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On motion of Supervisor Stone, seconded by Supervisor Ashley and duly carried,
IT WAS ORDERED that the recommendation from the Executive Office regarding
Receive and File of the 2012/2013 First Quarter Budget Report; and Approval of the
recommendations and budget adjustments contained in attachment A is approved as
recommended.

Roll Call:

Ayes: Jeffries, Tavaglione, Stone and Ashley
Nays: None

Absent: Benoit

I'hereby certify that the foregoing is a full true, and correct copy of an order made and
entered on _May 7, 2013 of Supervisors Minutes.

WITNESS my hand and the seal of the Board of Supervisors
Dated: May 7, 2013
Kecia Harper-lhem, Clerk of the Board of Supervisors, in

(seal) and f/oKE\xe County of Rivefside, State of California.
B A W}O/W A Deputy
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4080 Lemon Street, 5th Floor
Riverside, CA 92501-3651

SUBJECT: EY 12/13 Third Quarter Budget Report

Board members:

At the end of the third quarter, we evaluate our position in the current fiscal year, and
look toward preparing a balanced budget for next fiscal year. County economic
consultants warned previously that tax gains may wane in the first half of 2013, and that
concern about national and international budget and debt issues might dampen
~ economic activity. Factoring out unique, one-time revenue receipts, general fund
discretionary revenues have in fact fallen short of estimates.

Complicating the picture, an economic report from economists at California State
University, Fullerton, projects discretionary revenues will begin to grow next year, while
other financial experts anticipate recessionary effects may re-emerge. That leaves the
county with major obstacles to overcome, as discretionary revenues remain uncertain
while payroll costs are set to increase and the county. outlines a course to manage
mandates for affordable health care.

The District Attorney and his staff continued making progress and expect to bring his
office’s budget in under target this year. Likewise, the Sheriff anticipates possibly
closing his budget gap and coming in.on target as well. The Fire Chief currently
projects a $4.9 million shortfall, down from the original projection of $5.7 million. Fire
continues diligent efforts to contain costs, despite these challenges.

Most county departments are reducing projected deficits and remain within budget this
fiscal year. The Executive Office continues working toward solutions with departments
that face serious budget difficulties, and exploring opportunities to reduce costs through
technology, consolidation and other mechanisms.

While property values show signs of stabilizing, employment is picking up, and
discretionary revenues are forecast to increase, our regional economy remains fragile.

s » .
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Consequently, we continue to anticipate growth in discretionary revenue that will not
entirely offset our considerable fiscal challenges in the immediate future.

Sizeable labor and pension costs increases will take effect in FY 13/14. A recent court
ruling cut $2.4 million from the property tax administration fee revenue on which the
Auditor-Controller, Treasurer-Tax Collector, and the Assessor-County Clerk-Recorder
relied. It also imposed a settlement for back-payments due to cities. The new public
safety enterprise communications system will become operational this summer, and will
likely require general fund support above the current level. In addition, we continue
ramping up toward construction and operation of new jail facilities. We must also begin
the forward planning necessary to address long-deferred capital equipment and facilities
replacement. N

In addition, the Riverside County Regional Medical Center continues grappling with a
structural operating deficit projected at $33 million by this year-end, and a current cash
deficit of $48 million as of this writing. In their requested budget for next fiscal year, the
medical center presented a structural deficit of over $50 million, and a negative year-
end cash position of $84 million.

Looking at the encouraging economic forecasts beyond FY 13/14, it may be easy to
lose focus. However, we must continue with the conservative fiscal principles we have
observed from 2008. Even with the revenue increases forecast, balancing the budget
will continue to require taking the long view with prudence and restraint. We must
remain grounded and pragmatic, guarding against the trap of once again building on a
bubble.

At the opening of the budget process, | instructed departments to prepare their budget
submittals assuming they must absorb the costs of wage increases and pension
obligations. In some cases, this will entail layoffs and/or service reductions. It will be
difficult, but necessary. Achieving structural balance to the County’s general fund
‘budget within cautious revenue assumptions is essential to laying a sound foundation
for the county’s future. '

IT IS RECOMMENDED that the Board of Supervisors: 1) receive and file this report
and all its attachments; and 2) approve the recommendations and associated budget
adjustments contained in Attachment A.

' Respectfully,
Do £
JalEOu)

County Executive Officer

FISCAL PROCEDURES APPROVED

PAUL ANGULO, CPA, AUDITOR-CONTROLLER
BY ﬁv I /a2

SAMUEL WONG ~
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A. EXECUTIVE SUMMARY

Departments continue working to close budget gaps and deliver service within ongoing
resources. Two general fund departments began the fiscal year projecting budget
shortfalls: the Fire Department and Sheriff's Department. At the beginning of the year,
the Sheriff projected having a $9.2 million shortfall. At this time, with the addition from
contingency of $1.125 million for court security administration, the Sheriff anticipates
ending the year within target, barring any unforeseen emergency situations. The Sheriff
has accomplished closing this gap through cost containment efforts, in spite of
substantial increased demands. The Fire Chief has contained costs so far without
closing fire stations, but continues to project a $4.9 million shortfall. The District
Attorney anticipates ending the current year under target.

The Riverside County Regional Medical Center has a current cash deficit of $48 million
and an operating deficit of $10 million. Hospital staff projects a $33 million year-end
‘operating deficit. My staff worked with the Department of Public Social Services, Mental
Health, and the Medically Indigent Services Program to identify revenue to defray
portions of this deficit, and the medical center has identified some cost savings. The
medical center's capital projects also are being examined to determine whether a
modified financing approach might reduce the short-term demand for working capital.
However, these efforts leave a projected gap remaining at year-end. The Executive
Office is working to identify opportunities for greater efficiency and effectiveness, to
strengthen the medical center’s fiscal footing, and prepare to implement the Affordable
Care Act. The consultant the Executive Office has retained to assist with this effort will
begin work in early May. '

The Parks and Open Space District is requesting a $1 million cash flow loan within its
own funds to provide recreation operations working capital for the aquatic centers while
use of those facilites ramps up. The district faces financial challenges with those
operations, as -revenue from the Jurupa Aquatic Center continues falling short of
expectations. '

 Factoring out one-time events, discretionary revenues overall are falling short of

estimates in the adopted budget. Sales and use taxes will exceed estimates due to
increasing fuel prices and $2.55 million in one-time revenue from solar construction
projects. Apportionment of county’s redevelopment pass-through revenue under the
new requirements under ABX1 26 that dissolved redevelopment agencies statewide
appears to be going relatively smoothly. Pass-through allocations, however, are
somewhat short of expectation and ‘this matter is being researched. Distributing
residual low- to moderate-income housing set-aside assets from dissolved
redevelopment agencies around the county generated a one-time windfall of $11.63
million applied toward budget stabilization. The Executive Office continues watching
revenue trends closely, and does not recommend further revisions to budgeted revenue
estimates at this time.

Significant challenges loom as we look toward the FY 13/14 budget. Our economists at
California State University, Fullerton, project robust growth in assessed value under a

1
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positive economic scenario. The County Assessor anticipates applying the maximum 2
percent inflation factor allowed under Prop. 13 to the assessment roll, which will help
offset continued Prop. 8 reductions. Despite losing significant sales and use tax
revenue due to recent incorporations and economic forces, those revenues now appear
poised to grow modestly over the next few years as unemployment falls, job growth
returns, and fuel prices rise. Long-term, the Executive Office now cautiously anticipates
acceleration in revenue growth.

As we prepare the FY 13/14 recommended budget, the county confronts steeply
escalating costs. Negotiated labor costs are projected to increase over current-year
costs by $64 million in FY 13/14, of which $13.8 million is not supported by
departmental revenue. County contributions to PERS will increase by 1.5 percent for
miscellaneous employees and by 0.9 percent for public safety employees. These costs
are associated with the smoothing policy CalPERS adopted to help agencies manage
increasing costs. )

The new public safety enterprise communication (PSEC) system implementation has
been delayed by Motorola due to technical issues. Keeping the PSEC project team in
place longer than anticipated while these issues are resolved has increased costs. The
Executive Office recommends recovering unexpected costs resulting from this delay
from Motorola. Ongoing, the operating budget for PSEC will likely require general fund
support above current levels.

B. ECONOMIC OUTLOOK

GENERAL OUTLOOK

As of February, non-farm payroll employment had grown 2.1 percent on a year-over-
year basis statewide, and 1.5 percent nationally. Employment improved in seven major
industry sectors through the current year and worsened in four.

Through February, the state had regained 556,500 of the jobs lost during the recession.
The largest job gains came in construction; information; financial activities; professional
and business services; educational and health services; and leisure and hospitality
sectors. Jobs were lost in trade, transportation - and utilities; government;
manufacturing; and mining and logging. The state’s unemployment rate was 9.4
- percent in March, the lowest in over four years. The national unemployment rate in
March had decreased to 7.6 percent. Across the state, unemployment ranged from a
low of 5.2 percent in Marin County to a high of 23.9 percent in Imperial County.

Stétewide, home sales slowed in February for the second consecutive month. Existing
home prices rose 24 percent above the previous year and the unsold inventory index
fell to 3.6 months, down from 5.4 months the February before.

LOCAL OUTLOOK

Since our last quarterly report, Riverside County’s unemployment rate edged down to
10.5 percent from 12.4 percent the year before. The leisure and hospitality sector
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generated a significant majority of the job growth in the Riverside-San Bernardino-
Ontario statistical area. That category was led by lodging and food services, which
accounted for 60 percent of the sector's job growth. On a year-over-year basis, the
government sector cut 3,300 area jobs, with nearly 70 percent of those job losses in
local government.

Assessed Value

Riverside County property values continue to strengthen and rebound toward a
normalized real estate market. Stabilizing factors include a reduction in foreclosure
related activity, significant increases in year-over-year median sales prices for
residential property, and some improvement among certain commercial property types.
The Prop. 13 inflation factor will be at

Annual Change in Assessed Value the maximum 2 percent, which will

30% - positively affect the assessment roll.
25% Conversely, the substantial number of
20% commercial appeals that still need to
15% o be defended may negatively impact
10% the assessment roll. New construction
5% | has begun to show tentative signs of

0% recovery, although this sector's

5% recovery remains uncertain. The net
-10% result is expected to be a 3.5 percent
-15% increase to the assessment roll over -
last year.

Source of foward projections: California State University, Fullerton

Assessment appeals, together with
Prop. 8 assessment reductions, pressed the county’s assessed value lower in each of
the last four years, and continue to result in loss of property taxes this fiscal year. Last
year's projected assessed roll value reflected a decrease that was less than one quarter
of one percent. The Assessor's early FY 12/13 projection reflects a 3.5 percent
increase over the prior year. The Executive Office will work with the Assessor,
California State University, Fullerton, and Beacon Economics to refine the projections.

Recordation Activity

The County Recorder continues to report
positive activity for the third quarter, which

Documentary Transfer Tax
(Qdarterly)

can be a leading indicator of housing and 2512
development activity. Compared to the 2 s10
previous years third quarter, document £

w5
[--]

recordings are up about 2 percent and page
count is up about 7 percent. County Clerk-
Recorder revenue is up 24 percent and
documentary transfer tax is up about 14
percent to date this fiscal year (compared to
the same period of FY 11/12). Notice of
default recordings were down 60 percent
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during the fiscal year's third quarter. While these are all positive signs for the Recorder,
document recordings are still down over 40 percent from peak activity in 2006.

BUILDING PERMITS

During the first eight months of FY 12/13, Building and Safety accepted 6,546 new
applications, up 26 percent from the 5,212 for the same period last fiscal year. New
applications brought $3.4 million in receipts
compared to $2.2 million for the same
period last fiscal year, a 57 percent
increase. In addition to the increase in
solar activity, the department is now seeing
an uptick in tract and commercial activity:

Quarterly Permit Activity

Residential in
Thousands
O=NWhAhOO~N
Com/Ind in
Hundreds

Planning applications for July through
February increased to 445 compared to
360 for the same period last year, an
increase of 24 percent. Of these, 82 were
major cases and 363 were minor,

s===New Commercialflndustrial compared to 64 major cases and 296 minor
in the first eight months of the prior fiscal year. Customer counts at TLMA's fwo
regional offices declined 23 percent in the first eight months compared to the same
period last fiscal year.
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FEDERAL BUDGET UPDATE

Sequestration

Sequestration is the process of applying automatic, across-the-board spending
reductions evenly divided between defense and non-defense functions such as
mandatory/entitltement funding and annual discretionary funding. This process serves
as the model for the process to be used during implementation of the Federal Budget
Control Act of 2011. Sequestration became a part of the FY 2013 federal
appropriations process and cuts began March 1, 2013. Impacts to county departments
will affect their budgets for the last quarter of FY 12/13 and the first quarter of FY 13/14.

As of March 15, 2013, departments reported their impacts below. These numbers
continue to be refined. The reductions are expected to be implemented in the current
fiscal year and additional cuts are likely next fiscal year. Impacts of the 2014 federal
budget continue to be evaluated, and the Executive Office will monitor and provide
updates as appropriate.

FY 12/13 FY 12/13 FY 13/14
Dept. Program Federal Anticipated Anticipated

Revenue Loss Loss
Office on Aging Senior Nutrition ~ $ 7,169,231 $161,000 $339,000
RCRMC Medicare 28,200,000 150,000 /600,000
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FY 12113 ' FY 12/13 FY 13/14

Dept. Program Federal Anticipated Anticipated
Revenue Loss Loss
Housing Section 8 6,504,156 546,349 TBD
Public Housing . Housing 1,576,868 32,457 TBD
HOPWA Housing 1,129,503 90,361 TBD
Capital Fund Housing 566,759 47,607 TBD
HOME Housing 1,653,678 138,909 TBD
Workforce Development  Employment Training 19,870,597 993,530 TBD
CDBG Community Invest 6,476,285 531,055 TBD
FAA Airports 4,303,000 TBD TBD

NOTE: Office on Aging Memo regarding Sequestration/Five Year Cuts; EDA/Housing Authority continues to refine
their sequestration numbers; CEO will continue to monitor the issue and provide periodic updates to the Board.

STATE BUDGET UPDA TE

The state’s economy continues to show signs of strength highlighted by multlple areas
of growth. In addition to voter-approved tax increases, the state shows some signs of
restraint on the spending side, which helps narrow the deficit. Job ‘growth has been
_strong and is outperforming the nation.

State Revenue

The state controller has recently reported that March revenues are 7.2 percent above
budget projections for the month. Total revenues for the fiscal year through the end of
March were $4.7 billion ahead of the governor’s estimates. While the first nine months
of revenue far exceeded expectations, income tax deposits over the next two weeks will
show whether that uptick is solid or fleeting, according to John Chiang, state controller.
“The Governor and lawmakers have exercised discipline by waiting to make spending
decisions until we can explain whether this surge reflects economic growth or simply
means that taxpayers paid their taxes earlier than usual.”

Although the state’s dependence on personal income tax makes the California’s fiscal
condition particularly vulnerable to economic downturns, income tax receipts are now
driving California’s positive revenue numbers. In March, personal income taxes came in
14.8 percent above monthly estimates, while corporate taxes for March were 5.8
percent above monthly estimates. State sales tax receipts were 8 percent below
estimates. Despite an increase in the sales tax rate, revenues lagged, possibly due to
the effect on consumer spending of the January 1, 2013, federal payroll tax increase.

The fiscal year looks to be in better balance than projected last July. The nine-month
cash deficit now stands at $5.6 billion versus the $11.4 billion projection contained in the
most recent estimates, and the $13.4 billion shortfall recorded during the first nine
months of the prior fiscal year. Because of the $9.6 billion deficit carried forward from
June 30, 2012, the state still has to cover a midyear cash borrowing of $15.2 billion.
Still, this is down substantially from the $21.5 billion borrowing required a year ago.

For the first three quarters of the current fiscal year, total receipts surpassed estimates
of $5 billion, or 8 percent. Spending is running $873 million, or 1.2 percent below
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estimates. The final three months of the fiscal year give reason for both optimism and
caution. '

State Budget Activities

The governor called a special legislative session on health reform in January to address
Medi-Cal expansion. The county has been heavily involved in reviewing this vitally
important program, scheduled to tarke effect January 1, 2014.

The budget includes significant Health and Human Services expansion. Medi-Cal’s
expansion includes two proposed options: state-based expansion and county-based
expansion. Most counties are supportive of the state-based option, although the
governor has linked Medi-Cal expansion with realignment funding. The California State
Association of Counties, our lobbyists, and many legislators are advising the governor’s
* office to delay the realignment discussion until 2017. Medi-Cal expansion indicates that
caseload growth without Healthy Families is estimated to be 1 percent; growth with
Healthy Families is 5.9 percent. The Coordinated Care Initiative is anticipated to be
implemented no -sooner than October 1, 2013. Riverside County’s implementation
would be phased in over 12 months.

Few substantive legislative hearings have been held to address next year's budget and
the legislature has shown some restraint in pursuing spending proposals. The May
Revise will provide a better view of the governor's plans for the upcoming year and
provide additional details in key programmatic areas for the county’s component units.
The county’s legislative advocates continue to closely monitor state budgetary activity
and will actively engage on our behalf as more state budget details are known.

The legislature also has taken up the issue of reforming the California Environmental
Quality Act (CEQA). Multiple organizations support recommendations to update and
streamline the 40 year old law. The urgency to revise CEQA slowed with the lead
author recently leaving the legislature. The county continues to monitor this issue and
provide input.

C. MULTIYEAR BUDGET OUTLOOK

LONG-RANGE PLAN

The county’s multi-year budget plan incorporates projected expenditures and revenue
four years ahead, with revisions made as more information becomes available. At the
beginning of the fiscal year, the Executive Office estimated total discretionary revenue
of $570 million, a $215 million decrease from the peak of $785 million in FY 06/07. The
long-range projection for discretionary revenue continues to anticipate modest growth,
consistent with economists’ forecasts of slow economic recovery.

The County already has held an impact hearing for the FY 13/14 budget. At the
hearing, all general fund departments were asked to present balanced budgets. The
Sheriff and Fire Department presented budgets that needed additional resources and all
other departments presented balanced budgets. - The balanced budgets absorbed all
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additional costs, including salaries and benefit increases. To fund the various
departments’ needs, the county elected at midyear to set aside funding for budget
stabilization. This funding contains additional resources received in FY 12/13 from one-
time revenues and additional fund balance from prior year. At the end of FY 12/13, the
county projects having an additional $34.7 million of these one-time resources available
for FY 13/14. In addition, in FY 13/14, property tax is expected to grow by 3.5 percent.
Sales and use tax and Prop. 172 receipts also are expected to grow. Using these
additional ongoing discretionary revenues and the set-aside for budget stabilization, the
Executive Office expects presenting a recommended general fund budget balanced
without using reserves.

The Board of Supervisors authorized the Sheriff to increase his patrol ratio to 1.0 at the
beginning of FY 12/13, and the Sheriff will reach that target in FY 13/14. Reinforcing its
commitment to public safety, the Board adopted the “1.2 Doctrine — a Roadmap for
Public Safety” on March 26, 2013. This doctrine directs the Sheriff to increase his. per
capita patrol ratio of deputies to population from 1.0 per 1,000 to 1.2 per 1000 in the
county unincorporated area. The Sheriff already has begun this process and expects to
reach this goal within the next five years. This initiative will increase costs in the
Sheriffs budget, and as part of the budget impact hearing the Sheriff requested
additional resources. The county expects to provide sufficient resources as the Sheriff
builds up to this ratio.

The county also is building the East County Detention Center (ECDC) in Indio to
increase jail capacity. This facility will be built with an AB900 grant from the state and
with bond proceeds. The ECDC is expected to open in October 2016. To prepare for
facility operations and maintenance, the county adopted a policy of setting aside the
growth in Prop. 172 funds. This growth, $30-40 million over the next three years, will
build a reserve to supplement operation and maintenance while ongoing revenues ramp
up to meet costs. The Executive Office is working with all public safety departments to
develop five year plans that will be presented in June with the recommended budget.

The Fire Department also requested additional resources to purchase equipment and
offset costs related to unfunded coverage of the City of Jurupa Valley. The county
intends to finance the equipment and continue to provide funding for coverage of the
City of Jurupa Valley.

Property tax revenue is budgeted at approximately $268 million for FY 13/14, and
represents approximately 46 percent of the county’s discretionary revenue. Preliminary
indications from the County Assessor assume a potential increase in assessed
valuation in FY 13/14 of approximately 3 percent to 3.5 percent compared to FY 12/13. -
The potential increase comes primarily from increasing property values, which
increases assessed valuation. For budgetary purposes, assessed valuation is assumed
to increase 3.5 percent in FY 13/14, compared to the 0.15 percent decrease in FY
12/13. In July 2013, the County Assessor will finalize the FY 13/14 assessment roll.
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FUTURE RISKS TO A STRUCTURALLY BALANCED BUDGET

The county is making every effort to anticipate and address future fiscal impacts. While
several potential impacts are identified for coming fiscal years, some associated costs
cannot yet be accurately quantified. In addressing these budget challenges, we must
identify ongoing funding sources or offsetting cost reductions. Major issues are
discussed in more detail below.

Riverside County Regional Medical Center

The Riverside County Regional Medical Center (RCRMC) estimates that it will end the
year with a negative cash balance of nearly $33 million. The department continues to
estimate a budget shortfall, but has

RCRMC Cash Position identified one-time funds, additional
in millions _ ‘ revenue and cost savings that reduce
"$80 the shortfall to less than $10 million.
$60 RCRMC continues to look for other
$40 . o
$20 funding opportunities.
ggg; i A request for proposals was released
$(60) in late January to develop a strategic
$(80) plan that will identify the future

3833} direction of the Riverside County

health and mental health delivery
system.  In addition, the plan will
identify business models to sustain the
long-term financial viability and achieve a strong- market position in the new health
reform environment. It is anticipated that the evaluation and negotiation process. will be
completed and a vendor selected by early May.

Jun-09
Jun-10
Jun-11
Jun-12

AB109 Revenue and Costs

Realignment of the California criminal justice system dramatically alters county-level
practices and in Riverside County has led to jail overcrowding, early releases, and the
-development of community-based programs and services to effectively supervise
offenders. For example, the Sheriff expanded the electronic monitoring program and
entered into an agreement with the state to send qualified jail inmates to work in fire
camps. Probation extended successful evidence-based practices to encompass
supervision of all inmates released from state prison after completing their sentences.
Probation opened a day reporting center to help offenders integrate back into the
community. In addition, Probation took over pre-trial services from the courts and
added a community supervision component to ensure safety.

