ 474,260 480,729 126,645 117,211 600,905 597,940 0.50%
Construction in
progress 491,415 356,265 © 126,325 86,448 617,740 442,713 39.54%
Buildings 407,321 375,448 363,386 323,350 770,707 698,798 10.29%
Improvements, other
than buildings 31,518 28,912 449,752 403,603 481,270 432,515 11.27%
Infrastructure 6,897,718 7,164,126 - - 6,897,718 7,164,126 -3.72%
Vehicles and
equipment 16,533 21,963 7,506 7,895 24,039 29,858 -19.49%
Intangible assets - - 8,903 9,227 8,903 9,227 -3.51%
Property under
capital leases 2,319 2,630 5,073 5,528 7,392 8,158 -9.39%
Total capital assets  $ 8,321,084 8,430,073 1,087,590 953,262 9,408,674 9,383,335 0.27%

The City’s infrastructure assets are recorded at historical cost in the government-wide financial
statements as required by GASB Statement No. 34.

Commitments outstanding as of June 30, 2004, related to governmental and business-type activities
construction in progress total approximately $187.8 million and $125.6 million respectively.

Additional information about the City’s capital assets can be found in Note Ill.D to the financial
statements.

Debt Administration:

Debt Management Policy

The Debt Management Policy for the City was adopted by the City Council on May 21, 2002. The first set
of program-specific policies, related to the City’s multifamily housing program, was adopted by the City

Council on June 11, 2002. The Debt Management Policy establishes the following equally important
objectives:
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Management’s Discussion and Analysis (Continued)

Minimize debt service and issuance costs;

Maintain access to cost-effective borrowing;

Achieve the highest practical credit rating;

Full and timely repayment of debt;

Maintain full and complete financial disclosure and reporting;
Ensure compliance with applicable State and Federal laws.

General Fund Bonded Debt Limit

The City of San Jose Charter limits bonded indebtedness for General Obligation bonds to 15 percent of
the total assessed valuation of all real and personal property within the City. The total taxable assessed
value on the City’'s FY 2003-04 tax roll is $92.4 billion, which results in a net total debt capacity of
approximately $13.8 billion. As of June 30, 2004, the City had $178.5 million of General Obligation bonds
outstanding.

General Obligation Bond Rating

In June 2004, the City received confirmation of its general obligation bond ratings from the three major
rating agencies: Aa1l from Moody’s; AA+ from Standard & Poor’s; and AA+ from Fitch. These ratings
place San Jose in the second highest rating category (only one “notch” below Aaa/AAA/AAA), ranking it
higher than the State of California and the highest-rated large city in California.

Outstanding Debt

The City's debt service obligations include general obligation bonds, revenue bonds, lease revenue
bonds, special assessment bonds and reassessment bonds, Redevelopment Agency tax allocation
bonds, capital lease obligations, and commercial paper.

As of June 30, 2004, the City had $2.9 billion of outstanding long-term debt related to Governmental
Activities and $670 million of debt related to Business-Type Activities, for a total of $3.6 billion. These
amounts for the fiscal year ended June 30, 2003 were $2.7 billion for Governmental Activities and $434
million for Business-Type Activities, for a total of $3.2 billion.

The table below identifies the net changes in each category:

As of As of Net
June 30 2004 June 30 2003 Change

Governmental Activities
GO bonds 178,480 184,720 (6,240)
Revenue bonds 45,000 47,545 (2,545)
Lease revenue bonds 579,277 573,140 6,137
Reassessment revenue bonds 2,935 4,960 (2,025)
Special assessments 85,142 80,708 4,434
Redevelopment agency 2,041,365 1,854,680 186,685
Equipment leases 17 81 (64)

Sub-total: 2,932,216 2,745,834 186,382
Business-Type Activities
Revenue bonds 608,245 368,055 240,190
State of CA-Revolving Fund Loan 56,099 59,479 (3,380)
Commercial paper notes 5,786 6,658 (872)

Sub-total: 670,i 30 434,192 235,938

Total: 3,602,346 3,180,026 422,320
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Management’s Discussion and Analysis (Concluded)

Additional information about the City’s long-term obligations can be found in Note IlIl.F to the financial
statements.