Effective October 1, 2011, counties assumed supervision of state prisoners released
after completing their terms if their most recent offense was determined to be non-
violent, non-serious, and non-high risk sex offender (“non, non, non” or ‘N3"). Judges
began sending newly convicted N3 offenders to local jails instead of, state prison.
Judges also have a hybrid sentence option that includes a combination of jail and a _
period of supervision after inmates are released from custody. Riverside Superior Court

8
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judges order these split sentences nearly 65 percent of the time for convicted N3
offenders. Lower risk parole violators are kept in county jails instead of being sent to
state prison, and beginning July 1, 2013, parole revocation hearings and revocation
incarcerations will also be at the county level. Although realignment helps the state
meet its federal directive to reduce prison overcrowding, realignment also provides
major opportunities for county government to utilize best practices and to more
effectively manage the N3 population. Realignment also is expediting the need for
additional jail beds and alternative community-based services. '

Reduced recidivism is the announced focus of the criminal justice realignment
legislation. In Penal Code §17.5, AB109 declares that “California must reinvest its
criminal justice resources to support community-based corrections programs and
evidence-based practices that will achieve improved public safety returns on [the]
state’s substantial investment in its criminal justice system.” It further directs that:
“Fiscal policy and correctional practices should align to promote a justice reinvestment
_strategy that fits each county.” The purpose of any justice reinvestment effort is to
increase public safety while reducing costs for managing the identified population.
Realignment assumes that there are better county-level alternatives for low-level
offenders than options found in state prison or from state parole.

Riverside County’s share of realignment funding from FY 11/12 through FY 13/14 is
$124.9 million. This includes an allocation to the county for all realignment services,
and direct allocations to the District Attorney, the Public Defender and the Superior
Court. The Community Corrections Partnership Executive Committee (CCPEC) directs
the realignment efforts and distributes funding; the Probation Department is the county’s
administrator for the funding and CCPEC members provided information for the three-
year distribution chart that follows. Data submitted by the Sheriff, District Attorney,
Public Defender, Mental Health (including medical services through RCRMC), and
Probation all indicate that, so far, realignment allocations have been sufficient to provide
planned services. Department heads have not reported any general fund impacts.
Departments indicate, however, that there is the potential for impact to the general fund,
for instance if the Sherlff purchases beds in another county.

Public Safety Realignment Funding
Community Corrections Partnership Executive Committee (CCP)

Three Year Funding Summary

FY 13/14
FY 11/12 FY 12/13 Estimated Total
State Allocation 24,178,938 44,580,594 56,180,373 $ 124,939,905
Contingency 737,606 3,073,862 ‘
Carried Forward 8,808,627 . 8,287,013
Total 24,178,938 54,126,827 67,541,248

Note: FY 13/14 includes FY 12/13 sales taxgrowth of 3.6 million.

Future statewide funding is expected to exceed $1 billion by FY14/15 when the
permanent funding formula is in place. Additional funding would then depend on growth

9
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in public safety sales tax revenue and its allocation. While funding to this point has
been sufficient, it is critical to remember that since October 2011 departments have
been phasing in their implementations while additional staff was hired and programs
expanded or implemented. There is a strong possibility that continued fundirig will be
insufficient to serve the population of N3 offenders, particularly those sentenced to three
or more years in county jail. Concerns as departments move forward include:

1. Future growth is capped at sales tax increases.

2. The allocation formula will be fixed by FY 14/15 and could adversely impact
Riverside County.

3. Departments are nearly at full operation and may well need additional funding to
expand alternative, community-based programs and services.

4. Sentenced N3 offenders are likely to' increase requiring construction of additional
beds and expansion of both inmate services and post-release programs.

Additional information is included in Attachment B.

Recommendation 1: That the Board of Supervisors request that the Community
Corrections Partnership Executive Committee include the expenditure of general fund
“dollars to support realignment efforts as part of their annual report to the Board..

SB90 Reimbursements

Previously, the Board asked the Executive Office to explore available options to recover
outstanding SB90 reimbursements owed by the state, which at this time total $42.6
million. In FY 13/14, the state will dedicate $4.2 billion to repay a portion of its SB90
obligations, and it plans to pay off the obligation by FY 16/17. The county will receive
an unknown share of that amount. As far as legal recourse, in County of San Diego v.
State of California (2008) 164 Cal.APP.5th 580, the appellate district court ruled the
court could not compel a legislative appropriation, and that the county’s recourse is to
take action to suspend the mandate or service. Since Riverside County has chosen not
to suspend any of the mandated activities, the county’s only remaining option is to
receive payments through the state’s scheduled repayment plan through FY 16/17.

D. FIRST QUARTER ACTIVITY

DISCRETIONARY REVENUE

Property Taxes

Property tax revenue was budgeted at $259.2 million based on a forecasted 0.15
percent drop in assessed values. The Auditor-Controller currently projects property tax
revenue down by $2.7 million from that estimate, due primarily to decreased contractual
revenue related to dissolved redevelopment agencies. The Executive Office continues
monitoring revenue closely and will make additional recommendations when more data
is available. :

10
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Redevelopment Dlssolutlon Related Revenue

In 2011, the governor signed ABX1 26, dissolving redevelopment agencies throughout
the state and the law was upheld in court. Consequently, redevelopment agencies
statewide were dissolved February 1, 2012. Under ABX1 26, redevelopment agencies’
assets that are not essential to meet enforceable obligations must be liquidated and
distributed to taxing entities, such as the county.

As of April 2013, the Auditor-Controller has distributed $12.6 million in unencumbered
low- and moderate-income housing set-aside assets formerly held by redevelopment
agencies throughout the county. [n the FY 12/13 midyear budget report, the Board of
Supervisors earmarked $11.6 million of this discretionary revenue as a one-time
distribution to stabilize the budget.

Teeter Tax Losses Reserve Fund (TLRF) Overflow

Under the California Teeter plan, the county advances participating local agencies their
property tax revenues based on enrolled assessed valuation. In return, the county
collects and retains taxes due, including any penalties -and interest on delinquent taxes.
The tax losses reserve fund manages . :
revenues and expenditures associated Actual TLRF Overflow Transfer
with the program. Revenue exceeding g $60 ,

the cost of the financing and necessary 2 gso

tax loss reserve is discretionary revenue 2
released to the general fund.

$40

i $30
The rise in assessed value together with
a spike in property tax delinquency rates
significantly increased Teeter plan 10 PG
overflow for several years, peaking at
-more than $52 million in FY 09/10.
However, as delinquency rates decline,
we continue to project the associated
overflow to be $33.5 million this fiscal v
year. As the real estate market stabilizes over the next several years, this revenue will
continue to erode, as projected in the chart at left.
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Sales and Use Taxes

Total sales and use tax recelpts from the most recent quarter rose 9 percent from the
same quarter a year ago for all jurisdictions in the county, according to Hinderliter de
Llamas & Associates (HdL), Riverside County’s sales tax consultant. This increase is
higher than receipts reported among most counties in the region. This is attributable to
the 54 percent increase over the same quarter a year ago experienced by the Riverside
County’s sales and use tax allocation from the unlncorporated area. The state’s overall
growth rate was 6.1 percent compared to the same quarter a year ago.

Riverside County’s sizeable increase is due primarily to taxable sales attributable
directly to construction of the Desert Sunlight and Genesis solar power plant projects

11
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and strong holiday sales at the Desert Hills Factory Outlet stores. Although the Desert
Sunlight solar project began construction in fall 2011, sales and use taxes from that
project are only now being allocated correctly to the unincorporated county. This
accounts for $1.35 million of the jump in current-year sales tax receipts to date. In
addition, the Board of Equalization confirms there will be a one-time corrective
reallocation of $1.2 million in the Riverside County’s favor related to this project before
year-end. Riverside County’s increased share relative to the sales tax generated by all
jurisdictions within the county is also temporarily increasing Riverside County’s share of
the pooled use tax allocated within the county, and Riverside County’s allocation factor
for Prop. 172. While significant in size, these construction-related sales and use tax
receipts from solar projects will be short lived. Consequently, the Executive Office
continues tracking them closely to avoid unsustainable spending.

Recent statewide sales numbers continue to be driven predominantly by rising auto
sales, which accounted for one-fourth of the state’s increased sales tax receipts. As the
backlog of demand created by the tsunami that suspended production in Japan finally
plays out, HdL predicts this rise in auto sales has crested and will return to more normal
sales rates in the coming quarters. Restaurant sales posted an increase of 5.1 percent
statewide last quarter, primarily in the high end luxury market and quick-service
operations, with the mid-range restaurants continuing to suffer as middle income
households remain distressed. Fuel prices remain elevated compared to the same
quarter the previous year. While this increases sales taxes from that sector, higher fuel
prices also further squeeze consumer spending in other sectors. . Taken overall, per
capita taxable sales in the county lag significantly behind the other six counties in the
region, including Imperial County. |

At midyear HdL cautioned that gains in the first half of 2013 would likely be lower than in

previous quarters. Uncertainty over the way Congress handled the “fiscal cliff’ also

created lingering doubts about postponed actions on the debt ceiling, and the

weakening ‘economies in Europe and China continue to dampen economic activity.

While middle class tax cuts were

made permanent, the payroll tax

Sales Tax Revenue cuts were allowed to lapse, and

(in millions) ‘ the effect on consumer spending

remains to be seen. At this time,

HdL anticipates recessionary

effects may begin to re-emerge in
coming quarters.

The county’s FY 12/13 budgeted
estimate for sales and use tax
revenue is $21 million. The
county has been allocated nearly
that amount to date and HdL has
increased its FY 12/13 projection
to $27.1 million based on current
Source of foward projections: HdL Companies receipts and known factors,
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excluding the additional $2.5 million anticipated from the Desert Sunlight solar project.
HdL's projection for FY 13/14 remains relatively flat at $28.4 million. Additional
economic detail from HdL is contained in Attachment C.

Interest Earnings
General Fund Interest Earnings . . '
(in millions) General fund interest earnings are a
$70 —  product of two factors: cash on hand and
$60 $58 the rate interest is earned in the
$52 Treasurer's pooled investment fund. Both

$80 have been significantly reduced in the last

few years. As fund balance and interest
rates increased, interest earnings grew
substantially. However, as general fund
reserves were drawn down and interest
rates fell, interest earnings fell significantly.

$40
$30
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$10
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The Treasurer now estimates $2.64 million
in interest earnings for the fiscal year. The
forecast is contingent upon no additional deterioration in interest rates or further
declines in fund balances. The projection reflects persistently low interest rates due fo
historical Federal Open Market Committee intervention and from the announcement last
December of another round of quantitative easing, QE4, which authorizes up to $85
billion per month in Treasury and agency bond purchases in the open market.
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The Federal Reserve also has elected, at its most recent meeting in April 2013, to keep
the target range for the federal funds ’
rate at 0 to .25 percent. It is anticipated

that this exceptionally low range for the General Fund .

federal funds rate will be appropriate as Projected Discretionary Revenue

long as the unemployment rate remains (in millions)

above 6.5 percent, inflation does not , 3rd

exceed a half percentage point above 5;1_‘-":“:: Quarter Variance

the Federal Reserve’'s long-range goal, . M Estimate

and long-term inflation expectations PropertyTaxes $259.2 $256.5  ($2.7)

continue to be well anchored. The RDAResidual/ssets 00 126 126

Treasurer will continue to provide '1\_"°t°rveh'°'e In Lieu 1875 1873 (02)
. . axlLoss Reserve 33.5 335 0.0

updates if there are any material pies and Penaties 26.8 235 (3.3)

changes. Sales & Use Taxes * 21.0- 284 74

Tobacco Tax 10.0 10.0 0.0

Revenue Summary Documentary Transfer 9.7 106 0.9

While certain discre.tionary ge_neral fgnd ::nrg::g'ts;friizs : g? g:g (g:g)

revenues show signs of improving, msc.Federal and State 5.0 6.5 1.5

others continue to decline. Expected other (Prior Year & Misc.) 8.5 104 16

losses in property taxes and revenue
related to fines and penalties may be Total _ $569.3 $586.6  $17.3
offset by increased sales tax and use * Does not include public safety sales tax revenue
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tax revenue, one-time revenue from property sales and unclaimed property tax
overpayments. ’

The chart summarizes the county’s currently projected discretionary revenue estimates.
Overall, it appears net general fund discretionary revenue will likely be $17.3 million
higher than originally estimated, due primarily to one-time receipts of $12.6 million in
residual redevelopment assets. The Board approved using most of these funds to
stabilize the budget. The Executive Office does not recommend adjusting other
discretionary revenue estimates at this time. . :

GENERAL FUND COMMITMENTS AND DESIGNATIONS

The county maintains a number of Board-established general fund commitments and
fund balance designations. The following table lists these commitments and
designations, taking into account the recommendations in this report.

General Fund Commitments and Designations

(in millions)

FY11/12 | Adjustments | FY12/13 | Adjustments| Balance
Ending for Budget | Beginning |through Third Upon
Balances Use Balances Quarter Approval
Economic uncertainty  $1247] = $0.0] $1247| = $0.0|  $124.7 |
Budget Stabilization =~ $00}  $00;  $00| = $347| = 347
Disaster relief 15.0 0.0 150 0.0 15.0
Property tax system 11.4 (5.3) 6.1 0.0 . 61
SB90 deferral 14 0.0 1.4 0.0 14
Historic courthouse remodel 0.5 0.0 0.5 0.0 0.5
~ _CAC remodel 0.5 . 0.0 0.5 0.0 0.5
Community improvement __ 03f 23} 26}  (20)) 06
ACO internal audits unit : 01 0.0 0.1 0.0 0.1
DPSS realignment growth 2.8 (2.0) 0.8 3.5 43
Solar power plant program 04 0.0 . 04 (0.4) 0.0
Legal Liabilities 3.7 0.0 3.7 0.0 3.7
TOTAL $160.8 ($5.0) $155.8 $35.8 $191.6

APPROPRIATIONS FOR CONTINGENCY

Appropriations for contingency are intended to cover urgent, unforeseeable events such
as discretionary revenue shortfalls, unanticipated expenditures, uncorrectable
departmental budget overruns and other mission-critical issues at the Board's
discretion.  Currently, the Board-approved contingency target is $20 million or
approximately 3.5 percent of ongoing discretionary revenue.

Two major draws on contingency occurred during the third quarter: backfilling $6 million
owed by the City of Jurupa Valley for Sheriff services and $2.4 million owed under court
judgment regarding the property tax administration fees (PTAF). This report
recommends three major draws: $3.5 million to cover appropriations required by Fire to
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meet essential obligations before year-end, $303,000 for NPDES, and $1.126 million for
Sheriff court security administration. In total, $13.6 million has been drawn from
contingency to date, leaving a current balance of $6.4 million. Unexpended contingency
at year-end will be used to re-establish the appropriations for contingency next year.

Cost Revenue Total Balance
Adjustment Adjustment Adjustment Available
Beginning Balance: ‘ $20,000,000
Adjustments to date:
07/03/M12 Legal Senvices (Item 3-4) $ 91,000 $ (91,000)
09/25/12 Stale dated warrant (ltem 3-11) 28 . (28)
11/06/12 Stale dated warrant (ltem 3-19) 1,160 (1,160)
02/26/13 Jurupa Valley Cost Deferral (Item 3-75) 6,019,496 (6,019,496)
2nd Qtr Rpt NPDES Budget Adjustment 163,052 (163,052)
03/26/13 PTAF Settlements (ltem 3-4) 2,404,739 (2,404,739)
. 8,679,475 - (8,679,475)
Actions recommended in this report: :
3rd Qtr Rpt Fire Department 3,889,220 389,220 (3,500,000)
3rd Qtr Rpt NPDES 303,000 - (303,000)
3rd Qtr Rpt Sheriff court security administration 1,125,295 (1,125,295)
3rd Qtr Rpt - Clerk of the Board 8,800 - (8,800)

5,326,315 389,220 (4,937,095)

Contingency balance upon approval of this report= $ 6,383,430

E. DEPARTMENTAL STATUS
INTERDEPARTMENTAL AND CAPITAL PROJECTS

Capital Improvement Program (CIP)

Tobacco Master Settlement

The tobacco master settlement agreement (MSA) was an agreement between the -
largest U.S. tobacco companies and the attorneys general of 46 states. The agreement
settled each state’s Medicaid lawsuits against the tobacco industry and exempted the
industry from future liability for the harm caused by tobacco use and the related health
care costs. The companies agreed to restrict tobacco marketing practices and annually
compensate states with payments for smoking-related medical costs. A dispute arose
from the MSA regarding payment adjustments made by the tobacco companies. Some
companies withheld a portion of their payment, claiming they were entitled to a
downward non-participating manufacturers (NPM) adjustment to the payments because
they lost market share to companies that did not enter into the MSA. A recent
settlement resolved this long standing dispute for sales between 2003 and 2012.

In August 2007, the county securitized the tobacco payments by issuing bonds to be
repaid from proceeds of the MSA. The portion of the recent settiement associated with
the years prior to 2007, estimated to be $3.2 million, would be returned to the county
general fund and may be used as a one-time source of revenue. - The Executive Office
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recommends using $2.2 million of these funds for Van Horn Youth Center construction
and setting aside $1 million for budget stabilization.

Recommendation 2: That the Board approve and direct the Auditor-Controller to make
adjustments increasing appropriations estimated revenue, and fund balance pertaining
to allocation of tobacco seftlement revenue $3,200,000 million, as follows:

Increase estimated revenue: ' , 4
10000-1101000000-782000 Tobacco tax settiement ~$3,200,000

Increase appropriations: . : .
10000-1101000000-551000 Operating transfers — out - 2,200,000

Increase unassigned fund balance: ,
10000-1000100000-370106 Unassigned fund balance — budget stabilization 1,000,000

Increase estimated revénue:
30700-1104200000-790500 Operating transfers — in 2,200,000

Increase appropriations:
30700-1104200000-536780 Interfund expense — capital project 2,200,000

Release for Budget Stabilization

The Executive Office recommends re-programming $2.2 million in inactive project
commitments for the San Jacinto Valley Animal Shelter and Lake Mathews Fire Station
projects to make general fund resources available for budget stabilization. The capital
improvement program continues to monitor projects under way for potential savings.

Recommendation 3: That the Board approve and direct the Auditor-Controller to make
budget adjustments increasing appropriations and use of fund balance in the capital
improvement fund and increasing estimated revenue and unassigned fund balance for
budget stabilization in the amount of $2,200,000, as follows:

Increase appropriations:
30121-1105100000-551100 Contributions to county funds $2,200,000

Decrease assigned fund balance: '
30121-1105100000-350203 Assigned fund balance for capital project sub-funds 2,200,000

Increase estimated revenue: :
10000-1101000000-790600 Contributions from county funds 2,200,000

Increase unassigned fund balance: :
10000-1000100000-370106  Unassigned fund balance — budget stabilization 2,200,000

Public Safety Enterprise Communication System (PSEC) |

The public safety enterprise communication system (PSEC) project team continues to
work on implementing the new radio system, with a go-live date in June for non-public
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safety departments and mid-July for public safety. The delay is a result of Motorola
technical issues. Preserving the PSEC project team, consisting of Sheriff, Fire and
Riverside County Information Technology (RCIT) staff, is essential for a successful
~ project completion. However, this will increase personnel costs for the project through
implementation. '

Also, because of the delay, subscribers are not yet paying the new rates to support the
76-site voice and data infrastructure. However, voice and data sites are operational and
the county already is incurring additional costs associated with support of the larger
system’s infrastructure. :

The PSEC steering committee is aware of the increased costs as a result of the
Motorola' delay, and the County will seek restitution for them. In the interim,
appropriation increases for project team personnel costs and contributions to the
operating fund are needed. There is sufficient fund balance to cover these actions.

Recommendation 4: That the Board direct Riverside County Information Technology
to seek compensation from Motorola for costs associated with the recent public safety
enterprise communication system delay.

Recommendation 5: That the Board approve: 1) releasing commitment of fund
balance for radio replacement in sub-fund 11069 and increasing appropriations in
Contributions to Other Funds in the amount of $3,668,068; 2) increasing appropriations
and estimated revenue for Fund 33500, PSEC 800 MHz Radio Project, in the net
amount of $822,983; and, 3) increasing appropriations and estimated revenue for fFund
45520, RCIT PSEC Operations, in the amount of $2,845,085, as follows: '

Release committed fund balance:

11069-1103800000-330100 Committed fund balance $3,668,068

Inérease appropriations:

10000-1103800000-551100 Contribution to other funds 3,668,068

Increase estimated revenue:

33500-7400300000-790600 Contribution from other funds 822,983

Increase appropriations: _

33500-7400300000-510040 Regular salaries 714,848

33500-7400300000-518100 Budgeted benefits 292,836

33500-7400300000-537120 Interfund — professional services 139,323

Total 1,147,007

Decrease appropriations:

33500-7400300000-525440 - Professional services 150,000

33500-7400300000-522310 Maintenance — building improvements 75,000

33500-7400300000-529540 Utilities 99,024
’ Total 324,024

Increase estimated revenue:

45520-7400600000-790600 2,845,085

Contribution from other funds
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Increase unrestricted net assets
45520-7400600000-380100 Unrestricted net assets 2,845,085

GENERAL GOVERNMENT
Executive Office

Indigent Defense

In April 2013, the Board of Supervisors directed that indigent defense administration be
transferred to the Executive Office to avoid a conflict with the new Public Defender and
one of the indigent defense contracts. Due to savings generated by a new contract for
juvenile defense services, the budget unit should meet its net cost target. This will
ultimately depend on the volume of cases the courts send to indigent defense counsel.

Health and Juvenile Services Fund

Pursuant to the terms of the settlement and release of claims approved by the Board of
Supervisors on March 26, 2013 (Agenda Item 3-35), the City of Palm Desert paid to the
County back due pass-through revenue in the amount of $2,675,800 owed to the
. County’s health and juvenile services fund pursuant to Section 11 of the 1992
Cooperative Agreement between the County, City of Palm Desert, and the former Palm
Desert Redevelopment Agency. Pass-through received under Section 11 of that
agreement is calculated based on certain sales tax received by the city, and the past
due balance arose from a calculation error connected to the Triple Flip, a state-adopted
revenue swap involving vehicle license fees.

Under a separate agreement with the Regional Access Project Foundation, Inc., (RAP)
the county provides the revenue received from this pass-through to the RAP to fulfill the
pass-through's purpose of funding health and juvenile services in eastern Riverside
County. Had the calculation error not occurred, the back due revenue would have been
paid quarterly to RAP since the Triple Flip legislation went into effect. Consequently,
the Executive Office recommends appropriating 100 percent of this settlement amount
for transfer to RAP at this time.

The Executive Office anticipates the current-year amount of this pass-through revenue
will be $63,009 higher than previously estimated, and should be increased at this time.
In addition, a nominal amount of interest earnings has accrued on this fund, which the

- Executive Office recommends be applied to defraying a portion of the administrative
expenses associated with recovering the back due pass-through.

Recommendation 6: That the Board approve and direct the Auditor-Controller to make
budget adjustments increasing appropriations and estimated revenue for the health and
juvenile services fund in the amount of $2,739,609, as follows:

Increase estimated revenue: _ -
22430-1100100000-781000 Contractual revenue — RDV $2,738,809

22430-1100100000-740020 Interest on invested funds 800
Total 2,739,809
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Increase appropriations:

22430-1100100000-536200 Contribution to non-county agency 2,738,809
22430-1100100000-537080 Interfund — miscellaneous 800
Total 2,739,809

RDA Capital Improvement Fund

The RDA capital improvement fund captures certain pass-through revenue received
from city successor agencies under the terms of various redevelopment pass-through
agreements with stipulated restrictions. The Executive Office disburses this revenue to
pay debt service on various facilities, to reimburse costs of various capital projects, and
other expenses.

Subsequent to submittal of the recommended budget, the Board of Supervisors
approved an amended agreement with the University of California, Riverside, medical
school in which the county is to pay a double installment during FY 12/13.
Consequently, the Executive Office requests increasing current-year appropriations for
this donation from $1.5 million to $3 million. This will be paid from available fund
balance. '

Recommendation 7: That the Board approve and direct the Auditor-Controller to make
budget adjustments increasing appropriations in the RDA capital improvement fund in
the amount of $1,500,000, as follows:

Increase appropriations: '
31540-1100100000-536200 Contribution to non-county agency $1,500,000

Use of fund balance: :
31540-1100100000-321158 Restricted for RDA Capital Improvements 1,500,000

Previously, the Executive Office recommended and the Board approved reserving a
portion of the tax increment already received from the former Moreno Valley
Redevelopment Agency toward the Board’s commitment to support start-up of the
University of California, Riverside, medical school. At this time, the Executive Office
recommends using up to $645,253 of that committed amount to ensure coverage for the
consultant engaged to assess the Riverside County Regional Medical Center. The
Executive Office is working with other related departments on securing alternative
sources of funding to offset a portion of this cost.

. Recommendation 8: That the Board approve: 1) transferring $645,253 in committed .
fund balance from the RDA capital improvement fund to the Moreno Valley
redevelopment project sub-fund; and, 2) direct the Auditor-Controller to make
adjustments releasing committed fund balance and increasing appropriations in the
amount of $645,253 for costs of engaging a consultant to assess the Riverside County
Regional Medical Center, as follows:

Decrease committed fund balance:
31540-1100100000-330108 Committed fund balance — deficit reserve $645,253
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Increase committed fund balance:
31542-1100100000-330108 Committed fund balance — deficit reserve 645,253

. Decrease committed fund balance:
31542-1100100000-330108 Committed fund balance — deficit reserve 645,253

Increase appropriations: v
31542-1100100000-524660 Consultants 645,253

Solar Program

In the FY 11/12 third quarter report, the Executive Office estimated a net remainder of
$357,690 between estimated solar franchise revenue and projected solar program
expenses that year. The funds were committed at that time. After the FY 11/12 year-
end actuals closed, it was determined the actual remainder was $607,729, a difference
of $250,039. The Executive Office recommends committing this additional revenue at
this time. Furthermore, to provide enhance ability to account for and report on receipt
and disbursement of th:s revenue stream, the Executive Office recommends transferring
this fund balance from the general fund to the accumulative capital outlay fund, and to
budget any future-year disbursements of solar program revenue from that fund.

Recommendation 9: That the Board approve and direct the Auditor-Controller to make
adjustments releasing unassigned and commited fund balance from unexpended FY
11/12 solar franchise revenue and increasing appropriations in the general fund in the
amount of $607,729 and increasing estimated revenue and committed fund balance in
the accumulative capital outlay fund in the amount of $607,729, as follows:

Decrease unassigned fund balance: -
10000-1000100000-370106 Unassigned fund balance — budget stabilization $250,039

Decrease committed fund balance:

10000-1102900000-330100 Committed fund balance 357,690
Increase appropriations: : ’
10000-1102900000-551100 Contribution to other funds 607,729
Increase estimated revenue:

30000-1100300000-790600 Contribution from other county funds 607,729
Increase committed fund balance:

30000-1100300000-330100 Committed fund balance 607,729
Clerk of the Board

On April 11, 2006 (ltem 3.4), the Board of Supervisors approved the use of $10,000 the
Fourth District community improvement designation (CID) to community councils for
expenses related to conducting community meetings and special events. Due to an
accounting error, those funds were never taken out of the Fourth District CID account —
though most of the money was expended. The resulting year-end CID surplus was
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returned to the general fund. The error was recently uncovered, and the department
requests a budget adjustment to make the correction.

Recommendation 10: That the Board of Supervisors approve and direct the Auditor-
Controller to make budget adjustments to increase appropriations for the Clerk of the
Board and decreasing appropriations for confingency in the amount of $8,800 as
follows:

Decrease appropriations:
10000-11 09000000-581 000 Appropriations for contingency $8,800

Increase appropriations: .
10000-1000100000-523230 Miscellaneous expense 8,800

Assessor-County Clerk-Recorder

" The Assessor-County Clerk-Recorder anticipates a $1.5 million shortfall by year-end,
$700,000 of which will likely require additional general fund support. The shortfall
results primarily from the recent California Supreme Court decision regarding the
calculation of the property tax administration fee, which will reduce expected revenue by
$1.4 million. The department will continue to reduce its costs to offset the lost revenue
and will work with the Executive Office to reassess its need for additional general fund
support at year-end. '

Auditor-Controller

The Auditor-Controller reports the e-payables program is consuming more resources
than anticipated and that revenue generated by the program has not been at the level
originally forecast. Despite this shortfall, the Auditor-Controller anticipates his
department will meet its net county cost target for FY 12/13 with a surplus of about
$590,000. Various cost measures, including attrition, give rise to the year-end budget
savings.

Following Board approval for transfer of $1.3 million in unclaimed property tax payments
to the general fund, the Auditor-Controller determined the total transferred included
money legally mandated to remain in the original property tax funds, and that money
must be returned. -

Recommendation 11: That the Board approve and direct the Auditor-Controller to
make reversing entries in the amount of $1,137 for unclaimed property tax
overpayments transferred to the general fund in error.

Treasurer-Tax Collector

Due to various cost-saving measures, including elimination of two positions and attrition,
the Treasurer-Tax Collector anticipates meeting his net county cost target for FY 12/13
with a net surplus of about $1.4 million. '
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Human Resources (HR)

Human Resources’ general fund budget unit expects to have a net budget shortage of
$570,365. The need exists in salaries and benefits and supplies and services. Some of
these costs will be offset by additional revenues from departments; however the
balance of $570,000 remaining is needed from the budget stabilization account. Over
the last four years, arbitration charges have increased from $562,000 to $1,415,000.
This is a direct result of greater arbitration activity with the unions. As a result of these
additional costs, greater funding is needed.

In addition, certain internal service funds need adjustments to accommodate service
levels. The increases in appropriations will be offset by new revenues or use of net
assets. Reimbursement agreements are in place for the increased services to
departments. The Executive Office recommends adjustlng appropriations for Human
Resources’ budget units, as follows:

Recommendation 12: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments fo appropriations for the Human Resources department

budget, as follows:

Increase appropriations:

10000-1130100000-518100 Budgeted benefits $255,000
10000-1130100000-525440 Professional services 54,000
10000-1130100000-525480 Arbitration services 500,000
10000-1130100000-572800 Intrafund transfer — miscellaneous (56,000)
o Total 753,000
Increase estimated revenue:
10000-1130100000-777030 Personnel services 183,000
Use of unassigned fund balance
10000-1000100000-370106 Unassigned fund balance — budget stabilization 570,000
Increase appropriations:
46100-1130800000-510040 Salaries 400,000
46100-1130800000-518100 Budgeted benefits 200,000
o Total 600,000
Increase estimated revenue: :
46100-1130800000-777010 Stop loss reimbursement 600,000
Increase appropriations:
45800-1132000000-510040 Salaries 150,000
45800-1132000000-518100 Budgeted benefits 50,000
45800-1132000000-520940 Insurance — other 250,000
45800-1132000000-522890 Pharmaceuticals 110,000
45800-1132000000-525440 Professional services 350,000
45800-1132000000-527780 Special program expense 640,000
45800-1132000000-534500 Hospital care service claims 3,600,000
Total 5,150,000
Increase estimated revenue: ‘
45800-1132000000-781220 Contributions and donations 5,150,000
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Increase appropriations:
45960-1131000000-551100 Contrib. to other county fund 175,000

Increase estimated revenue: - :
45960-1131000000-781360 Other miscellaneous revenue 175,000

Increase appropriations:

46120-1132900000-525100 Medical — lab services 250,000

46120-1132900000-527780 Special program expense 350,000
Total . 600,000

Increase estimated revenue:

46120-1132900000-774500 Health services 200,000

46120-1132900000-775010 Wellness incentive ' 200,000

46120-1132900000-781220 Contributions and donations 200,000
Total - 600,000

Increase appropriations: -
47000-1131800000-518100 Budgeted benefits 255,000

Use of unrestricted net assets: _
47000-1131800000-380100 Unrestricted net assets 255,000

Registrar of Voters (ROV)

In the midyear report, the Registrar of Voters expected to exceed its FY 12/13 net
county cost target by $600,000 to $900,000. Of this, $300,000 was due to increased
voter participation in the November 2012 presidential election. These costs are .
expected to be recovered by the end of the year. The additional $300,000 to $600,000
was expected to provide election services for the March 12, 2013, special primary
election to fill a vacancy in the 40th Senate District, as well as a possible runoff election
in May 2013. A majority vote occurred during the primary election, so a special general
election was not needed. It has now been determined that the primary election cost
$300,000. To cover this cost the department requests to use unanticipated revenue
received for jurisdiction and school election services. The department expects to
exceed its budget in May 2013. At this time, the Executive Office recommends
increasing estimated revenue and expenditures by $300,000.

Recommendation 13: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for Registrar of
Voters totaling $300,000, as follows:

Increase appropriations:

10000-1700100000-523800 Printing/binding $300,000

Increase estimated revenue:

10000-1700100000-771220 Special district elections 7,421

10000-1700100000-771210 School election services : 199,085

10000-1700100000-781340 Postage 93,494
Total 300,000
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Economic Development Agency/Facilities Management (EDA/FM)

Desert Expo

Desert Expo requests a budget adjustment to reduce estimated revenues as a result of
declining receipts for special event parking. The department will use assigned fund
balance to offset the revenue shortfall.

Recommendation 14: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing estimated revenue and increasing use of
assigned fund balance for the Desert Expo in the amount of $35,445, as follows:

Decrease estimated revenues: . .
22200-1920100000-741380 Parking $35,445

Release assigned fund balance:
22200-1920100000-350100. Assigned fund balance for program money 35,445

Community Centers |

The Economic Development Agency’s community centers division requests a budget
adjustment to reduce estimated revenue from community development block grant and
community improvement designation funds, which will not be fully received this fiscal
year. The department requests use of restricted fund balance to cover appropriations.

Recommendation 15: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing estimated revenues and increasing use of
restricted fund balance for Community Centers in the amount of $276,162, as follows:

Decrease estimated revenues:

21140-1900800000-778200 Interfund — miscellaneous $ 85,409

21140-1900800000-778280 Interfund expense — reimbursement for services 166,253
Total 251,662

Use of restricted fund balance: _ B

21140-1900800000-321101 Restricted program money 251,662

PuBLic PROTECTION

Fire

Although the Fire Department has reduced its deficit from $10.2 million to $4.9 million
through several measures, a budget adjustment is necessary for Fire to pay its
obligations. Specifically, the department needs a $3.5 million budget adjustment to
cover the fourth quarter estimated invoice owed per the cooperative agreement with the
California Department of Forestry. An additional adjustment of $425,575 is also needed
for reimbursement of the narrow-banding project previously approved by the Board on
October 19, 2010 (Agenda ltem 3.41), as part of the PSEC project. The department
anticipates expending the remainder of that approved allocation in FY 13/14.
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Recommendation 16: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for Fire in the
amount of $3,925,575, as follows:

Decrease appropriations:

10000-1109000000-581000 Appropriations for contingency $3,500,000
Increase to estimated revenue:
10000-2700200000-778200 Interfund miscellaneous 425,575
Increase appropriations: :
10000-2700200000-520240 Communications equipment 362,036
10000-2700200000-520250 Communications equipment installation 11,260
10000-2700200000-525440 Professional services 3,500,000
10000-2700200000-527400 Electronic and radio supplies 52,279
Total 3,925,575
Sheriff

The depar’tment is trending toward a balanced budget by year-end absent an
emergency situation. The Sheriff has faced significant budgetary challenges beginning
with an adopted budget that included a $9.2 million structural deficit. Reasons for this
deficit included PSEC operation previously scheduled for January 2013; Board direction
for the Sheriff to hire deputies to return unincorporated-area patrol staffing to the level of
one sworn officer per 1,000 residents, retirement payouts, ratified labor agreement
provisions, and insufficient state funding to provide the required level of court security
services. Additionally, the Sheriff cautioned the Board and Executive Office that
overtime to deliver AB109-related services, and overtime in patrol to support the Board
request for coverage until sufficient deputies can be hired, strain the budget. Intense
oversight of every budget unit, cost cutting, and deferred spending wherever possible
have been hallmarks of the Sheriffs budget-balancing effort. Those efforts are
complemented by the Sheriff's continued commitment as a strong par’tner whlle the
county continues to struggle with economic uncertainty.

The Sheriff reports that although the Corrections division has begun restoring the

system back to previously approved levels, the impact of AB109 public safety

realignment on the general fund is not fully known. Current allocations from the state

~ have allowed for the initial implementation of realignment, but the cost to fully implement
this mandate has been drastically underestimated by the state. |

Gov. Brown requested, and the legislature approved, transfer of court security funding’

from the superior courts to the counties as part of the realignment of public safety in
order to save the courts $200 million. AB118 provides the funding and SB1021
implements necessary statutory changes. The law requires that the Sheriff, with the
Board’s approval, enter into an agreement with the superior court to provide an agreed-
upon, minimum service level. This effort is under way. One critical change in the
realignment bill is that court security administration cannot be supported with the
funding; the responsibility now falls to counties. Consequently, the Sheriff has notified
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the Executive Office that a budget adjustment is critical in order to provide essential
support and administrative services this fiscal year.

Recommendation 17: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing appropriations and estimated revenue: for
the Sheriff's Department totaling $1,125,295,as follows:

Decrease estimated revenue:

10000-2500100000-773690 Trial court funding — unallowable 175,295
10000-2500500000-773690 Trial court funding — unallowable 900,000
10000-2500700000-773690 Trial court funding — unallowable 50,000

Total 1,125,295

Decrease appropriations: _ .
10000-1109000000-581000 Appropriations for contingency $1,125,295

On January 8, 2013, agenda item 3-32 was approved to accept a grant. The grant was
inadvertently coded for Sheriff Support; however, it should have been attributed to the
- Ben Clark Training Center. The correction below makes the change.

Recommendation 18: That the Board of Supervisors approve and direct the Auditor
Controller to make corrective adjustments to appropriations and estimated revenue for
the Sheriff totaling $104,000, as follows: ,

Decrease estimated revenue:

10000-2500200000-767220 Federal — other operating grants $104,000
Decrease appropriations: - .
10000-2500200000-510420 Overtime 37,500
10000-2500200000-524940 Instructors — trainers 43,400
10000-2500200000-527880 Training other 23,100
_ ' Total - 104,000
Increase estimated revenue:

- 10000-2500700000-767220 Federal — other operating grants ' 104,000
Increase appropriations:
10000-2500700000-510420 Overtime ' 37,500
10000-2500700000-524940 Instructors-trainers 43,400
10000-2500700000-527880 Training — other 23,100

: Total 104,000

On March 14, 2013, a donation in the amount of $40,000 was received for the K9 team.
This donation was for the Cabazon Station KO.

- Recommendation 19: That the Board of Supervisors approve and direct the Auditor
Controller to make adjustments increasing appropriations and estimated revenue for the
Sheriff in the amount of $40,000, as follows:

Increase estimated revenue:
10000-2500300000-781220 Contributions & donations $40,000
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Increase appropriations:
10000-2500300000-527300 Canine expense 40,000

District Attorney

The department continues to aggressively enhance revenue and implemént cost
savings with the goal not only of a balanced budget, but an estimated $1 million net cost
savings at year-end.

Department of Child Support Services

The department has been notified of an anticipated one-time $824, 474 state reduction.
The department will use salary savings to balance the budget and there are no plans to
request any county assistance.

Court Facilities

At midyear, the Executive Office reported that additional funding likely would be needed
to support payments for court facility maintenance, utilities and improvements. At the
end of the third quarter, it appears that, barring unanticipated expenditures, the fund will
not exceed the budget at year-end. The department will continue to monitor
expenditures and report back as necessary. '

Law Office of the Public Defender |

The Law Office of the Public Defender has achieved significant cost savings, and
expects to remain within budget. Renovation of the former District Attorney’s building
for the Public Defenders use will begin in the summer of 2013, with completion
expected in fall 2014. The project's cost is now estimated to be $19.6 million.

Alternate Public Defender

The Alternate Public Defender/Capital Defender's Office requests a $450,000 budget
adjustment, to be offset by a portion of the savings achieved by the Law Offices of the
Public Defender. The gap results from budget cuts taken at the beginning of the year
that could not be absorbed while maintaining essential service levels.

Recommendation 20: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing appropriations for the Law Office of the
Public Defender and increasing appropriations for the Alternate Public Defender by
$450,000, as follows:

Decrease appropriations: "
10000-2400100000-510040 Salaries ‘ $450,000

Increase appropriations:
10000-2401300000-510040 Salaries ‘ o 45_0,000
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Probation Department

The department continues to hire for AB109 criminal justice realignment and pretrial
services as well filing vacancies at juvenile institutions and for in-field services. On
March 26, 2013 (Agenda Item 3-12), the Board of Supervisors approved six probation
specialist positions for a pilot collection program to ensure incarceration costs are
charged appropriately in misdemeanor cases. While the department hopes collections
will eventually pay for staffing, initial months will be supported by previously expected
fund balance. The current year-end balance is now approximately $94,775.

Funds for counties implementing SB678, evidence-based practices, are being reduced
from $138.9 million statewide to $35.8 million, due in large measure to implementation
of public safety realignment. Riverside County Probation’s award will drop from $10.6
million to $1.86 million. While it's possible the governor could recommend an increase in
his May Revise, the department proactively designated the funding for this program in
order to continue present efforts for at least two years.

Department of Animal Services

The Department of Animal Services awaits resolution of a seven-year-old personnel
case being negotiated by Human Resources that could result in a settlement of up to
$325,000. While the department would make every effort to absorb this unbudgeted
cost, it might require additional general fund support.

Agricultural Commissioner

" The Agricultural Commissioner anticipates ending the year within budget through a
combination of spending restraint and modest increases in departmental revenue.

PusLic WAYS AND FACILITIES ‘
Transportation Land Management Agency (TLMA)

Transportation

Due to scheduling delays, costs for several capital improvement projects originally
budgeted for FY 11/12, such as the River Road bridge and Rancho California Road,
were paid out of the budget this fiscal year. A $1.5 million budget adjustment is needed
to cover these costs in the current year. Sufficient unexpended development impact fee
revenue remains available to cover these costs.

Recommendation 21: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for
Transportation in the amount of $1,500,000, as follows:

Increase appropriations: '
31650-3130500000-537280 Interfund expense — misc. project expense $1,500,000

Increase to estimated revenue: _
31650-313050000-790600 Contribution from other county funds 1,500,000
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Counter Services

TLMA requires a $75,000 budget adjustment to cover the additional costs of moving its
ombudsman into counter services to provide experienced, management-level counter
coverage and back-up to the Regional Office Manager, because the department’s only
Regional Office Manager covers both the desert and the Riverside offices. The agency
also requires $325,000 to cover phase-one costs of the Riverside County Administrative
Center second floor remodeling project to improve public counter service.

Recommendation 22: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and use of fund balance for
TLMA Counter Services in the amount of $400,000, as follows:

Increase appropriations:

20200-3100300000-510040 Regular salaries $ 75,000
20200-3100300000-537320 Interfund expense — building improvements 325,000
. Total - 400,000
Use of fund balance:

20200-3100300000-350100 Assigned fund balance for program money 400,000
HEALTH AND SANITATION

Department of Public Health

The Department of Public Health anticipates meeting FY 12/13 budget targets. As
previously reported, 1991 realignment sales tax revenue for California Children’s
Services is tracking higher than budgeted. The department will continue to monitor and
work with the Executive Office in the event additional revenue is received. The
department continues to await resolution to a long-standing payment issue with the
state. At this time, any potential budget impacts are unknown.

Department of Environmental Health

At present, the Department of Environmental Health is within its FY 12/13 budget target
and will continue to exercise prudent budget practices. No variances are anticipated at
this time for the remainder of FY 12/13. ’

Riverside County Regional Medical Center General Fund Programs

‘Ambulatory Care — Family Care Clinics

At midyear, the department reported revenue was trending less than budgeted by nearly
$4 million. The department implemented cost savings and operational improvements
expected to reduce the need for general fund support to $1.6 million. The department
will continue efforts to further reduce the need for general fund support.

Medically Indigent Services Program (MISP)

The Medically indigent Services Program anticipates that funding from the low income
health program will likely decrease the need for general fund support from $2.2 million
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to zero. The department will continue fo monitor and work with the Executive Office to
prepare any necessary year-end transactions.

Detention Health

The department continues to make progress in filling vacant positions to meet the needs
of inmates in county correctional facilities. Savings on salaries and other costs will be
available to offset most of the projected increase in pharmaceutical costs. The
department reports that expenditures may exceed budget targets by approximately
$100,000, but will continue to reduce the amount by year-end.