ECONOMIC FACTORS AND NEXT YEAR’S BUDGET AND RATES

e The City currently faces a continuation of an unfavorable economic environment. The City faces the
daunting task of creating a balanced budget in the face of a third straight year of declining revenues
and a forecast that shows little chance of recovery in the near term.

e Following City Council priorities, the adopted budget will attempt to focus available resources on the
most essential services — primarily public safety, meeting basic infrastructure requirements and
maintaining the City Council’s commitment to neighborhoods.

e Key revenues such as sales taxes and hotel transient occupancy tax continue to decline.

e Unemployment for the City remains at an uncomfortable 9.6% for 2003 which is well above state and
national averages.

e Contract negotiations with the City’s two largest labor organizations: the Police Officers Association
and the International Association of Fire Fighters remain unresolved.

e Following Council direction from a year ago, a “Tier Two” strategy will be available in the form of a
2004-2005 Compensation/State Budget Impact Contingency Plan in the event a need for additional
balancing actions prove to be necessary. These contingencies could be triggered depending on
changes to employee compensation assumptions and, as in the prior year, additional revenue
reduction which could result from final state budget actions.

All of these factors were considered in preparing the City’s budget for fiscal year 2005.

REQUEST FOR INFORMATION
This financial report is designed to provide our citizens, taxpayers, customers, investors, and creditors
with a general overview of the City’s finances. Questions concerning any of the information provided in

this report or requests for additional financial information should be addressed to the Director of Finance,
801 North First Street, Room 110, San José, CA 95110.
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Statement of Net Assets
June 30, 2004
($000's)
Governmental Business-Type
Activities Activities Total
ASSETS
Equity in pooled cash and investments $ 670,214 367,435 1,037,649
Other cash and investments 99,055 - 99,055
Receivables (net of allowances
for uncollectibles) 167,085 12,256 179,341
Due from outside agencies 359 130 489
Internal balances (10,977) 10,977 -
Inventories 1,832 1,325 3,157
Loans receivable (net) 255,915 - 255,915
Advances and deposits 971 2,100 3,071
Other assets 10,294 179 10,473
Restricted assets:
Equity in pooled cash and investments 74,509 262,639 337,148
Other cash and investments 367,324 115,371 482,695
Receivables (net of allowances
for uncollectibles) 157 8,513 8,670
Deferred bond issuance costs
(net of accumulated amortization) 29,852 9,064 38,916
Capital assets (net of accumulated
depreciation):
Nondepreciable 965,675 252,970 1,218,645
Depreciable 7,355,409 834,620 8,190,029
Total assets 9,987,674 1,877,579 11,865,253
LIABILITIES
Accounts payable 57,376 24,149 81,525
Accrued liabilities 17,220 1,389 18,609
Interest payable 46,344 5,430 51,774
Due to outside agencies 16,015 - 16,015
Unearned revenue 19,195 878 20,073
Advances, deposits, and reimbursable credits 41,341 3,100 44,441
Other liabilities 37,520 330 37,850
Noncurrent obligations:
Due within one year 108,351 29,356 137,707
Due in more than one year 3,079,023 652,293 3,731,316
Total liabilities 3,422,385 716,925 4,139,310
NET ASSETS
Invested in capital assets, net of related debt 6,118,214 651,130 6,769,344
Restricted for:
Debt service 97,939 88,221 186,160
Capital projects 28,184 90,399 118,583
Community services 101,583 - 101,583
Public safety 2,165 - 2,165
Other purposes - 82,683 82,683
Unrestricted 217,204 248,221 465,425
Total net assets $ 6,565,289 1,160,654 7,725,943

The notes to the financial statements are an integral part of this statement.



City of San José
Statement of Activities
For the Year Ended June 30, 2004
($000's)

Program Revenues

Net (Expense) Revenue and
Changes in Net Assets

Fees, Fines, Operating Capital Grants
and Charges Grants and and Governmental Business -Type
Functions/Programs Expenses __ for Services Contributions _ Contributions Activities Activities Total
Governmental activities:
General government $ 143,335 18,646 746 - (123,943) - (123,943)
Public safety 353,009 18,856 9,588 - (324,565) - (324,565)
Capital maintenance 502,819 28,359 8,206 81,229 - (385,025) - (385,025)
Community services 277,404 53,635 27,209 - (196,560) - (196,560)
Sanitation 76,889 80,265 285 - 3,661 - 3,661
Unallocated interest and fiscal charges * 127,052 - - - (127,052) - (127,052)
Total governmental activities 1,480,508 199,761 46,034 81,229 (1,153,484) - (1,153,484)
» Business -Type activities:
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