Low Income Health Program (LIHP)

The county received approval to implement the low income health program (LIHP)
beginning in January 2012. Revenue received in this fund is used to pay out-of-network
service providers; and, as a pass-through fund.for partial reimbursement to county
departments for services provided to members. As enrollment in the LIHP increases
and members seek services, expenditures and revenue projections for the LIHP are
adjusted based on actual costs. A budget adjustment is requested now to reflect the
estimated revenue and expenditures anticipated for the remainder of this fiscal year.

Recommendation 23: That the Board of Supervisors approve and direct the Auditor-
Controller to adjust appropriations and estimated revenue for the Low Income Health
Plan by $2,000,000, as follows:

Increase estimated revenue: v L
10000-1106000000-751190 CA - Low Income Health Program $2,000,000

Increase appropriations: . |
10000-1106000000-530260 Medical services . 750,000
10000-1106000000-530320 Physician care services 250,000
10000-1106000000-530340 Hospital care services 1,000,000
Total ‘ 2,000,000

Department of Mental Health

Mental Health Treatment

The Department of Mental Health continues to prepare for health care reform changes
created by the Affordable Care Act that become fully operational on January 1, 2014.
Starting in January 2012, the department began enrolling and serving clients through
the Riverside County Healthcare program, and to date more than 1,700 individuals have
been seen. Two of the department’s biggest challenges have been inadequate staffing
and a shortage of clinic space. Since working with Human Resources (HR) to enhance
recruitment efforts, hiring is improving. The department also is expanding clinics in
underserved areas. ‘

Realignment efforts, supported through an AB109/118 allocation, are successful. While
staffing is only at 59 percent permanent funded positions, overtime allows the
department to provide service at 86 percent. One candidate is in background check
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and the remaining six are being recruited. Mental Health anticipates éxpanded
community-based services next fiscal year when Probation expands the Riverside day
reporting center and additional facilities are opened in other areas of the county.

Detention Mental Health

Mental Health jail expansion positions are currently 83 percent filled with permanent
staff. Overtime worked during the third quarter, however, increased service capacity to -
94 percent, thus meeting a critical need in the county’s jail system. A candidate is
currently in background check and HR is actively recruiting the remaining six positions.

PuBLIC ASSISTANCE

Department of Public Social Services (DPSS)

The Department of Public Social Services reports that the demand for Medi-Cal and
CalFresh self-sufficiency program services continues to increase. Other program areas
such as In-Home Supportive Services (IHSS) and adoptions have also increased, while
other program caseloads remain relatively flat. :

In response to continued caseload growth in CalFresh and in preparation for Medi-Cal
expansion related to health care reform, DPSS continues to hire eligibility staff and
plans are in place for additional hiring prior to the end of FY 12/13. Moreover, staff also
have been hired to fill recent vacancies in Children’s Services, and to maximize 2011
realignment funding. The additional staffing will help keep caseloads more
manageable. ‘

IHSS individual provider (IP) hours are projected to increase seven percent over prior-
year levels while IHSS contracted service hours are projected to decrease nearly six
percent, resulting in a projected increase of $4.3 million in net county cost. This
increase is mitigated by the IHSS maintenance of effort (MOE) and Community First
Choice Option (CFCO) savings identified below.

In January. 2012, the governor announced the Coordinated Care Initiative (CCl)
focusing on enhancing health outcomes for low income seniors and people with
disabilities. Included in the CCl is a duals demonstration project focusing on people
eligible for Medicare and Medi-Cal. The IHSS program coordinates the care efforts with
local managed health care plans. Recently, the state received federal approval to
proceed with implementing CCI with a few modifications to the scope of the pilot and an
effective implementation date no sooner than October 1, 2013.

As part of the CCI, an IHSS maintenance of effort level was established for
administrative costs, provider services, and the IHSS Public Authority. The FY 12/13
IHSS memorandum was established at $42.4 million, resulting in $2.2 million net county
cost savings from the projected need. The memorandum has an annual 3.5 percent
inflator effective July 2014 that will increase the FY 14/15 net county cost need by
approximately $1.5 million.
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In addition, the federal medical assistance percentage (FMAP) rate was retroactively’
increased back to December 2011, due to the implementation of the federal CFCO. -
The CFCO is an amendment to the Medi-Cal State Plan that provides home and
community-based attendant services and support benefits to individuals who meet the
state’s nursing facility clinical eligibility standards.

The retroactive net county cost savings related to CFCO is $2.9 nﬁillion, and will offset
the need resulting from caseload growth. The department requests a budget
adjustment reflecting these changes in appropriations and estimated revenue.

Recommendation 24: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for the
Department of Public Social Services totaling $1,500,000, as follows:

Increase estimated revenue: ' i
10000-5100200000-750300 CA-Public Assistance Admin $ 90,000

10000-5100200000-760000 Fed-Public Assistance Admin 1,400,000
10000-5100200000-774970 IHSS [nsurance Premiums 10,000
Total 1,500,000

Increase appropriations: :
10000-5100200000-530440 Client Services _ 1,500,000

Apart from these changes, the state recently settled a lawsuit related to the state’s
proposed 20 percent reduction in service hours for IHSS recipients. The settlement
results in a temporary eight percent across-the-board cut effective July 1, 2013. Given
the existing maintenance of effort requirement, this will not impact the county share of
cost. However, based on language in the agreement, it is anticipated there may be a
significant increase in workload, as IHSS recipients will have an opportunity to request a
reassessment to seek additional authorized hours to mitigate the anticipated cut.

Categorical aid programs such as CalWorks assistance, foster care,” emergency
assistance and adoptions assistance require a specified county share of cost depending
on the program. While CalWorks and emergency assistance program caseloads have
decreased slightly, growing caseloads in adoptions assistance and foster care
increased costs by an estimated $1 million. However, growth in realignment funding
and net cost savings in county-funded foster care will offset these increases. DPSS
requests a budget adjustment to reflect these changes in appropriations and estimated
revenue. :

Recommendation 25: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for the
Department of Public Social Services in the amount of $1,500,000, as follows:

Decrease appropriations: :
10000-5100400000-530520 County funded assistance ' $ 400,000

Increase estimated revenue:
10000-5100300000-750700 CA-Pubilic assistance programs 500,000
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10000-51 00300000-750740 CA-realignment-DPSS 600,000

Total 1,100,000

Increase appropriations:
10000-5100300000-530480 Categorical assistance 1,500,000

Riverside County Children and Families Commission (RCCFC)

The Riverside County Children and Families Commission projects a year-end fund
balance of approximately $41 million, nearly all of which is obligated to future-year
services, long-term commitments, and possible capital acquisitions. Commission
expenditures are expected to be within budget. '

Community Action Partnership (CAP)

The Community Action Partnership (CAP) will meet its net county cost target for FY
12/13. CAP continues to work with the state to address concerns identified in
monitoring reports. The Department will provide updates to the Executive Office
as necessary. ‘

Veterans’ Services
Veterans’ Services remains on target to meet its FY 12/13 net county costs.

EDUCATION, RECREA TION, AND CULTURE

Edward Dean Museum

The Edward Dean Museum requests a budget adjustment for a curatorial project to
properly store and protect museum artifacts and to reimburse the library for staff costs.
Use of prior-year gala and golf tournament proceeds will offset these costs.’

Recommendation 26: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for the Edward
Dean Museum, in the amount of $107,045, as follows:

Increase estimated revenue: . .
10000-1930100000-778200 Interfund-miscellaneous ‘ : $107,045

Increase appropriations: ‘ : _

10000-1930100000-522310 Maintenance — building & improvement 31,194

10000-1930100000-537180 Interfund — salary reimbursement 75,851
Total , 107,045

Cooperative Extension ,

At present, Cooperative Extension is within its FY 12/13 budget target and will continue
to exercise prudent budget practices. No variances are anticipated at this time for the
remainder of FY 12/13. ‘
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ENTERPRISE FUNDS

Waste Management

The department proposes a budget adjustment that will allow staff to track revenue
sharing to the newly created revenue distribution expense account 523380, and also
ensure revenue for the fiscal year is not understated. This adjustment will help clearly
show what portion of the revenue is distributed to other county departments and
government agencies, while also presenting an accurate total revenue amount for the
fiscal year. '

Recommendation 27: That the Board of Supervisors approve and direct the Auditor
Controller to make adjustments increasing appropriations and use of net assets for
Waste Management in the amount of $9,350,417 as follows:

Increase appropriations: _ ,
40200-4500100000-523380 Revenue distribution expense $9,350,417

Use of fund balancé: '
40200-4500100000-380100 Unrestricted net assets - 9,350,417

INTERNAL SERVICE FUNDS

Facilities Management

In the midyear budget report, Facilities Management reported the likelihood that

Custodial and Maintenance divisions will fail to meet FY 12/13 budgeted revenue

estimates. The Custodial division reported a revenue shortfall of $571,600, which has

been revised to $648,077. The Maintenance division shortfall, projected at $1,054,000,
has been revised to $785,828. Factors contributing to these issues include:

1. Productive hours trending low by roughly 103 hours per billable custodial
employee and by 42 hours per billable maintenance employee;

2. Eight to 12 Custodial staff on paid medical leave and productive hours
unable to be billed/reimbursed;

3. Loss of redevelopment funds for graffiti abatement services;
4. Unfunded environmental compliance requirements; and,

5. Year-end expenditures are anticipated to be below budget by six percent
and two percent, respectively.

The department plans to coVer these short-falls using cash on hand from a general fund
loan.
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Records Management and Archives Program (RMAP) '

The county’s records management and archives program (RMAP) reports its revenue
and expenditures are withih budget targets, with no significant variances for FY 12/13.

Fleet Services

A total of 5,004 vehicles are in the inventory of county vehicles as of March 31, 2013. '
Based on vehicle inventories supplied by county departments, a complete inventory of

vehicle assets was compiled by the Auditor-Controller's Office at the end of 2011. This

inventory is the basis for ongoing vehicle usage reporting for IRS taxation purposes.

Vehicle additions and deletions are tracked monthly by the Auditor-Controller's payroll

division. The vehicle inventory consists of Sheriff patrol, Sheriff non-patrol, and all other

passenger vehicles. Specialty vehicles, utility trucks, or city-owned vehicles are not

included in this inventory.

To date, $458,817 in vehicle sales proceeds were collected. for 337 vehicles sold after
FY 09/10. Two-hundred-forty-five underutilized non-sheriff vehicles were identified by
Fleet Services ifi the beginning of FY 12/13. Fleet Services defines underutilized
vehicles are those driven less than 250 miles per month or 3,000 miles a year.

The inventory of county vehicles for each fiscal year shows a modest decrease in non-
sheriff passenger vehicles over the last four years. While decreases in fuel purchases
and mileage driven have reduced department costs over time, departments’ fleets
continue to age. Vehicles are reaching the end of their useful life and purchases of
replacement vehicles are increasing.

As previously discussed in the FY 12/13 midyear budget report, fuel consumption is
increasing by 10 percent due to the opening of the Thermal fueling station and a shift
away from commercial gas stations. The Board authorized a budget adjustment in the
midyear report to increase the quantity of fuel by 294,800 gallons; however, this amount
was based on lower fuel costs than current costs, which is 15 cents per gallon higher.
Fuel consumption is expected to reach 3.2 million gallons this fiscal year.

Recommendation 28: That the Board of Supervisors épprove and direct the Auditor-
Controller to make budget adjustments increasing appropriations and estimated
revenues for Fleet Services in the amount of $44,220, as follows:

Increase estimated revenue:
45300-7300500000-777070 Fuel sales : $44,220

Increase appropriations: '
45300-7300500000-527100 Fuel ‘ 44,220

In an ongoing effort to improve air quality, a diesel particulate trap must be installed on
a utility box truck at a cost of $13,000.
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Recommendation 29: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and use of net assets, as
follows:

Increase appropriations:
45300-7300500000-546300 Vehicles — buses/trucks $13,000 _

Use of net assets: :
45300-7300500000-380100 Unrestricted net assets 13,000

Printing Services

When Printing Services cannot cost-effectively produce certain print work or products, it
is brokered to outside wholesale vendors. Approximately 75 percent of all brokered
work is to assemble packets for DPSS. A budget adjustment of $101,044 is requested
for additional sales of brokered work.” Higher use of carbonless paper is being used in
DPSS packet work. Printing Services requests an additional $51,807 to cover the cost
differential between bond and carbonless paper. Depreciation for equipment added in
FY 11/12 was not included in the FY 12/13 requested budget. A budget adjustment of
$54,891 is requested to expense depreciation.

Recommendation 30: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments fo appropriations and -estimated revenue for Printing
Services in the amount of $207,742, as follows: '

Increase appropriations:

45600-7300300000-527600 ISF — indirect materials — sublet $101,044

45600-7300300000-527650 Paper and envelopes .51,807

45600-7300300000-535560 Depreciation — equipment 54,891
Total 207,742

Increase estimated revenue:

45600-7300300000-777670 Printing services county departments 152,851

Use of net assets:

45600-7300300000-380100 Unrestricted net assets 54,891

Supply Services

Actual sales of systems furniture through March exceed the current budget, and there
are 65 pending purchase orders for 10 departments to purchase additional systems
furniture valued at $1,759,121 for Mental Health, Facilities/EDA, Sheriff, and DPSS.
Supply Services anticipates that all furniture on order will be received in FY 12/013. In
addition, Supply Services anticipates sale of $250,000 in systems furniture for orders
not currently placed. '

Recommendation 31: That the Board of"Supen/isors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for systems
furniture for Supply Services in the amount of $2,337,835, as follows:
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Increase appropriations:

45700-7300400000-527600 Indirect materials $2,337,835
Increase estimated revenue: |
45700-7300400000-781600 Systems furniture 2,337,835
Central Mail

In March, a special mailing for the Treasurer-Tax Collector required postage of $73,839
that was not included in Central Mail's budget. Consequently, Central Mail requests a
budget adjustment to increase postage by $87,746.

Recommendation 32: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for
Central Mail by $87,746, as follows:

Increase estimated revenue:
45620-7300600000-781340 Postage $87,746

IncreasehAppropriations:
45620-7300600000-523760 Postage/mailing 87,746

Riverside County Information Technology (RCIT)

Geographical Information System

On July 19, 2012, the Board approved an appropriation adjustment in the main
Riverside County " Information Technology (RCIT) operating fund for positions that
provide service to the county’s Geographical information Systems (GIS). However, GIS
has its own positions and budget in fund 22570. The department requests approval to
move the appropriations to the correct fund.

Recommendation 33: That the Board approve and direct the Auditor-Controller to
make adjustments increasing appropriations and estimated revenue for the Riverside
County Geographical Information Systems (GIS) in the amount of $200,000, as follows:

Decrease approprlatlons -
45500-7400100000-510040 Regular salaries $200,000

Increase appropriations: ,
22570-7400900000-51 0040 Regular salaries : ’ 200,000
Enterprlse Solutions

Riverside County Information Technology will incur additional unexpected lease and
depreciation expenses. The department requests additional appropriations, to come
from available net assets, so that these obligations can be met.

Recommendation 34: That the Board approve and direct the Auditor-Controller to
make adjustments increasing appropriations and use of unrestricted net assets for
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Riverside County Information Technology - Enterprise Solutions in the amount of
$350,000, as follows:

Increase appropriations:

45420-7400500000-532600 Capital lease-purchase — principal $350,000
Use of net assets:

45420-7400500000-380100 Unrestricted net assets 350,000
SPECIAL DISTRICTS

Flood Control and Water Conservatlon District

At present, the Flood Control district is within its FY 12/13 budget target and will
continue to exercise prudent budget practices. No variances are anticipated at this time
for the remainder of FY 12/13.

National Pollutant Discharge Elimination System (NPDES)

An inadvertent error readjusted the NPDES program budget in FY 12/13. As a result of
the contingency replenishment strategy, the program has a funding shortfall for Board-
approved obligations related to the Santa Ana, Santa Margarita, and Whitewater
municipal storm water permit implementation agreements. The Executive Office
recommends a budget adjustment at this time to cover these obligations.

Recommendation 35: That the Board approve and direct the Auditor-Controller to
make budget adjustments to appropriations for contlngency and NPDES in the amount
of $303,000, as follows:

Decrease appropriations:
10000-1109000000-581000 Appropriations for contingency $303,000

Increase appropriations
10000-1105000000-524660 Consultants 303,000

Regional Parks and Open Space District

Recreation

Fund 25420 accounts for the activities of the Parks District's recreation operations.
Since the Jurupa Aquatic Center is only open May through September, maintaining
adequate cash flow to maintain the facilities throughout the year without an operating
reserve of working capital has been challenging. The upcoming addition of the Perris
Aquatic Center will increase the need for working capital to sustain operations during
the off-season until both aquatic centers generate sufficient positive cash flow to be self-
sustaining year round.

Parks’ capital projects fund 33110 currently has a cash balance of approximately $1.4
million. All park capital improvement projects accounted for in this fund are complete,
and a financial review is under way to close out the project budgets. Pending that
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analysis, there is no immediate need for cash in this capital project fund. Parks
requests approval for a cash flow loan of $1 million from fund 33110 to provide fund
25420 a working capital reserve.

In addition, the district requests appropriations to cover unanticipated expenditures this
fiscal year necessary to prepare for the upcoming grand opening of the Perris Aquatic
Center.

Recommendation 36: That the Board of Supervisors approve and direct the Auditor
Controller to: 1) make a cash flow loan from Fund 33110 to Fund 25420 in the amount
of $1,000,000; and, 2) make adjustments increasing appropriations, estimated revenue,
and restricted fund balance for Parks operations in the amount of $110,000, as follows:

Increase appropriations:

33110-931121-551100 Contributions to other funds $110,000

Use of restricted fund balance:.

33110-931121-322100 Restricted for construction/capital projects 110,000

Increase estimated revenue: |

25420-931180-790600 Contribution from other county funds 110,000

Increase appropriations: S

25420-931180-510040 Regular salaries 55,000

25420-931180-523270 Special events ’ 35,000

25420-931180-537080 . Interfund expense — miscellaneous 20,000
Total . 110,000

Park Acquisition and Development .

Expenditures for the district's arundo removal program are higher than anticipated for
the fiscal year, and they need to increase appropriations accommodate program costs,
which can be covered by available unassigned fund balance

Recommendation 37: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to release committed fund balance and increase
appropriations for Parks acquisition and development in the amount of $55,000, as
follows: : '

Increase appropriations:

25520-931107-510040 Regular salaries . ' $40,000
25520-931107-523270 Special events 15,000
' Total 55,000

Release committed fund balance: :
25520-931107-330100 Committed fund balance 55,000

A previously requested adjustment to estimated revenue for work on the Santa Ana
River Trail Green River segment project was posted to an incorrect budget unit. Parks
requests a correction to estimate the revenue in the correct fund.
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- Recommendation 38: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments fo estimated revenue for Parks in the amount of
$431,937, as follows: '

Increase estimated revenue: : ,
33170-931126-751680 ' CA — grant revenue $431,937

Decrease estimated revenue:
25522-931126-751680 CA — grant revenue 431,937

County Service Areas (CSAs)

County Service Area 51

County'Service Area 51 requests a budget adjustment to cover emergency well repairs
and administrative charges applied to unanticipated revenue. :

Recommendation 39: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 51 in the amount of $75,000, as follows:

Increase appropriations:

23525-905102-527780 Special program expense | | $20,000
23525-905102-537180 Interfund expense — salary reimbursement 55,000
Total : ‘ 75,000

Use of fund balance:

23525-905102-321101 Restricted program money ‘ 75,000
County Service Area 60 ‘

County Service Area 60 requests a budget adjustment to remodel the recently
rehabilitated Pinyon volunteer fire station.

Recommendation 40: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 60 in the amount of $25,000, as follows: :

Increase appropriations:
23625-906001-522310 Maintenance — building & improvement $25,000

Use of fund balance:

23625-906001-321101 Restricted program money 25,000
- County Service Area 132 .

County Service Area 132 requests a budget adjustment to cover increased streetlighting
charges. :

Recommendation 41: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 132 in the amount of $35,000, as follows:
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Increase appropriations:
24400-913201-529530 Streetlights ‘ $35,000

Use of fund balance: _
24400-913201-321101 Restricted program money 35,000
County Service Area 152B

County Service Area 152B requests a budget adjustment to enable completion of
required rehabilitation work. :

Recommendation 42: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 152B in the amount of $25,000, as follows:

Increase appropriations: :
31570-915201-525440 - Professional services $25,000

Use of fund balance:
31570-815201-322100 Restricted for construction/capital projects 25,000
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Attachment A Summary of Recommendations

For convenience, this section repeats the recommendations contained in the main report.
There is no new information in Attachment A.

Recommendation 1: That the Board of Supervisors request that the Community
Corrections Partnership Executive Committee include the expenditure of general fund
dollars to support realignment efforts as part of their annual report to the Board.

Recommendation 2: That the Board approve and direct the Auditor-Controller to make
adjustments increasing appropriations estimated revenue, and fund balance pertaining
to allocation of tobacco settlement revenue $3,200,000 mil[ion, as follows:

‘ Increase eétimated revenue: :
10000-1101000000-782000 Tobacco tax settlement $3,200,000

Increase approprjations’:
10000-1101000000-551000 Operating transfers — out 2,200,000

- Increase unassigned fund balance: '
10000-1000100000-370106 Unassigned fund balance — budget stabilization 1,000,000

Increase estimated revenue:
30700-1104200000-790500 Operating transfers —in 2,200,000

Increase appropriations:
30700-1104200000-536780 Interfund expense — capital project 2,200,000

Recommendation 3: That the Board approve and direct the Auditor-Controller to make
budget adjustments increasing appropriations and use of fund balance in the capital
improvement fund and increasing estimated revenue and unassigned fund balance for
budget stabilization in the amount of $2,200,000, as follows: ‘

Increase appropriations: .
30121-1105100000-551100 Contributions to county funds $2,200,000

Decrease assigned fund balance:
30121-1105100000-350203 Assigned fund balance for capital project sub-funds 2,200,000

Increase estimated revenue: :
10000-1101000000-790600 Contributions from county funds _ 2,200,000

Increase unassigned fund balance: _ ‘
10000-1000100000-370106 Unassigned fund balance — budget stabilization 2,200,000

Recommendation 4: That the Board direct Riverside County Information Technology
to seek compensation from Motorola for costs associated with the recent public safety
enterprise communication system delay.
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Recommendation 5: That the Board approve: 1) releasing commitment of fund
balance for radio replacement in sub-fund 11069 and increasing appropriations in
Contributions fo Other Funds in the amount of $3,668,068; 2) increasing appropriations
and estimated revenue for Fund 33500, PSEC 800 MHz Radio Project, in the net
amount of $822,983; and, 3) increasing appropriations and estimated revenue for Fund
45520, RCIT PSEC Operations, in the amount of $2,845,085, as follows:

Release committed fund balance:

11069-1103800000-330100 Committed fund balance $3,668,068

Increase appropriations:

10000-1103800000-551100 Contribution to other funds 3,668,068

Increase estimated revenue:

33500-7400300000-790600 Contribution from other funds 822,983

Increase appropriations:

33500-7400300000-510040 Regular salaries 714,848

33500-7400300000-518100 Budgeted benefits i 292,836

33500-7400300000-537120 Interfund — professional services 139,323
' Total 1,147,007

Decrease appropriations:

33500-7400300000-525440 Professional services 150,000

33500-7400300000-522310 Maintenance — building improvements 75,000

33500-7400300000-529540 Utilities 99,024

Total 324,024

Increase estimated revenue: ) :
45520-7400600000-790600 Contribution from other funds 2,845,085

Increase unrestricted net assets _ »
45520-7400600000-380100 Unrestricted net assets 2,845,085

Recommendation 6: That the Board approve and direct the Auditor-Controller to make
budget adjustments increasing appropriations and estimated revenue for the health and
Jjuvenile services fund in the amount of $2,739,609, as follows: -

Increase estimated revenue:

22430-1100100000-781000 Contractual revenue — RDV $2,738,809

22430-1100100000-740020 Interest on invested funds 800
Total 2,739,809

Increase appropriations:

22430-1100100000-536200 Contribution to non-county agency 2,738,809

22430-1100100000-537080 Interfund — miscellaneous 800
Total 2,739,809

Recommendation 7: That the Board approve and direct the Auditor-Controller o make
budget adjustments increasing appropriations in the RDA capital improvement fund in
the amount of $1,500,000, as follows:
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Increase appropriations: .
31540-1100100000-536200 Contribution to non-county agency $1,500,000

Use of fund balance:
31540-1100100000-321158 Restricted for RDA Capital Improvements 1,500,000

Recommendation 8: That the Board approve: 1) transferring $645,253 in committed
fund balance from the RDA capital improvement fund to the Moreno Valley
redevelopment project sub-fund; and, 2) direct the Auditor-Controller to make
adjustments releasing committed fund balance and increasing appropriations in the
amount of $645,253 for costs of engaging a consultant to assess the Riverside County
Regional Medical Center, as follows:

Decrease committed fund balance:
31540-1100100000-330108 Committed fund balance — deficit reserve $645,253

Increase committed fund balance: ' .
31542-1100100000-330108 Committed fund balance — deficit reserve © 645,253

Decrease committed fund balance: _
31542-1100100000-330108 Committed fund balance — deficit reserve 645,253

Increase appropriations: :
31542-1100100000-524660 Consultants 645,253

Recommendation 9: That the Board approve and direct the Auditor-Controller to make
adjustments releasing unassigned and commited fund balance from unexpended FY
11/12 solar franchise revenue and increasing appropriations in the general fund in the
amount of $607,729 and increasing estimated revenue and committed fund balance in
the accumulative capital outlay fund in the amount of $607,729, as follows:

Decrease unassigned fund balance: ‘
10000-1000100000-370106 Unassigned fund balance — budget stabilization - $250,039

Decrease committed fund balance:
10000-1102900000-330100 Committed fund balance : 357,690

Increase appropriations:
10000-1102900000-551100 Contribution to other funds . 607,729

Increase estimated revenue: .
30000-1100300000-790600 Contribution from other county funds 607,729

Increase committed fund balance: -
30000-1100300000-330100 Committed fund balance 607,729

Recommendation 10: That the Board of Supervisors approve and direct the Auditor-
Controller to make budget adjustments to increase appropriations for the Clerk of the



FY 12/13 Third Quarter Budget Report County of Riverside

Board and decreasing appropriations for contingency in the amount of $8,800 as
follows:

Decrease appropriations:

10000-1109000000-581000 Appropriations for contingency $8,800
Increase appropriations: '
10000-1000100000-523230 Miscellaneous expense 8,800

Recommendation 11: That the Board approve and direct the Auditof-Controller to
make reversing entries in the amount of $1,137 for unclaimed property tax
overpayments transferred to the general fund in error.

Recommendation 12: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations for the Human Resources department

budget, as follows:

Increase appropriations:

10000-1130100000-518100 Budgeted benefits $255,000
10000-1130100000-525440 Professional services 54,000
10000-1130100000-525480 Arbitration services 500,000
10000-1130100000-572800 Intrafund transfer — miscellaneous (56,000)
Total 753,000
Increase estimated revenue:
10000-1130100000-777030 Personnel services 183,000
Use of unassigned fund balance )
10000-1000100000-370106 Unassigned fund balance — budget stabilization 570,000
Increase appropriations:
46100-1130800000-510040 Salaries 400,000
46100-1130800000-518100 Budgeted benefits 200,000
Total 600,000
Increase estimated revenue:
46100-1130800000-777010 Stop loss reimbursement 600,000
Increase appropriations:
45800-1132000000-510040 Salaries . 150,000
45800-1132000000-518100 Budgeted benefits 50,000
45800-1132000000-520940 Insurance — other 250,000
45800-1132000000-522890 Pharmaceuticals 110,000
45800-1132000000-525440 Professional services 350,000 -
45800-1132000000-527780 Special program expense 640,000
45800-1132000000-534500 Hospital care service claims 3,600,000
Total 5,150,000
Increase estimated revenue: '
45800-1132000000-781220 Contributions and donations

5,150,000
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Increase appropriations: : :
45960-1131000000-551100 Contrib. to other county fund 175,000

Increase estimated revenue:
45960-1131000000-781360 Other miscellaneous revenue - 175,000

Increase appropriations: , :
46120-1132900000-525100 Medical — lab services 250,000

46120-1132900000-527780 Special program expense 350,000
Total ‘ 600,000

Increase estimated revenue:

46120-1132900000-774500 Health services 200,000

46120-1132900000-775010 Wellness incentive 200,000

46120-1132900000-781220 Contributions and donations - 200,000
Total 600,000

Increase appropriations:
47000-1131800000-518100 Budgeted benefits 255,000

Use of unrestricted net assets:
47000-1131800000-380100 Unrestricted net assets 255,000

Recommendation 13: That the Board of Superv)'sors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for Registrar of
Voters totaling $300,000, as follows:

Increase appropriations: » ;
10000-1700100000-523800 Printing/binding $300,000

Increase estimated revenue: '

10000-1700100000-771220 " Special district elections 7,421

10000-1700100000-771210 School election services 199,085

10000-1700100000-781340 Postage 93,494
: - Total ' 300,000

Recommendation 14: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing estimated revenue and increasing use of
assigned fund balance for the Desert Expo in the amount of $35,445, as follows:

Decrease estimated revehues:
22200-1920100000-741380 Parking $35,445

Release éssigned fund balance:
22200-1920100000-350100 Assigned fund balance for program money 35,445

Recommendation 15: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing estimated revenues and increasing use of
restricted fund balance for Community Centers in the amount of $276,162, as follows:
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Decrease estimated revenues:

21140-1900800000-778200 Interfund — miscellaneous $ 85,409
21140-1900800000-778280 Interfund expense - reimbursement for services 166,253
Total 251,662

Use of restricted fund balance:
21140-1900800000-321101. Restricted program money 251,662

Recommendation 16: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for Fire in the
amount of $3,925,575, as follows:

Decrease appropriations:

10000-1109000000-581000 Appropriations for contingency $3,500,000

Increase to estimated revenue: .

10000-2700200000-778200 Interfund miscellaneous : 425,575

Increase appropriations:

10000-2700200000-520240 Communications equipment 362,036

10000-2700200000-520250 Communications equipment installation 11,260

10000-2700200000-525440 Professional services - 3,500,000

10000-2700200000-527400 Electronic and radio supplies 52,279
' Total - 3,925,575

Recommendatidn 17: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing appropriations and estimated revenue for
the Sheriff's Department totaling $1,125,295,as follows:

Decrease estimated revenue:

10000-2500100000-773690 Trial court funding — unallowable 175,295
10000-2500500000-773690 Trial court funding — unallowable 900,000
10000-2500700000-773690 Trial court funding — unallowable 50,000

Total 1,125,295

Decrease appropriations: :
10000-1109000000-581000 Appropriations for contingency $1,125,295

Recommendation 18: That the Board of Supervisors approve and direct the Auditor
Controller to make corrective adjustments to appropriations and estimated revenue for
the Sheriff totaling $104,000, as follows:

Decrease estimated revenue:

10000-2500200000-767220 Federal — other operating grants $104,000

Decrease appropriations:

10000-2500200000-510420 Overtime 37,500

10000-2500200000-524940 Instructors — trainers 43,400

10000-2500200000-527880 Training other 23,100
Total 104,000
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Increase estimated revenue:

10000-2500700000-767220 Federal — other operating grants 104,000

Increase appropriations:

10000-2500700000-510420 Overtime 37,500

10000-2500700000-524940 Instructors-trainers 43,400

10000-2500700000-527880 Training — other 23,100
Total 104,000

Reéommendation 19: That the Board of Supervisors approve and direct the Auditor
Controller to make adjustments increasing appropriations and estimated revenue for the
Sheriff in the amount of $40,000, as follows:

Increase estimated revenue: :
10000-2500300000-781220 Contributions & donations $40,000

Increase appropriationS':
10000-2500300000-527300 Canine expense 40,000

Recommendation 20: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments decreasing appropriations for the Law Office of the
Public Defender and increasing appropriations for the Alternate Public Defender by
$450,000, as follows: ' '

Decrease appropriations: _ :
10000-2400100000-510040 Salaries $450,000

Increase appropriations: :
10000—2401300000-510040 Salaries 450,000

Recommendation 21: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for
Transportation in the amount of $1,500,000, as follows:

Increase appropriations: :
31650-3130500000-537280 Interfund expense — misc. project expense $1,500,000

Increase to estimated revenue:
31650-313050000-790600 Contribution from other county funds 1,500,000

Recommendation 22: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and use of fund balance for
TLMA Counter Services in the amount of $400,000, as follows:

Increase appropriations:

20200-3100300000-510040 Regular salaries ' $ 75,000
20200-3100300000-537320 Interfund expense — building improvements 325,000
Total : 400,000
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Use of fund balance: :
20200-3100300000-350100 Assigned fund balance for program money 400,000

Recommendation 23: That the Board of Supervisors approve and direct the Auditor-
Controller fo adjust appropriations and est/mated revenue for the Low Income Health
Plan by $2,000,000, as follows:

Increase estimated revenue:

10000-1106000000-751190 CA - Low Income Health Program $2,000,000
Increase appropriations: _ .
10000-1106000000-530260 Medical services 750,000
10000-1106000000-530320 Physician care services 250,000
10000-1106000000-530340 Hospital care services 1.000.000
Total 2,000,000

' Recommendation 24: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for the
Department of Public Social Services totaling $1,500,000, as follows:

Increase estimated revenue: :
10000-5100200000-750300 CA-Public Assistance Admin $ 90,000

10000-5100200000-760000 Fed-Public Assistance Admin 1,400,000
10000-5100200000-774970 IHSS Insurance Premiums 10,000
' Total : 1,500,000

Increase appropriations:
10000-5100200000-530440 Client Services _ 1,500,000

Recommendation 25: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for the
Department of Public Social Services in the amount of $1,500,000, as follows:

Decrease appropriations:

10000-5100400000-530520 County funded assistance $ 400,000

Increase estimated revenue:

10000-5100300000-750700 CA-Public assistance programs 500,000

10000-5100300000-750740 CA-realignment-DPSS 600,000
Total 1,100,000

Increase appropriations:

10000-5100300000-530480 Categorical assistance 1,500,000

Recommendation 26: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for the Edward
Dean Museum, in the amount of $107,045, as follows:

Increase estimated revenue:

10000-1930100000-778200

Interfund-miscellaneous

$107,045
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Increase appropriations:

10000-1930100000-522310 Maintenance - buiiding & improvement 31,194
10000-1930100000-537180 Interfund — salary reimbursement 75,851
Total 107,045

Recommendation 27: That the Board of Supervisors approve and direct the Auditor
Controller to make adjustments increasing appropriations and use of net assets for
Waste Management in the amount of $9,350,417 as follows:

Increase appropriations: .
40200-4500100000-523380 Revenue distribution expense $9,350,417

Use of fund balance: .
40200-4500100000-380100 Unrestricted net assets ' 9,350,417

Recommendation 28: That the Board of Supervisors approve and direct the Auditor-
Controller to make budget adjustments increasing appropriations and estimated
revenues for Fleet Services in the amount of $44,220, as follows:

Increase estimated revenue: )
45300-7300500000-777070 Fuel sales $44,220

Increase appropriations: . :
45300-7300500000-527100 Fuel 44,220

Recommendation 29: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and use of net assets, as
follows: - :

Increase appropriations: :
45300-7300500000-546300 ‘Vehicles — buses/trucks : $13,000

Use of net assets: :
45300-7300500000-380100 Unrestricted net assets ' 13,000

Recommendation 30: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and estimated revenue for Printing
Services in the amount of $207,742, as follows:

Increase appropriations:

45600-7300300000-527600 ISF — indirect materials — sublet $101,044

- 45600-7300300000-527650 Paper and envelopes 51,807
45600-7300300000-535560 Depreciation — equipment 54,891
Total : : 207,742

Increase estimated revenue:
45600-7300300000-777670 Printing services county departments 152,851

| Use of net assets:
45600-7300300000-380100 Unrestricted net assets 54,891
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Recommendation 31: That the Board of Supervisors approve and direct the Auditor-
Controller fo make adjustments to appropriations and estimated revenue for systems
furniture for Supply Services in the amount of $2,337,835, as follows: :

Increase appropriations:
45700-7300400000-527600 Indirect materials ' $2,337,835

Increase estimated revenue: : _
45700-7300400000-781600 Systems furniture 2,337,835

Recommendation 32: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments increasing appropriations and estimated revenue for
Central Mail by $87,746, as follows:

Increase estimated revenue: ]
45620-7300600000-781340 Postage $87,746

Increase Appropriations: : .
45620-7300600000-523760 Postage/mailing 87,746

Recommendation 33: That the Board‘approve and direct the Auditor-Controller to
make adjustments increasing appropriations and estimated revenue for the Riverside
County Geographical Information Systems (GIS) in the amount of $200,000, as follows:

Decrease appropriations:
45500-7400100000-510040 Regular salaries - $200,000 v

Increase appropriations: ’ '
22570-7400900000-510040 Regular salaries ' , 200,000

Recommendation 34: That the Board approve and direct the Auditor-Controller to
make adjustments increasing appropriations and use of unrestricted net assets for
Riverside County Information Technology - Enterprise Solutions in the amount of
$350,000, as follows: ’

Increase appropriations: - : '
45420-7400500000-532600 Capital lease-purchase — principal $350,000

Use of net assets:
45420-7400500000-380100 Unrestricted net assets 350,000

Recommendation 35: That the Board apprdve and direct the Auditor-Controller to
make budget adjustments to appropriations for contingency and NPDES in the amount
of $303,000, as follows:

Decrease appropriations: '
10000-1109000000-581000 Appropriations for contingency $303,000

A-10
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Increase appropriations .
10000-1105000000-524660 Consultants - ' 303,000

Recommendation 36: That the Board of Supervisors approve and direct the Auditor
Controller to: 1) make a cash flow loan from Fund 33110 to Fund 25420 in the amount
of $1,000,000; and, 2) make adjustments increasing appropriations, estimated revenue,
and restricted fund balance for Parks operations in the amount of $110,000, as follows:

Increase appropriations:

33110-931121-551100 Contributions to other funds v | $110,000
Use of restricted fund balance: |
33110-931121-322100 Restricted for construction/capital projects 110,000
Increase estimated revenue: , )
25420-931180-790600 Contribution from other county funds 110,000
Increase appropriations:
25420-931180-510040 Regular salaries : 55,000
25420-931180-523270 Special events 35,000
25420-931180-537080 Interfund expense — miscellaneous 20,000
Total 110,000

Recommendation 37: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to release committed fund balance and increase
appropriations for Parks acquisition and development in the amount of $55,000, as
follows:

Increase appropriations:

25520-931107-510040 Regular salaries $40,000
25520-931107-523270 Special events 15,000
Total 55,000

Release committed fund balance: :
25520-931107-330100 Committed fund balance 55,000

Recommendation 38: That the Board of Supérvisors approve and direct the Auditor-
Controller to make adjustments to estimated revenue for Parks in the amount of
$431,937, as follows:

Increase estimated revenue: _
33170-931126-751680 CA — grant revenue $431,937

Decrease estimated revenue:
25522-931126-751680 CA — grant revenue 431,937

Recommendation 39: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 51 in the amount of $75,000, as follows:

A-11
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Increase appropriations: : , _
23525-905102-527780 Special program expense : $20,000

23525-905102-537180 Interfund expense — salary reimbursement 55,000
Total 75,000

Use of fund balance: .
23525-905102-321101 Restricted program money 75,000

Recommendation 40: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 60 in the amount of $25,000, as follows:

Increase appropriations:
23625-906001-522310 Maintenance - building & improvement $25,000

.Use of fund balance: )
23625-906001-321101 Restricted program money ' 25,000

'Recommendation 41: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restr/cted fund balance for
CSA 132 in the amount of $35,000, as follows:

Increase appropriations: :
24400-913201-529530 Streetlights $35,000

Use of fund balance: ) :
24400-913201-321101 : Restricted program money 35,000

Recommendation 42: That the Board of Supervisors approve and direct the Auditor-
Controller to make adjustments to appropriations and use of restricted fund balance for
CSA 152B in the amount of $25,000, as follows:

Increase appropriations:
31570-915201-525440 Professional services $25,000

Use of fund balance:
31570-915201-322100 Restricted for construction/capital projects 25,000

A-12
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Public Safety Realignment Funding
Community Corrections Partnership Executive Committee (CCPEC)

Three Year Funding Summary

Estimated
FY 2011/12 FY 2012/13 FY 2013114 - Total
CCPEC Oper Funds $ 21,074,467 $ 43,183,181 $ 51,243,570 $ 115,501,218
CCPECOneTime $ 1,487,050 § - % - $ 1,487,050
CCPEC Growth* $ 3,628,643 $ 3,628,643
District Attorney/ ' :
Public Defender $ 755421 3 852,762 $ 1,004,480 $ 2,612,663
DA/PD Growth** $ 303,680 $ 303,680
Superior Court $ 662,000 $ 344,651 $ 1,006,651
CCPEC Training $ 200,000 $ 200,000 $ 400,000
Total ©$..24,178,938 °$ 44,580,594 - $ 56,180,373 1:$124,939,905-
* Note: FY 2013/14 includes FY 2011/12 sales tax growth of $3.6M
**Note: FY 2013/14 includes FY 2011/12 sales tax growth of $0.3M
Summary of FY 2011/12 Awards (CCPEC Oper Funds and One-Time Funds)
FY 2011/12 Contingency One-Time Final Carryover
Department Allocation @ 3.5% Funds _ Allocation Percent Funds
Probation $ 5638441 $ (197,345) § 397,858 $ 5,838,955 27% 1,824,761
Sheriff $ 9,700,000 $ (339,500) $ 684,448 $ 10,044,948 46% 3,462,103
District Attorney $ 570,109 § (19,954) $ 40,228 $ 590,383 3% 304,453
Public Defender $ 435917 3 (15,257) $ 30,759 $ 451,419 2% 438,188
Mental Health $ 4,000,000 $ (140,000) $ 282,247 $ 4,142,247 19% 2,441,407
Police 3 730,000 $ (25,550) $ 51,510 $ 755,960 3% 337,715
Total 7$ 21,074,467 % . (737,606) $:::1,487,050. +$21,823,911.5:100% 38,808,627
Notes: DA/PD split an additional allocation of $755,421, fully spent as of June 30, 2012
Superior Court had a separate state allocation of $662,000
CCPEC received $200,000 for planning, $40,129 spent on County Counsel and CCPEC training; $159,871 remains.

Summary of FY 2012/13 Awards (CCPEC Oper Funds)

FY 2011/12 Estimated
FY 201213 Contingency FY 2011/12 Final Carry Forward
Department Allocation Carry Forward Carry Forward Aliocation  Percent (1)

Probation $ 10,350,000 $ 197,345 $ 1,824,761 $ 12,372,106 23% $ 1,317,500
Sheriff $ 17,952137 $ 339,500 $ 3,462,103 $ 21,753,740 41%  $ -
District Attorney $ 797,863 § 19,954 § 304,453 $ 1,122,270 2% i +TBD
Public Defender $ - $ 15,257 $ 438,188 $ 453,445 1% $ 43,806
Mental Health $ 9952644 § 140,000 $ 2,441,407 $ 12,534,051 24% % 3,851,845
Palice $ 1,056,675 § 25550 § 337,715 $ 1,419,940 3% $ -
Contingency $ 3,073,862 $ 3,073,862 6% $ 3,073,862
Total "$ 43,183.181. % 737,606 - $ 8,808,627 - $ 52,729,414 © .100% 8,287,013
(1) Estimated FY 2012/13 ¢/f $8.3M will be added to FY 2013/14 $51.2M + $3.6M = $54.8M, Total available funding $63.1M.
Notes: DA/PD split an additional aliocation of $852,462, projected to be fully spent as of June 30, 2013
Superior Court has a separate state allocation of $344,651
CCPEC received $200,000 for planning and CCPEC training, plus $159,871 cff, total available $359,871

/
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Riverside

County
In Brief

Receipts for fourth quarter sales |}

in the unincorporated area jumped
60.0% compared to the same pe-
riod one year ago. Actual sales in-
creased 54.0% when accounting
anomalies were excluded.

Onetime use tax payments for en-
ergy-related construction projects
and strong holiday quarter sales of
consumer goods at the factory out-
lets were major factors for the over-
all gain. The allocation from the
county use tax pool was also a fac-
tor. Since the businesses lacated in
the unincorporated area generated
13.0% of the fotal countywide tax-
able sales for the quarter, the county
received 13.0% of the poal.

Accounting events inflated re-
sults from the automotive group,
light industrial printers, warehouse/
farm/ construction equipment, and
masked a 4.0% decline in receipts
from the service station group.

Payment anomalies and a report-
ing shift pared grocery-liquor returns
while a reporting error temporarily
cut proceeds from wineries.

Adjusted for reporting aberrations,
sales and use tax receipts for all of
Riverside County, including its cit-
ies, rose 9.0% over the same peri-
od; Southern California regional to-
tals were up 6.7%.
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$4,000,000
$3,500,000
$3,000,000

$2,500,000
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$1,000,000
$500,000
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Business
and
Industry .

Arco Travel Zone
Center

Burberry

California
Trusframe

Calvin Klein

Circle K

Coach

Desert Sunlight
Dos Lagos Arco
Essco Palm Desert
General Electric
Genesis Solar
Gucci

Liz Claiborne

SALES TAX BY MAJOR BUSINESS GROUP

Tor 25 PRODUCERS
In Alphabetical Order

. 4th Quarter 2011
- 4th Quarter 2012

General Fuel and Building Restaurants Autos
Consumer Service and and and
Goods Stations Construction Hotels Transportation Drugs
REVENUE COMPARIS ON
Ly Gas & Mini Three Quarters - Fiscal Year To Date
Market
Marley Cooling 201112 201213
Technologies , ‘
McMahons RV Point-of-Sale $18,363,430  $21,637,649
Mecca Tr eg’&')way County Pool 2,107,696 2,490,442
Morongo Shell State Pool 2,149 9,731
Nike '
Pilot Travel Center Gross Receipts  $20,473,274  $24,137,822
Prada Less Triple Flip* - $(5,118,319)  $(6,034,456)
Ralph Lauren '
RDO EqUipment *Reimbursed from county compensation fund
Stater Bros :
Vons Fuel
Published by HdL Companies in Spring 2013 @

www.hdlcompanies.com | 888.861.0220 comrantes



 “Statewide Results

Statewide sales tax receipts for Oc-
tobet thfough December sales wete
up 3.4%; however, net of onetime
payment abetrations, actual sales

¥ increased 6.1% compared to the

same sales period in 2011.

The autos and . transportation
gtoup, led by continued strong
sales of new cars and light trucks,
recorded another quatter of tobust
increases over priot yeat tesults and
accounted for 26% of the ad]usted
statewide gain. For many general
consumet goods retailets the holi-
day sales season can be the differ-
ence between a profitand a loss fot
the yeat. This group bested year-
ago teceipts by 4.3%. Business and
industty totals again included tax
teceipts from a variety of alterna-
tive energy projects. Heavy indus-
trial, office equipment and office
supplies/furniture also contributed
to the group’s 5.3% increase. Res-
tautant dining temained popular as
overall sales moved up 5.7%, with
most of the increase going to full
and quick-service operatots. High-
et ptices at the pump bolstered re-
turns for fuel and setvice stations
which posted a 2.1% rise, even as
gasoline consumption for the pe-
riod trended down. Receipts for
building and construction increased
5.3%, while food and dtugs gained
1.5%. County use tax pool totals
wete buoyed by receipt of previ-
ously uncollected taxes on internet
sales.

First Full Quarter for AB 155

AB 155 expanded the definition of
nexus to include out-of-state sellers
with statewide annual sales of $1M
ot mote and who have in-state affili-
ates providing services tied to those
out-of-state sales. Effective Sep-
tembet 15, 2012 companies meeting
these ctitetia wete required to collect
California sales and use tax.

The 26 companies HdL has iden-
tified to date as falling under AB
155% criteria produced slightly
over $12M in local one-cent sales
tax revenues in the fourth quarter
of 2012. It is estimated that this
will translate into annual revenues
of about $0.80 per capita. To date,
the revenues ate being allocated
to all jurisdicons in California via
the countywide use tax allocation
pools. Each city and county receives
its ptopottionate share of the pool
based on its ratio of taxable sales.

Past deal making by high volume
retailers suggests that new teve-
nues could eventually be redirected
to just a few agencies in exchange
for sales tax tebates as mote out-
of-state companies decide whete
to locate their in-state distribution
watehouses. Online sellers already
located in the state have negotiated
tebates as high as 85% of the local
sales tax they collect. ‘

$.336/HR.684, the Federal Market-
place Faitness Act, would provide

Riverside County Sales Tax Update

RIVERSI])E County ToP 15 BUSINESS TYPES

a uniform apptoach to allowing
all states to require online and te-
mote sellets to collect sales taxes.
The bills are strongly supported |
by a coalition of national retailers
and local governments but ate op-
posed by eBay and anti-tax gtoups.
Although the Sentate has adopted
a resolution of support, the bills
themselves have not been formally
acted upon in either the Senate. ot
House of Representatives.

SALES ER CAPITA o

County

Unincorporatéd '
County

Califémia

‘ B_usine'ss Type

Contractors

Energy/Utilities

Family Apparel
GardervAgricultural Supplies
Grocery Stores Liquor

Light Industrial/Printers
Lumber/Building Materials
Restaurants No Alcohof
Service Stations

Shoe Stores

Spegcialty Stores
TrailersiRVs
Warehse/Farm/Const. Equip.
Wineries

Women's Apparel

Total All Accounts

County & State Pool Allocation
Gross Receipts

Umncorporated County County HdL State
a4 1z Change Change Change
3514 4.6% 16.4% 20%
3,071.9 na 665.8% 71.3%
866.1 13.5% 9.0% 8.4%
1104 7.3% 4.3% 10%
1396  -220% -25.4% 17.6%
73.0 35.2% 16.6% -3.8%
816 44.6% 1.2% 58.1%
230.7 8.7% 5.0% 51%
1,235.0 4.3% 26% 2.8%
2278 20.0% 13.6% 84%
176.2 3.8% 0.5% 0.6%
118.7 50.9% 33.8% 11.2%
1469 364% 22.1% 8.5%
1508 -16.0% 6.9% 5.6%
503.5 16.7% 9.3% 54%
$8,6784  62.5% 7.9% 20%
1,048.1 42.0%
$9,726.5 60.0% *In thousands




California Forecast:

Sales Tax Trends and
Economic Dri

COMPANIES

HdL provides relevant information and analyses -

on the economic forces affecting California’s
!ocalf—govemment agencies. In addition,
Hdl’s Revenue Enhancement  Services and
Software help clients to maximize revenues.

HdL serves over 350 cities, counties and special
districts in California and across the nation. -




Hd I @ " HdL Consensus Forecast-April‘ 2013

COMPANIES

Pent-up demand combined with historically low interest rates and easy credit generated substantial sales gains in 2012,
Year-over-year gains are expected to moderate in 2013 as pent-up demand cools and consumers trend toward less ex-
pensive, more fuel efficient vehicles, A recovery in business and leisure travel is expanding tax receipts from car rentals.

_ & | 50%

Home construction is showing signs of recovery in some regions with statewide permit activity 22.5% higher in 2012
than the previous year. Costs of building materials are also beginning to rise although taxes from this group are not
expected to reach previous levels for another two years.

Bustess/ndury ,
Statewide receipts have been inflated by numerous utility and energy related development projects and the trend
Is expected to continue through 2013 with the one year extension of Federal tax credits for alternative energy

evelopment. Capital investment in new technology and labor saving equipment and supplies will continue,

Heated competition from big-box retailers and oniine merchants has pushed some drugstore operators to go upscale
with outlets featuring cafes, high-end fresh food, specialty cosmetics and vast alcohol selections. The lines between
traditional grocers, dollar stores and drug stores continue to blurin a new environment where everyone sells everything.

Gains will be moderate as some sales shift to retailers like Walmart and Target.
1A% l

California fuel consumption is dropping atalmost twice the rate as the nation as a whole. Refineries have been offsetting
this trend by exporting their product to Central and South' America. Even so, increased supplies and refinery production
coupled with the continued trend toward more fuel efficient vehicles should put downward pressure to stabilize prices

in coming quarters.
e Gomsmnsr Goadly = &I
Flush with stock market gains, the wealthy are again spending freely on high-end clothing, jewelry and beauty products
while easy credit has created what may be a temporary bubble in new purchases by the middle class. At the lower end,
payroll tax increases combined with delays in income tax refunds are resulting in fewer discretionary purchases. Overall
gains will be steady but tempered by low inflation and increased price competition,

Quick-service and high end restaurants are showing strong recovery although mid-p
continuing to post declines. The growing trend toward eating more meals out and stepped up travel spending are
expected to produce additional sales tax growth in coming quarters.

-15%

&% | 3.0%

County pool allocations are growing by the receipt of sales and use tax from Amazon and other out-of-state vendors
that began collecting taxes in September 2012. Future receipts are uncertain as hew in-state distribution facilities may
qualify for point of sale status in lieu of pool allocations. Rising private automobile sales, equipment leases and out-of-
state purchases of business equipment and supplies are adding to the gains,

| oL
TheProposition 172 growth projectio

nis 5.2% for Fiscal Year 2012-13. This factor varies from Hdl’sB

HdL Companies www.hdlcompanies.com
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2013-14

3.2%

201

Fourth quarter estimates of Real GDP Growth cameinata disappointing 0.1% to finish off 2012. However, this actualiy
represents an upward revision to the prefiminary estimate of -0.1%. More importantly, this slowing was caused by two
primary factors: a deceleration in inventory accumulation and a large reduction in national defense spending by theUS.
Government. Together, these two components shaved nearly 3% from further quarter GDP Growth—take these volatife
components away, and GDP Growth would have come in closer to 3%. Looking forward, growth in consumer spending
and business investment will continue to bolster economic growth despite rising taxes and less government spending.
As the economy adjusts to these shifts, growth will accelerate in 2014.

Congress went over the deadline for the sequestration budget cuts during the first quarter of 2013. And, despite
continuing resolutions, which will spare some departments from the deep cuts that were projected, government
spending is set to fall during 2013. Our current forecast calls for Government to reduce overall GDP Growth by roughly

0.5% this year and add virtually nothing to the national economy during next fiscal year.

ent Department show that the States labor ma rkets

Recently revised estimates from California’s Employment Develop

are performing much better than initially reported. Through December, California has added back nearly 680,000 nonfarm
jobs since hitting bottom in February 2010. That is roughly 123,000 more jobs than previously reported and shows that
California has indeed outpaced the nation overall in terms o
sector, Professlonal/Business Services, Construction, Manufactu
upward revisions. ‘

f job growth during the past six months. The Household
ring and Leisure & Hospitality were all beneficiaries of large

LT _75_ B 9.4%

California’s unemployment rate remained below 10% as we entered 2013. Job growth has accelerated recently, but an
influx of residents back into the labor force has kept gains in the unemployment rate modest. With stronger job growth
projected for next year, Beacon Economics expects the unemployment rate to dip below 9% by late 2014.

The residential real estate market hit its stride at the end of 2012. Existing home sales were up more than 7.5%in 2012.
Sales would have climbed higher but didn't due to a lack of inventory which the California Association of Realtors puts
at its lowest level since the peak of the housing bubbile in 2005. With only 3.6 months of supply at the current pace of
home sales, interest rates hovering near historic lows and an economy that is picking up steam, increasing sales are
expected to continue into 2013 and 2014.

392,500

G | §355750

ry has led to solid price appreciation in recent months. At the end of 2012,
-family home in California was $296,000—an increase of 33.4% from thelr

Bl Galifornially

Rising home sales amidst very tight invento
the median sales price of an existing single

trough during the second quarter of 2009. Part of this increase is due to fewer distressed sales in the mix, as well as an
imbalance between demand for homes and homes available for sale. Rising incomes,
market that has been accelerating are also driving this improvement. Our
home prices for 2013 and 2014, before settling down in 2015.

low interest rates, and a labor
urrent forecast calls for continued growth in

Residential construction in California has been booming in recent months. According to the U.S. Census Bureau, there
have been 4,972 new residential permits issued statewide in January 2013 alone. That represents a 135% increase over
the same period last year—driven mainly by a surge in new multi-family permits. Currently, rents outstrip the cost of
ownership and, given that home ownership has fallen substantially since the housing collapse, multi-family properties
are expected to form a larger share of the overall mix during 2013 and 2014.

Beacon Economics www.BeaconEcon.com ’
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HdL Companies

1340 Valley Vista Drive, Suite 200
Diamond Bar, California 91765
Telephone: 909.861.4335 - 888.861.0220
Fax: 909.861.7726 - T

California’s allocation data trails actual sales activity by three to six
months. HdL. compensates for the lack of current information by
reviewing the latest reports, statistics and perspectives from fifty or
more economists,analystsandtrade associationstoreachaconsensus
on probable trends for coming quarters. The forecast is used to help
project revenues based on statewide formulas and for reference
in tailoring sales tax estimates appropriate to each client’s specific
demographics, tax base and regional trends.

_ “Good information leads to good decisions.”
r=
]
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BEACONECONOMICS

SOUTHERN CALIFORNIA OFFICE

5777 West Century Boulevard, Suite 895
Los Angeles, California 90045
Telephone: 310.571.3399

Fax: 424.646.4660

E-Fax: 888.821.4647

Beacon Economics, LLC has proven to be one of the most thorough
and accurate, economicresearch/analytical forecasters in the country.
Their evaluation of the key drivers impacting local economies and
tax revenues provides additional perspective to Hdls quarterly
consensus updates. The collaboration and sharing of information
between Beacon Economics and HdL. helps both companies enhance
the accuracy of the work that they perform for their respective clients.
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County of Riverside

Attachment D Quarterly Fleet Vehicle Report

Units Sold by Departments
01/01/2013 to 03/31/2013
Name Total
AGRICULTURAL COMMISSIONER 1
COMMUNITY HEALTH AGENCY 1.
DEPT OF COMMUNITY ACTION 2
DPSS 2
EDA-ADMINISTRATION 1
MENTAL HEALTH 1
PROBATION 1
PURCHASING AND FLEET SERVICES 1
RCRMC 2
RIDESHARE VEHICLES 2
SHERIFF 20
Total | 34
Units Pending Sale by Departments
01/01/2013 to 03/31/2013
Name Total
BUILDING AND SAFETY 1
COUNTY FARM DISPATCH 1
DISTRICT ATTORNEY 6
DPSS : 13
EDA-ADMINISTRATION 2
MENTAL HEALTH ' 9
PUBLIC DEFENDER 1
PURCHASING AND FLEET SERVICES 1
RCRMC 2
RIDESHARE VEHICLES 1
RUBIDOUX DISPATCH 2
SHERIFF 36
Total | 75
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‘BEACON ECONOMICS

Introduction

Beacon Economics, LLC has undertaken a forecast of the assessed valuation and property tax, sales and use taxes,
Proposition 172 revenues, and real property transfer tax revenues in the County of Riverside over the next five years.

As in previous editions, the forecast presented here uses standard time-series econometric techniques based on his-
torical correlations and future trends. Beacon Economics’ approach to forecasting follows a layered approach. National
policy changes and external shocks are built into a U.S. model of a variety of indicatars, including GDP, production, de- )
mographics, interest rates, government spending, taxes, savings, income growth, and real estate. A California model
is then developed that incorporates macro trends at the national level with trends in the local labor market, including
demographics, real estate, and business activity indicators. ’

Taking into account these state and national forecasts, a regional model is set up for the inland Empire that uses
the macro trends along with a variety of specific regional data to create a Riverside County forecast. This local fore-
cast provides a broad outlook for the region’s employment by industry along with the unemployment rate, consumer
spending and income trends, population and components of change, residential real estate and construction, and
nonresidential real estate and construction. Thus, in our regional assessment, we draw on detailed forecasts of the
nation, state, and broader Inland Empire to provide a forecast of the activity and revenues that can be expected by
the County of Riverside out to 2017-18.

Inthis edition, Beacon Economics' forecast incorporates updated figures on assessed valuation (AV) in Riverside County
for 2012-13 as disclosed by the County Assessor's Office. In addition, the sales tax revenue forecast takes into account
several new incorporations in the county, including the cities of Jurupa Valley and Eastvale. This is a critical distinc-
“tion because the County's sales tax receipts are based upon sales in the unincorporated areas of the county. As new
cities incorporate, fewer dollars will flow to county coffers as these funds are redirected to the newly formed city gov-.
ernments. Sales taxes attributable to these recent incorporations have been netted out from the county's forecasted
revenues. Over the short run, this forecast is more optimistic than in our previous forecast, and confirms our earlier
forecast that the worst is behind the County of Riverside. In this report we detail the current forecast and the major
drivers of these results.

e e e T S g S

Forecast

Assessed Valuati

Growth (%}

Property Tax Revenues
Growth (%)

Sales & Use Tk A&
Growth (%)

Proposition 17
Growth (%)

Transfer Tax Revenue
Growth (%)

. Source: Fo
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Assessed Valuation

The Riverside County Assessor's Office recently announced that the AV roll for the 2012-13 fiscal year declined by
0.15%. This was much lower than the 2.0% to 2.5% decline that had been envisioned by the County during the first
half of calendar year 2012. Indeed, this was even smaller than the 1.45% decline that Beacon Economics forecasted
back in April 2012. Fortunately, this indicates that the worst is in fact behind Riverside County's property market.

‘In fact, recent developments in Riverside County have improved our economic outlook. One of the main drivers of our

improved optimism has been the residential real estate market. According to the California Association of Realtors,

home prices in the county increased by nearly 25% in March compared to the same period last year. Currently, the
median price for existing single-family homes stands at $264,000. Since the market hit bottom in May 2009, home
prices have increased nearly 50% and the recovery can be attributed to several factors.

First, the housing market is benefiting from impro\'/ements in the general economy. More local residents are able to
find work throughout the County, region, and neighboring coastal job centers. As of March 2013, the unemployment
rate in the Inland Southern California region dropped to 10.6%. Although the unemployment rate remains elevated

" compared to other areas, it is worth noting that just a year ago it stood at 12.5%, and at its peak was over 15%. This
is significant progress in a relatively short period of time and great news for the local economy.

Affordability and Population Growth
Riverside County, 1988 to 2012

Population Growth
1980 to 2012
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Source: California Department of Finance

Source: CA Department of Finance & DataQuick

Perhaps the main contributor to the housing recovery is the change in underlying fundamentals affecting the housing
market throughout the state and nation. A recently released report by the California Association of Realtors notes
that the share of distressed home sales has drastically decreased in the county. In March 2013, 37% of all sales in the
county were those of distressed properties—well below the same period last year when distressed properties made
up 59% of total sales. This represents a significant drop of more than 20 percentage points over the past 12 months
alone. As distressed properties are funneled through the market, it decreases the downward pressure on prices since
these distressed sales typically come with a discount over market values. In other words, when the share of equity
sales (sales of home with equity) increases and represents a larger portion of total sales, prices are not dragged down
by a large number of distressed sales.

Riverside County Revenue Forecast 2
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Mareover, there are more fundamental issues at play like the supply and demand relationship for homes. Currently,
there is a shortage of homes available for sale in the county, which also drives prices up. As of March 2013, the Califor-
nia Association of Realtors Unsold Inventory Index recorded 3.0 for Riverside County. This tells us that at the current
pace of home sales, the number of homes available for sale would be exhausted in just three months. This is the
lowest level of homes available for sale we have seen since 2006. With demand outpacing the supply of homes on
the market coupled with prices that make sense with incomes, historically low mortgage interest rates, and a larger
number of Inland Southern California residents finding work, prices have increased strongly in response.

The other factor driving AV is the commercial property market, which has also shown improvements in recent months.
According to Reis Inc., industrial properties in the Inland Southern California region are in high demand. The vacancy
rate for the region dropped to 12.8 in 2012 — a 0.7 percentage point drop from the preceding year. What's indicating
the strength of the market is the ability for the region to absorb nearly 3.8 million square feet of existing space and
1.8 million square feet of completions in 2012. This has pushed rents up more than 2% for warehouse and distribution
properties —which by far make up the largest share of the industrial market. Developers are taking notice of the recent
trends. Currently, there is over 80,000,000 square feet of warehouse/distribution space in the pipeline in Riverside
County. Once these planned projects come to fruition in the coming years, naturally, the AV in the County will increase
accordingly.

Retail properties in Inland Southern California are also showing decent strength. Vacancy rates have turned the corner
and currently stand at 10% as of Q4 2012. Compared to the same period last year they have dropped more than half
a percentage point. Although the vacancy rates remain relatively high compared to pre-recession levels, stabilization
and retreat of vacancy rates are the first steps of the recovery. As the vacant inventory dwindles down, we should ex-
pect the rents to increase and eventually see an uptick in new construction. For now, things remain relatively quiet on
the construction front. According to Reis Inc., there are only three construction projects in Riverside County totaling
205,000 square feet. However, things could pick up in the near future. Reis Inc. reports that there are over 12,500,000
feet square in planned and proposed projects in the pipeline. There are no guarantees that all prOJects will come to
fruition but any completions will make a positive contribution to AV.

The multifamily housing market in Inland Southern California currently exhibits the lowest vacancy rate of all com-
mercial properties at 4%. The rate has dropped nearly a percentage point since last year. Although the low vacancy
rate certainly implies relative strength of the multifamily market in the region, it could be a bit misleading. The sector
has benefited from decreased affordability of single-family homes prior to the Great Recession, as well as the flood of
foreclosures post-recession that pushed many former homeowners into the rental market. As mentioned previously,
the residential property market has stabilized and is gaining some steam which could potentially shift consumer pref-
erences from apartments back to single-family homes.
/#
Riverside County Revenue Forecast 3
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Residential Sales and Prices
Riverside County, Jan-00 to Mar-13

Residential Inventories (Months of Supply)
Riverside County, Jan-05 to Mar-13
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If that shift begins to happen, it could put pressure on the rental market as vacancies open up and people move back
to ownership housing. Of course, this will hinge critically on what happens with single-family units currently being held
by investors as rentals, the pace at which mortgage lending increases, and what happens with housing tenure as a re-
sult. For example, if investors begin to turn their rental properties back over into ownership housing as prices increase,
this could aid the apartment market by removing rental units from the supply mix. However, if these properties are
maintained as rentals, that could create additional competitive pressure in the apartment market as folks transition
back to ownership housing. Similarly, if there is a big increase in home ownership rates, this could mitigate demand
for rental housing. Of course, in order for home ownership rates to rise, bank lending will have to increase much more
than it has up to this point. Still, these developments will be critical to how the rental housing market—particularly
on the apartment side—unfolds over the next few years.

=)

Housing Market Forecast
Riverside County, Q1-95 to Q4-18
-12,000

Forecasts by Beacon Econormics

Riverside County Assessed Valuation
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Given the strength of the residential market recovery, it is not surprising construction of multi-family properties re-
mains subdued. According to Reis Inc., there are only about 500 units under construction in Riverside County. De-
pending on how many of the nearly 12,000 planned units are completed, this sector could, nevertheless, provide an
uptick to the AV in the coming years.

—
Riverside County Revenue Forecast 4



- BEACON ECONOMICS

The weakest area of the commercial sector remains office buildings. Vacancy rates remain very elevated at 24.3%, as
of Q4 2012. In addition, progress has been slow considering that a year ago the vacancy rate was 24.5%. One thing
to remember is that this sector is relatively small compared to the number of residents that call the Inland Southern
California region home. If we compare the office stock to the bellwether of the local property market we put its size
in context. In Inland Southern California, office space inventory represents 1/20th of total industrial inventory. In Los
Angeles metro, office space represents little less than half of all industrial stock. Considering the elevated vacancy
rates and size of the market we don’t expect this sector to contribute significantly to the AV increase, though we do
not expect heavy downward pressure from the office market either because it represents a relatively small share of
the overall commercial property market.

, These improvements in the residential and commercial real estate markets have substantively altered our AV forecast,
as well as the subsequent property tax revenues. Beacon Economics expects the AV to increase by nearly 2% in fiscal
year 2013-14, which is slightly higher than our previous forecast. In the years that follow, we also expect the AV to
increase at a rate faster than previously forecasted. Our new forecast indicates that the AV will reach pre-recession
levels in fiscal year 2017-18. In addition, we expect property tax revenue to increase 3.7% in 2013-14.

Taxable Sales, Sales/Use Tax, and Prop. 172 Revenues

Consumer and business spending in River-

side County is on the mend, as it has

been since spending hit bottom in mid-

2009. Overall, spending has been driven

by improving economic conditions in the
" County, and more specifically by the ‘Business/|

housing market recovery as well as pos- Autos/Transportation

itive employment trends. General Consumer Goods

Restauré ﬁfﬁ]Hotéls

It’s important to note that the current
forecast takes into account the impact of
the newly incorporated areas of Jurupa
Valley and Eastvale, as well as previously i . S
" incorporated cities of Menifee and Wildo- 66.50  72.99
mar. Since these have become incor-

porated cities within Riverside County,
some resources, such as sales tax revenues, will be affected when these areas receive their sales tax revenues di-
rectly. According to estimates by Beacon Economics, the unincorporated areas of Riverside County have fallen from a
peak of roughly 22.4% of the County's taxable sales base in 2008 (prior to the incorporations of Menifee and Wildo-
mar) to roughly 20.8% subsequent to the incorporations of Eastvale in 2010 and Jurupa Valley in 2011. Therefore,
Beacon Economics has performed a forecast of total taxable sales in Riverside County's unincorporated area out to
2017-18, after taking into account this percentage of revenues that will now be directed towards Eastvale and Jurupa
Valley. It is expected that this will provide a more accurate picture of the sales tax revenues available for the county's
budget. ’
—
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The forecast incorporates numerous economic indi-
cators such as population growth, tourism, income
growth, business spending and{abor markets. One of
the main drivers of the forecast is the labor market,
which is gaining steam. Total nonfarm payroll in In-
land Southern California increased by 2% or 22,800
jobs in March 2013 compared to the same period in
the year before. The employment gains can be seen
across most of the private sector. In fact, if we take
off the jobs cuts in the government sector the region
created more than 26,000 over the past 12 months.
This represents a 3% increase, which is a significant
improvement compared to the anemic growth rates
seen a year ago, and is relatively faster than growth
in the state overall, which posted a 2% increase over
~ the same period. B

The biggest contributor to employment gains over
the past 12 months has been the leisure and hos-
pitality sector — increasing their payrolis by nearly
9,400 jobs or 7.5%. Transportation and warehous-
ing added 2‘,30‘0‘ workers to. their payrolls as well,
whereas wholesale trade increased its workforce by
7.3% or 3,700. This is another great sign for the lo-
cal economy considering the bellwether industries
are showing strength. Education and health care also
continued its uninterrupted upward trend by adding
more than 6,000 workers to their payrolls.

These accelerated growth rates, as well as positive
revisions to the underlying data by the EDD (as part
of their annual benchmark revision process) which
added another 12,000 nonfarm jobs to those that
had previously been reported, have improved our la-
bor market outlook for 2013 and beyond. We expect
nonfarm payrolls to increase by 3% in 2013, followed
by 3.5% and 4.3%, in 2014 and 2015, respectively. In
our last report we voiced our expectation that non-
farm employment in Inland Southern California was
going to reach 1.2 million by mid-2014. Our current
expectation is for the employment level to reach 1.2
million at the start of 2014,

_
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BEACON ECONOMICS

Recent employment trends have had a positive im-
pact on taxable sales. According to the Board of
Equalization, taxable sales in Riverside County in-
creased by 6.2% in 2012. Growth in taxable sales has
translated to growth in sales tax revenues for the
County. According to HdL Companies, sales tax rev-
enues in Riverside County increased by 9.7% in 2012.
Notably, growth was recorded across the board.
Revenues from autos and transportation increased
13.4%, while building and construction increased
12.7%. Aithough business and industry is a relatively
small category it, nevertheless, saw a very large in-
crease of 50%. Such high growth rates are usually an
anomaly and we should not expect it to be the norm,
as this boost could potentially be attributed to en-
ergy projects currently téking place in the County.
Thus, the tax effects will subside as these projects
near completion.

Another aspect that has had a positive impact on the
housing market, and consumer and business spend-
ing, is demographics. Most recent data by the Cali-
fornia Department of Finance has revised down birth
and migration statistics through out most of the state.
However, even with this revision, Riverside County
continues to attract the largest number of residents
compared to the neighboring counties. In fact, River-
side County was the only county in Southern Califor-

nia that recorded positive net migration during 2012. -

That is, nearly 3,700 people within the United States
decided to move to Riverside County above those

that decided to leave the County last year. Given that .

relative affordability, the price discount of moving to
Riverside County relative to buying a home along the
coast, has not been thislhigh in many years, and many
are finding it attractive to move to Riverside County
once again.

Incorporating positive net migration with a natural
increase, the California Department of Finance es-
timates that population in Riverside increased by

Taxable Sales and Retail Trade Forecast
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nearly 24,000 residents to around 2,244,000 in 2012. Additional residents are great news for the local economy be-
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cause they drive up the base for consumer and business spending, as well as demand for housing, which translates
into higher revenues for the County.

Beacon Economics expects taxable sales to continue its upward trend, increasing by about 6.6% in 2013 and reaching
the pre-recession levels in the same year. In 2014 and 2015 we expect the growth rate to accelerate to 9% due to
increased confidence and improved balance sheets of the consumer, as well as the end of sequestrahon cuts by the
government and an adjustment by households to higher tax rates that accompanied the “fiscal cliff”. The most recent
advance estimate of GDP for Q1 2013 indicated that consumer spending remains healthy, as personal consumption
expenditures rose by 3.2% at an annual rate. As expected, the main drag on the economy continues to be government
spending.

In our last report we had forecasted a 2.5% decline in sales tax revenues for fiscal year 2012-13. However, due to
slightly lower than expected sales tax revenues thus far we are expecting a slightly bigger decrease of 2.7%. In years
that follow we expect the growth rate to gain steam — plus 5.8% in fiscal year 2013-14, and by 8% in 2014-15 and
2015-16, and 7% in 2016-17 and 2017-18. Since Proposition 172 revenues are generated from taxable sales in the
state and county and were not affected by incorporations, the County did not have to make up ground. Thus, Beacon
Economics forecasts that Proposition 172 revenues will increase 6.8% in the current fiscal year. In addition, we expect
the County to exceed the pre-recession levels by fiscal year 2015-16.

Real Property Transfer Tax Revenues

Residential home sales in the County, the primary generator of real property transfer tax revenues, increased by
roughly 1% in 2012. We expect sales to pick up in 2013 due to improving economic conditions already discussed. In
addition, our expectation of continued positive net migration will increase demand for housing. In fact, one of the
reasons for positive net migration is the affordability of the local housing market relative to the neighboring coastal
counties. Residents from Los Angeles County, San Diego County and Orange County have traditionally opted for Inland
Southern California when prices in the region create a discount-incentive relative to neighboring markets. As noted,
this affordability is at a very high level by historical standards because prices in Riverside County fell faster than they
did along the coast. |
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In addition to affordability, residents are able to take advantage of record low mortgage rates. Although credit-
underwriting standards remain above pre-recession levels and growth in mortgage lending has been slow, as em-
ployment in the region gains steam more residents will be able to take advantage of these low rates. Positive net
migration and relative affordability, combined with record low mortgage rates and an improving overall economy,
have had a positive impact on home sales, which translate into additional transfer tax revenues for the County.

As aresult, Beacon Economics is estimating that transfer tax revenues will increase by 18% in fiscal year 2012-13, due
to both rising sales and higher transaction values. Our forecast for 2013-14 and 2014-15 calls for double-digit gains in
transfer tax revenues of 21% and 11%, respectively. Thereafter, we expect the revenues to slow to a more sustainable
single-digit growth rates.

Summary

Our view that Riverside County has turned the corner towards recovery in the wake of the Great Recession has been
confirmed with recent data and is reflected in the current forecast. The region continues to expand employment lev-
els, and 22,800 workers were able to find employment in the region over the past 12 months. More importantly, these
gains were seen across the private sector.

Residential real estate has posted some impressive gains over the past year and has started to lead the recovery. Com-
mercial real estate is also on the mend, although some sectors are doing much better than others. Industrial property
market has shown its strength and we expect the demand for these properties to remain solid. Beacon Economics
expects the AV to remain relatively flat in fiscal year 2013-14. In addition, we expect the AV to reach pre-recession
levels in fiscal year 2017-18. We are estimating property tax revenues to decrease by 1.6% in the current fiscal year.

The increased pace of the recovery has helped boost consumer and business spending in the County. Beacon Eco-
nomics expects taxable sales to continue its upward trend without interruptions, increase about 6.6% in 2013 and
reach the pre-recession levels in the same year. Due to incorporations and slightly slower-than-expected actual sales
tax revenue thus far, we are expecting a decrease of 2.7% in 2012-13. However, in the years to come we can expect
the pace to pick up and increase 6% in 2013-14, and more than 7% thereafter.

Beacon Economics expects transfer tax revenue to rise during the current fiscal year. And, as the economic recovery
gains traction, transfer tax revenues will pick up in 2013-14—new households will be formed, the population will ex-
pand, and the area will once again attract new residents moving inland in search of affordable homes with access to
the large employment centers along the coast.

The County of Riverside still has a ways to gb to get back to where we were before the Great Recession, but the econ-
omy is certainly moving in the right direction. Property and transfer taxes are finally poised for growth in the coming
fiscal year, and will continue to grow after that. Sales and use taxes will continue to move forward as the economy
heals. Many tough decisions still remain for local policymakers, even as the cyclical effects are waning, but we're finally
seeing light at the end of the tunnel.

Riverside County Revenue Forecast 9
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About Beacon Economics

Beacon Economics is an independent economic research and consulting firm with offices in Los Angeles and the San
Francisco Bay Area. The firm's internationally recognized forecasters were among the first and most accurate predic-
tors of the meltdown in the U.S. mortgage market—and among a relatively small handful of researchers who correctly
calculated the depth and breadth of the financial and economic crisis that followed. The firm focuses on providing ob-
jective, fact-based economic studies and analytics, long- and short-term economic forecasts, public policy analysis,
and balanced counsel to those making financial, business, and economic decisions. Beacon Economics has served
as the lead economic advisor to the California State Controller since 2008 and its Founding Partner is Chair of the
Controller's Council of Economic Advisors.

Services ~ Contacts

m Economic & Revenue Forecasting m Sherif Hanna

m Business, Industry, & Market Analysis Managing Partner

= Economic Development Analysis (424) 646-4656

m Ports & Infrastructure Analysis Sherif@BeaconEcon.com

m Victoria Pike Bond
Director of Communications
(415) 457-6030
Victoria@BeaconEcon.com

n Public Speaking
m Expert Testimony

—
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A. RIVERSIDE BUDGETARY VARIABLES

Al. Property Tax Revenue

The Institute for Environmental and Economic Studies (IEES), at
California State University Fullertoﬁ, anaiyzed secured property tax
data provided by the Céunty of Riverside on 903,604 property parcels
for FY 2012-2013. The data provided to us excludes a number of items
such as tax exemptions, fixtures, trees & vines, unsecu;ed property,
personal property as well as other data which are subject to time-
;ecording and other accounting issues and differs to some extent from
the data useduby the Riverside County Assessor's office. Despite
these differences, the data provided by the county and analyzed by the
IEES is fairly inclusive and represents 94.0% of the county's assessed

valuation.

Property Tax Projections

The Riverside County assessment roll appears to have bottomed out
in FY 2012-2103 and is anticipated to grow over the forecast horizon.
A number of positive trends in the real estate market have emerged;
chief among these is the recent pick-up in property prices which is
expected to finally begin to boost the assessment rolls for the
county. In fact, after nearly four years of declines, the County
Assessor's Office can finally begin to reverse the Proposition 8
temporary reductions on a number of properties. While a full Prop 8
reversal on all properties will likely stretch over a number of years,
even a partial reversal will certainly provide a much-needed support

for the county's assessment roll. In addition, with California
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inflation (October 2011 to October 2012) exceeding 2%, the County
Assessor was able to apply a 2% increase in property taxes to
properties that are subject to the Proposition 13 assessed value.
Another positive factor is the decline in foréclosures in the sécond
half of 2012 and early in 2013 partly due to increases in property
values and partly due to éhanges in procedures that initiate a
foreclosure filing.

On a slightly more downbeat note, the Prop 8 reassessment of a
number of commercial properties will continue into 2013 and 2014 due
to a still-elevated number of a backlog of appeals, which will likely
restrain to a certain extent the upward momentum of the assessment
roll. While commercial property prices appear to have stabilized and
even recovered from receséion—depth values in a few segments of the
market, reassessment appeals ——- which take quite a long time to work
through given the uniqueness of most commercial properties —-— will
likely continue to weigh on assessment rolls over the next 18 months.

It is important to note that even with the recent positive
developments (reversal of Prop 8 wvalues, over 2% CPI growth,
improvement in home valuation, etc.) the county's assessment roll has
undergone a permanent decline since the crisis as increases in-
foreclosures and distressed sales have prompted the reevaluation of
over 200,000 of the county's properties (23% of total) to a lower
base. New construction and the long awaited recovery in the housing
market will certainly help reverse some of these losses, and while the
county's assessment roll will certainly regain its pre-recession peak

over the next few years as the recovery expands, it may not fully
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reach the trajectory where it would have been had the crisis never
happened.

Our forecasts are presented in Table 1. They are based on the
total secured assessed roll and exclude unsecured property. The
historical data for FY 2012-2013 are from the Assessor’s Annual
repoft, where secured property accounted for 96.2% (1;970,995,391/
$2,048,885,115 = 96.2%) of the total assessed roll. This means that
our projections provide a close representation for the entire assessed
(secured plus unsecured) roll.

our projections are based on the parcel data from the county (on
secured properties). The projections are based on econometric models
that use a number of variables for forecasting purposes including data
by type of property (903,604 parcels), failure to pay property tax
installments, property subject to Proposition 8 temporary reductions,
property assessed at the Proposition 13 value, and property tax data
from.neighboring counties.

The projected growth rates summa;ized in Table 1 are
representative of the projgcted growth of the County’s entire property
tax revenue. We forecast an overall increase of 3.2% in 2013-2014 in
the coﬁnty’g secured assessed valuation. This is partly due to the
recent increases in property values (which will induce a reversal of
the temporary Proposition 8 reductions on many residential properties
and some commercial properties) and the 2%-factor of Proposition 13
which will be applied to properties not receiving a Proposition 8
reduction (generally, those properties with base-year pre-1999). Note

that over 6,000 commercial properties (still tied up in the appeals
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process) will likely receive a temporary Proposition 8 reduction (from
previous fiscal years) due to the fact that the decline in commercial
-values lagged the drop in residential values and because of a backlog
in Prop 8 re-assessment which are significantly more time consuming
for commercial properties relative to residential properties.

Property values are expected to increase by a further 4.5% in FY 2014~
2015 spurred primarily by continued increases in home valuétion but
still somewhat restrained by the reassessment of commercial property
values triggered by appeals of the previous two years. For the
remainder of the.forecast horizon, property values are expected to
pick up more robuétly, as the real estate market continues to heal,
the recovery gains more breadth and strength, and economic conditions

normalize.

Table 1
Ad Valorem Property Taxes

Based on 96.2% of the Total Secured Property Tax Roll*?®

Commercial

Commercial

12-13 | 411,966,480 n/a 1,559,028,911 n/a 1,970,995,391 n/a

Forecast

13-14 404,139,117 -1.9 1,629,185,212 4.5 2,033,324,329 3.2%

15-16 420,408,141 3.2 1,827,059,531 6.4 2,247,467,672 5.8%

18-19 | 470,574,604 6.4 2,091,793,149 7.2 2,562,367,753 7.1%

2

Data provided by the County of Riverside representing 96.2% of Total
Secured Assessed Valuation.

® Non-Commercial consists of Residential, Condominiums, Vacant Land,
Apartments, Manufactured Homes, Agriculture and Timeshares.

® The growth rates are representative of the projected growth of the

County’s property tax revenue.
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Detailed Analysis on Parcel Data

In FY 2012-2013, ad valorem secured property tax revenue for the
903,604 parcels provided to us by the County was $1,926,894,578 (see
Table 2) (note: this excludes tax exemptions, fixtures, trees & vines,
unsecured property, personal property, as well as data subject to
recording and other accounting issues). This is lower than the
revenue from the complete county property tax roll which amounted to
$2,048,885,115 in FY 2012-2013 and is also below the secured county
tax roll reported by the Assessor's Office in its Annual report
($1,970,995,391). Some of these discrepancies peflect timing lags
between recoraing and reporting. Nonetheless, the majority of
property tax revenue for the county comes from secured property (land
and structures) ad valorem taxes (1% of total assessed valuation)
accounting for 94.0% (%$1,926,894,578 of $é,048,885,115) of the
property tax revenue.

The parcels were classified into the following seven categories:
Residential, Time Shares, Manufactured Homes, Vacant, Commercialh
Agricultural and Unassigned Code (see Table 2 for more details). Note
that the parcel data for FY 2012-2013 provided by the County differs
from the parcel data provided to us for FY 2011-2012. Consequently,
the historical data for the ad Va;orem taxes differ by over $13
million compared to the amount reported in our previous study in April
2012. The analysis below is based on the latest secured property tax
data (FY 2012-2013) provided to us by the County.

Secured ad-valorem tax revenue for FY 2012-2013 from residential

parcels (single and multifamily) totaled $1,299,932,064, which
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accounts for 67.46% of all property taxes (Table 2). Comﬁercial

parcels account for the second largest share of over a quarter of ad-

valorem tax revenue totaling $487,338,089. The remaining categories

total $139,624,426 or 7.25% of property taxes in Riverside County.
Table 2

Ad Valorem Property Taxes®
Fiscal Year 2012-2013

Residential 1,299,932,064 67.46%
Time Shares® 6,825,234 0.35%
Manufactured Homes? | 36,986,784 1.92%
Vacant® ) 50,324,969 2.61%
Commercial® 487,338,089 25.29%
Agricultural? 45,487,062 2.36%
Unassigned Code" : 377 0.00%
Total 1,926,894,578 100.00%

® Data provided by the County of Riverside for 903,604 parcels.

® Single and multifamily

¢ Timeshare estates in a-timeshare project pursuant to Section 2188.9 of
the Revenue and Taxation Code.

4 Factory built manufactured homes

¢ Vacant according to residential parcel codes

¥ Apartment buildings, commercial building on leased land, vacant
commercial, special use and all other types of commercial property.
9 Parcels under and not under an agricultural preserve act

" Unassigned code are parcels that were not assigned to residential,
commercial or agricultural

The collapse of the real estate market during the crisis, its
lingering effect, and an'exceptionally slow recovery have had a
detrimental effect on the county's assessment rolls over the past few
yvears. Assessed valuations, as reported by the cdunty's Assessor
Office have now declined }or four successive years. The official
- assessed rolls decreased by -0.15% in FY 20i2—2013 foilowing a decline
of -1.45% in FY 2011-2012, a fall of -4.25% in FY 2010-2011, and a

dramatic reduction of -10.5% in FY 2009-2010. 1In dollar terms, over

the last three years, assessed valuations have declined by $9 billion

CSU Fullerton 7 Riverside & US Economic Overview



- COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

in FY 2010-2011, an additional $3 billicon in FY 2011-2012 and a
(relatively small) $0.4 billion in FY 2012-2013. These values still
pale in comparison to the $25 billion decline recorded in FY 2009-2010
(the largest decline out of all counties in the state of California).
From their peak of FY 2008-2002, assessment ro;ls have siumped by a
jaw-dropping $37.5 billion (-16.1%) over the past four-years.

The -0.15% decrease in assessment roll in FY 2012-2013 was
largely caused by a continued downward revision of assessment values
in the county as housing and commercial real estate markets continued
to experience strains early in 2012. This is largely due to the
continued reassessments of properties, in line with Proposition 8,
which requires the Assessor to apply the lower value of either the
property's Factored-Base—Year Value (established under Proposition 13
—— with an increase of no more than 2%) or its market wvalue as of the
lien date (January 1l). For FY 2012-2013, the Assessor's office
reviewed almost 450,000 properties of which 447,953 received a
Proposition 8 reduction. The average decrease was $122,532 for
residential propertiesv(compared to the base year) and $980,748 for
commercial property. The total decredse in assessed valuation (per
Proposition 8) for FY 2012-2013 was $45.2 billion, which slightly
exceeds the decrease applied in the previous year. During the FY
2008-2009, Proposition 8 reductions amounted to slightly more than $16
billion, but these reductions have totaled more than $43 billion in FY
2010-2011, 2011-2012 and 2012-2013, largely reflecting weak real
estate fundamentals and a lipgering effect of the housing market

collapse. Properties that were not eligible for a Proposition 8
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reduction, experienced a 2.0% increase in assessed valuation in FY
2011-2012 (in line with Prop 13) as California CPI rose by 2.889% from
October 2010-October 2011.

To better assess the challenges facing property owners in the
county, we also analyzed property tax delinquencies based on the data
provided by thé county. There were 55,561 (6.15%) property owners
delingquent on paying their property taxes (at least one instailment)
in FY 2011-2012 (the most recent data available). The number of
property owners who paid one installment but were delinquent on the
other installment was 11,118 (1.23%) and the number of owners
delinquent on both was 44,443 (4.92%). Even though the number of
parcels in FY 2011-2012 provided by the County differs from the
previous fiscal year (which limits a direct comparison), it appears as
though the number of delinquencies has.decreased compared to a year
ago when total delinquencies weré 61,716 (6.83% of total) and the
number of owners delinguent on both payment was 48,898 (5.41%).

The decrease in property tax delinquency rates is good news for
the county. As the recovery expands and the labor market heals, the
earning and income outlook for the county's residents improves, which
means that more property owners will be able to afford property tax
payments. In additioﬁ, the increase in property values gives more
confidence to owners to hold on to their proberty. A drop in
foreclosures also reduces delinquency rates. Property tax
delinquencies should decline further over the forecast horizon as the
recovery expahds in the region and the economic rebound gathers

strength and resiliency.
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Non-Commercial Property
The median home price for existing singleefamily homes in

Riverside County increased in the second half of 2012, ending the year
around 23.5% higher than the December 2011 values, bésed.on data from
the California Association of Realtors (CAR). Market values for
median homes are currently signifidantly above the $200,000 mark
around which home prices fluctuated during much of 2011 and 2012,
according to CAR. 1In February 2013, single family median home prices
were $245,830, up by around 43.4% from their April 2009 crisis—low
Values.- This  shows that there has been a significant improvement in
the residential market over the past few months. Nonetheless, while
property values have increased substantially, they remain roughly
around 43% below the peak of $431,713 recorded in June 2006.

| Another sign that the non—commercial market is in much better
shape compared to last year is that the number of foreclosures
decreased dramatically in 2012 with additional declines occurring at
the beginning of 2013. foreclosure filings have declined because of a
genuine improvement in the county's fundamentals (increasing
employment, higher income, rising property values) and by changes in
legislation (which took effect in January 2013 in California) which
has significantly slowed down the foreclosure proéess and is expected
to continue to do so in the near future. Nonetheless, the County
still has the highest foreclosure rate in Southern Califorhia, and the
second highest in the state of California. There were a total of
31,114 mortgage default notices, auction sale notices and bank

repossessions in 2012 (representing a 24% decline from 2011 levels)
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with 1 in 26 households in the county being in some phase of
foreclosure.. The. current number of completed foreclosures likely
underestimates the real number of properties that would have beén
foreclosed had the new legislation not come into effect.

The Riverside-San Bernardino—Ontério MSA still had 35.7% of
homeowners with negative‘equity during the fourth quarter of 2012.
This represents a significant decline compared to the 54.9% underwater
moftgages recorded at the height of the crisis. While the number of
property owners with negative equity has decreased dramatically, it is
expected that some properties -- especially those that were delayed in
the foreclosure process from the new legislation —— will still end up
in foreclosure (or short sales) over the next few years.

Despite these important recent developments, the lingering effect
of the severe collapse in home values during the crisis has continued
to negatively impact the county's assessment roll. According to the
Riverside County Assessor, in FY 2012-2013, 261,709 residential
properties-received a Proposition 8 reassessment, reducing the
assessment roll by $32.1 billion. While the nuﬁber.of residential
parcels receiving a Proposition 8 reassessment in FY 2012-2013 rose by
7.8% (up from 242,789 properties in FY 2011-2012), the reduction in
assessed valuation is slightly below the $32.5 billion decline
recorded in the previous fiscal year. There were also reductions in
assessed values for condominiums ($3.7 billion), vacant land ($2.4
billion) and other property ($3.2 billion). The California Consumer
Price Index rose by 2.889% from October 2010-October 2011. As such,

the maximum allowable increase (as mandated by Proposition 13) in

CSU Fullerton 11 Riverside & US Economic Overview



COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

assessed véluation for existing property owners in FY 2010-2012, was
limited to 2% and most likely was only applied to houses purchased
prior to 1999. The increage in the factor-base was roughly offset by
Prop 8 reductions resulting in an overall flat (-0.21% decline) in
secured éroperty values in 2012-2013 (land and structure; secured
property).

Property tax delinquencies for non-commercial property has
improved significantly since the depth of the crisis, though it still
remains elevated. We analyzed delinquencies on 861,503 parcels for
non-commercial property provided by the county, which include
residential, agricultural and unassigned parcels. Owners of
residential parcels, who failed to make either one or both property
tax installménts, account for the largest amount of delinguencies.
Single-family and multi-family delinguencies accounted for $33}451,370
(57.0%) of total delinquent non-commercial property taxes.
DelinquéncieS'for vacant land (residential, mountain, desert and
manufacture homes) was $10,790,371 (18.4%) of total delinguencies.
Delinquencies for agricultural property were $4,618,473 (11.2% of
total) and for Condominiums or Planned Unit Developments were
$3,134,139 (5.3% of total).

The Riverside County economy improved considerably in 2012 and
this momentum is expected to carry. forward during the forecast
horizon. Market fundamentals have found new strength: nonfarm payroll
employment has now inéreased for two consecutive years, housing
affordability remains high (with 62% of families able to afford the

median home price), unemployment continues to decline, the foreclosure
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rate has dropped significantly, and there are now more equity saies
than distressed sales. As such, non-commercial properties. are expected
to add to the .county's assessment rolls over the next few years.

The contribution of non-commercial property to the assessment
roll iﬁ FY 2013-2014 depends largely on two factors: 1) housing values
in the first three months of 2013, and 2) Prop 13 factor. With the
recent rise in home prices, propérties under Prop 8 (which make up
roughly half of the assessment roll) will likely see an increase in
their assessed valuation. The remaining (roughly) half of the roll,
are subject to a maximum 2% increase (given that the California CPI-
inflation factor rose by 3.081% from October 2011-October 2012). For
the first time in over four years, the residential housing market in
Riverside County is expected to contribute positively to assessment
rolls in FY 2013-2014. Going forward, housing prices are projected to
increase further which will raise assessed valuations and a trigger

continued reversals of the Prop 8 reduction on many properties.

Commercial Property

The recovery in the commercial real estate market has begun to
gain steam having initially lagged behind the upturn in the
residential market. However, the pace of the revival in commercial
real estate differs across the various segments that make up the
broader market: industrial, apartment, office and retail markets.

In the industrial market, average asking lease rates in Riverside

County increased to $0.39 in 2012 compared to $0.35 in 2011. Higher
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average asking lease rates should reflect an increase in the demand
for commercial property. While the vacancy rate for property below
100K decreased to 5.21% in 2012, the vacancy rate for property above
100K actually increased. However, large warehouses are seeing a
decrease in supply coupled with an increase in lease rates. Since the
county is heavily involved in logistics, the demand for industrial
property should continue to increase.

The apartment market has seen a remarkable improvement,
reflecting the broader national trend. Rents for Class A&B
Apartments, have increased by 0.9% on a year-over-year basis due to an
increased demaﬁd for rental property (relative to homeownership) and
are now only -5.5% below their all-time highs recorded in Q1 2008.

The recovery in the retail market has been rather weak, though
some signs of improvement have begun to materialize lately. Average
asking lease rates stabilized in 2011 and 2012 to around $1.35 and are
likely to remain relatively flat in 2013. Vacancy rates declined to
8.34% in 2012. As the recovery coptinues to gain more strength and
traction in the county, we expect the retail market to show continued
improvement over the next few years, albeit lagging behind industrial
and apartment real estate sectors.

The office market is the weakest segment of the commercial real
estate in the county. However, even here some signs of improvement
have emerged: the market appears to have finally bottomed out and the
vacancy rate has decreased to 15.67% in 2012 (but still remains
elevated). In addition, average asking lease rates have increased

slightly to $1.69 in 2012. The recovery in this sector is expected to
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take a lot longer than other segments of the commercial real estate,
given the still-high vacancy rates and soft demand for office space.
A full-blown rebound in this market is not. expected until mid-2016.

The uneven recovery across the commercial market can be
attributed to a number of factors. During the recession, there was an
excess supply of all types of commercial property. As the economic
recovery gained momentum, consumer demand for goods and services has
begun to pick up, steadily stimulating demand for commercial property.
However, the ‘sharp decline in the commercial markét during the crisis
continues to weigh on assessed valuation, despite recent improvements,
as there are nearly 6,000 appeals from the previous two years, still
pending reassessment valuation. The reassessment of commercial
properties is complex and time consuming because, in conﬁrast to the
residential market, it requires a thorough study of the fundamentals
of each property. We project that the reassessment appeals of
commercial properties will likely continue over the next 18 months.
The lagged effect of this complex reassessment process will restrain
somewhat the pace of growth of the County's Assessment roll even as
commercial real estate values continue to appreciate from current
values.

The number of commercial properties receiving Proposition 8
reduction was 3,190:in FY 2012-2013, with a tota; overall reduction
in assessed values of ‘$3.1 billion. In comparison, there were a total
of 2,535 commercial properties in FY 2011-2012 that received a
Proposition 8 reduction for a total amount of $2.8 billion.

Proposition 8 reductions for commercial properties in FY 2012-2013 -
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were over twice as high compared to FY 2010-2011, when only 1,526
commercial properties had a reduction for a total of $1.8 biliion. We
expect the remaining 6,000 appeals to be worked out over the next six
to eight quérters, which means that the lower reassessed values are
likely to weigh on the assessment rolls .in the near term.

The County provided data for 42,101 commercial parcels for FY
2012-2013. These consist of apartment buildings, commercial building
on leased land, vacant commercial, special use, and other types. A
number of properties defaulted on property tax payments in FY 2011-
2012 but.the number of delinquencies is lower than in FY 2010-2011.
Failure to pay property taxes on vacant commercial properties in FY
2011-2012 (latest. available data) was $5,486,579 (or 27.3% of all
delinquent commercial properties). A further $2,118,469 (10.6% of all
delinquent commercial property taxes) was on special use parcels.
Apartment buildings accounted for 1,219,841 (6.07%) of all commercial
delinqueﬂt taxes. Over the next few years, delinquencies on
commercial properties are expected to decrease especially as the
recovery expands at a more brisk pace.

Even though the fundamentals are improving, commercial properties
are likely to contribute little to the assessment rolls over the next
two years largely reflecting assessment appeéls that will have to be
resolved over this period. Assessed valuations for commercial
property are expected to decrease in FY 2013;2014 and then increase
slightly in 2014-2015 and more robustly in the longer term, reflecting
the érotracted reassessment process tfiggered by the appeals process.

In the long-term, assessed valuation for commercial properties 1is
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expected to post more robust growth rates as the recovery gains more
traction and economic expansions picks up more robustly in the county

with the growing distance from the Great Recession.

A2. Motor Vehicle Licensing Fee (in Lieu)

Motor Vehicle Licensing Fee (MVLF) revenue is based on assessed
proﬁerty values (Table 3). 1In FY 2005-06, the state converted MVLF
re&enue into property taxes in lieu of MVLF. This source of revenue
is linked to assessed valuation. Nonetheless, there are significant
deviations from the assessed valuation trend on a historical basis.
For example, during FY 2005-06, there was an underestimate of MVLF for
Riverside County. To correct for the underpayment, an additional
payment was made in FY 2006-07, causing the MVLF revenue in FY 2006-07
to be higher than what the actual payment should have been. Thus
while this source of revenue tends to grow and fall at a similar rate
to assessed property taxes, the state adjustments for underpayments or
overpayments frequently distorts the underlying trend for MVLF revenue
and sometime by a large margin. There was a 1.1% increase in MVLF
revenue during FY 2011-2012. In FY 2012-2013, MVLF revenue is
projected to decrease slightly, reflecting the relétively flat
assessed valuations for that fiscal year. In the long term,. as the
real estate market recovers and the economic recovery in the county
gathers more speed, MVLF revenue will increase as assessed values

rebound from depressed levels. -

CSU Fullerton 17 Riverside & US Economic Overview



COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

Historical

10-11 189,210,416 -4.4%

Forecast

13-14 191,880,396 2.2%

15-16 ’ 217,633,815 6.8%

17-18 254,552,345 . 8.4%

? pata provided by the County of Riverside

A3. Taxable and Use Sales Riverside County

The taxable and sales data are from the County of Riverside which
reports tax revenue derived from sales within the unincorporéted |
areas. As the cbunty continues to recover from thé receséion ana the
labor market heals, households' puréhasing bower is expecfed to
increase which will begin to drive uﬁ purchases on Qooas.and sérvices.

Taxable and use sales téx revenue for thé counﬁy.experienced a
large negative shock in 2011 and 2012, because ofva loss of tax
revenue from the incorporation of two areas, Jurupa Valley and
Eastvale. Tax revenue from thesé two éreas has been permanently lost

and will no longer count towards the county’s sales and use tax
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revenue. Nonetheless, the overall impact from the incorporation of
these two areas is far less than what it would  otherwise been thanks,
in large part, to a number of new energy projects that have recently
emerged in the county. According to Hinderliter, de Llamas &
Associates (HDL), the loss of tax‘revénue from the incorporation of
Jurupa Valley and Eastvale was partially offset by a one time tax from
solar projecfs undertaken by BrightSource. Consequently taxable sales
for Riverside County in FY 2012-2013 are projected to increase by
1.2%. Taxable and use sales are expected to increase by 3.1% in FY
2013-2014 reflecting improved fundamentals as the recovery continues
to expand. In the long-term, taxable sales are projected to increase

more robustly, steadily picking up steam over the forecast horizon.

CSU Fullerton 19 Riverside & US Economic Overview



COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

Historical

10-11 28,192,647 9.5%

Forecast

13-14 27,187,851 3.1%

= T

15-16 30,231,911 5.7%

17-18 34,289,306 6.9%

2 Data provided by the HDL.

b Data for FY 10-11 include a projection for the
last quarter as data are not available. Taxable
sales from Eastvale are removed.

¢ Projections in FY 12-13 exclude taxable sales
from Jurupa Valley and thus assume that Jurupa
Valley'will be allocated their tax revenue in FY
12-13.

Ad4. Proposition 172 éublic Safety Sales Tax Projections

Proposition 172, the “Local Public Safety Protection and
Improvement Act of 1993,” was enacted in November 1993 and allocates a
half-cent sales tax to public safety in cities and counties. The
total sales tax revenue is distributed to cities in Riverside County
as well as to the County. The state distribution of Proposition 172

revenue to Riverside County depends on the -amount of taxable sales in
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Riverside County and on the Riverside County’s share of total tax
revenue. Forecasts for the Public Safety Sale; Tax are determined
using the state formula and regression techniques. Estimates from this
source of revenue are in Table 5. Given recent improvement in
economic conditions in the county, the public safety séles tax
projections are forecasted to increase by 6.3% in FY 2012-2013. 1In

the long-run, the growth rate of this source of revenue for the County

is expected to exceed 7%.

Table 5%

13-14 141,630,847 5.8%

15-16 159,584,257 6.6%

17-18 183,561,792 7.5%

% Data are from the State Controller’s Office and

represent 95.5% of reported data.

CSU Fullerton ©o21 Riverside & US Economic Overview



COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

A5. Documentary Transfer Tax

Documentary transfer tax is typically from a transfer of the
ownership of real property and historical and projected values are in
Table 6. The tax rate for the City of Riverside is $1.10 for every
$500 of net consideration or value conveyed; the tax rate for all
other cities and the unincorporated areas of the County of Riverside
is $.55 for every $500 of net consideration or vélue conveyed.
Documentary transfer tax is highly correlated with house sales,
building permits/ changeé in interest rates which can trigger’
refinancing, changes in propefty-values, changes in payroll
employment, foreclosure rates, and other facfors that cause a chahge
in ownership. For FY 2012-2013, we project this source of revenue to
grow by 6.4%. The decline in home sales, because of a tight home
inventory, and a more protractéd foreclosure process due to the newly
enacted legislation will likely restrain the pace of growth in this
source of revenue for the county in the near térm.‘ In the long term,
document transfer tax re&enue is expected to Qrow more robusfly
reflecting genuinely improved real estate fundamentals and stronger

overall economic activity.
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Historical

10-11 9,958,654 -6.7%

Forecast

13-14 11,080,824 11.2%

15-16 14,961, 716 15.9% .

17-18 21,523,775 21.4%

2 pata are from the Riverside County

B. RIVERSIDE COUNTY OVERVIEW FORECAST AND REPORTJ

The long awaited economic recovery has finally begun to gain
breadth and strength in Riverside County. Without a doubt, the most
positive sign is the surge in property values in mid-2012. In
addition, a healthy improvement ih labor market as seen by employment
gains, a significant drop in the unemployment rate, and sharp
reductions in the rate of foreclosures further emphasize that the
céuntry is poised for a period of economic growth. The housing sector
is on the mend: housing affordability remains high (which boosts

demand) while inventory levels are at cycle lows, both of which have
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put significant upward pressure on home prices. While international
trade was not as robust in 2012 as in the previous two years due to
the recession in Europe and the slowdown in much of Asia, it still had
a positive impact on the region.

In the next few years, the county's economic recovery should
continue to expand, gaining strength and momentum with the growing
distance from the Great Recession. The recovery in the county will
continue to lag that of the Southern California neighboring counties
in the short-term, but it is forecasted to gather more strength and
surpass the neighboring counties over the long term. The labor market
will continue to improve showing consistent gains in employment levels
and a gradual decline in the unemployment rate. Household income will
increase slowly in the next few years and more robustly in the long-
term. As households' purchasing power increases, retail sales should
also grow. High housing affordability and low home inventory, should
support demand for housing, placing additional upward pressure on
prices. Commercial property values will also increase but lag behind
some of the initial gains that have materialized in the housing
market. Global trade volumes should improve in 2013 compared to 2012
(though continue to remain below tﬁeir 2010 and 2011 values), which
will positively affect the county's'econémy given its heavy
involvement in logistics, trade and transpo?ﬁation.

To analyze short-term economic conditions, the Institute for
Economic and Environmental Studies (IEES) at California Staté
University Fullerton has developed a leading economic indicator which

has proven to be a reliable predictor of economic activity for the
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region over the near-term. Additionally, at the County level,
-employment and housing data provide important details on the overall
regional economic conditions. The near-term and long-term economic
outlook for Riverside County is discussed below using these meaéures,

econometric models, and other data.

Bl. NEAR TERM OUTLOOK AND FORECAST

The Sopthern California region which includes Los Angeles County,
Orange County, Riverside County, San Bernardino County, Ventura
County, and imperial County represents a sizable economic geographic
region. It generates a significant amount of goods and services and
serves as an ilmportant hub for produét transportation across the
country and-internationally. Economic growth in Riverside County is
heavily dependent on the health of the region. To measure the short-
term economic outlook for the Southern California region, the IEES has
developed the Southern California Leading Economic Indicator. The
S.C. Leading Indicator uses a combination of national and regional
data to project economic activity in the region. At the national
level, macroeconomic indicato;s used in the index include the interest
rate spread, Standard & Poor’s S&P500 stock index and money supply
adjusted for inflation. Regional wvariables include nonfarm
emplqyment,:the unemployment rate, building permits and the Paéific
Region consumer confidence index. An increase (decrease) in the S.C.
Leading Indicator implies an increase (decrease) in economic activity

in the Southern California region in the next .3 to 6 months. The
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indicator has been found to accurately predict turning points in .

economic activity for Southern California (Figure 1).

Figure 1
Southern California Leading Economic Indicator and SC Employment

s SC Employment = SC Leading Indicator

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Source: California State University Fuiierton,

The current 0.82% increase in the S.C. Leading Indicator suggests
a continued improvement in economic activity'in the Southern
California region over the next 3 to 6 months. The Indicator has
increased for thirteen consecutive quarters since its last decline in
the third qﬁarter of 2009. This suggests that economic activity in
the Southerﬁ'California region will continue to expand»éf awmoderaté
pace in the first half of 2013.- While phe recévery ip Riverside
County lagged béhind SouthernACalifornia in the eafly poét—recession
stage, the County's outlook has brightened significaptly and its

economy will experience stronger growth this year and beyond.
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Unemployment

| At the core of a significantly more upbeat outlook for the
county's economy is the turn-around in the labor market. Steady
improvements in this market have driven the unemployment rate in the
Riverside-San Bernardino-Ontario Metropolitan Statistical Area (MSA)
down to 10.8% in February 2013 (latest available data). This
development takes on an added significance because it marks the first
time that the unemployment rate has dipped below 11% since December
2008. The unempioyment.rate in the MSA has been on a downward trend
since the end'of the recession and is now substantially below the
cycle high of 15.1%. On an annual basis, the region's high
unemployﬁent rate has improved steadily over time: from 14.3% in 2010

to 13.6% in 2011 down to a 12.1% in 2012 (Figure 2).

Figure 2
Civilian Unemployment Rate
Riverside-San Bernardino-Ontario
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Source: Employment Development Department

While the labor market in the Inland Empire continues to recover,
unemployment still remains well above the 6%-rate experienced during

the period from 1998-2007. Moreover, improvements in the county's
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labor market lag behind (in both time and strength) the rest of the
neighboring (primarily coastal) counties: in February 2013, the
unemployment rate was 6.5% for Orange County, 10.3% for Los Angeles
county, and 8.0% for San Diego county. Of course, stronger growth in
neighboring counties implies a faste? pace of job creation in these
communities felative to the Inland Empire region. Nonetheless, the
improved outlook in the broader Southern California region has been a
significant boon for continued growth in the county's economy and
employment levels.

Positive labor market developments have improyed_the ranking of
the Riverside-San Bernardino MSA even at the natiomal level: according
to the most recent Bureau of Labor Statistics report of January 2013,
relative to all other 372 Metropolitan Statistical Areas, the region
has now slipped out of the top 10% ranking for highest unemployment
rates. But when it comes to large MSAs with populations of 1 million
and above, the Riverside-San Bernardino MSA has the second highest
unemployment rate in the nation behind the Detroit-Warren-Livonia MSA.
Since the unemployment numbers exclude people who are underemployed
and "discouraged‘workers," when including these categories, the
county’s unemployment rate is a lot higher than the current official
estimate -- standing at around 15%.

The labor market will continue to improve over the forecast
horizon. A big plus for the county is that stronger growth in
Southern California is spiiling over to the county which is
contributing to a stronger demand for labor and pushing down the

unemployment rate. The county's unemployment rate will continue its
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downward trend and may well decline to under double digits by the end
of this year/early next year depending on the pace of the labor market
expansion and job gro%th. As the labor market heals, discouraged
workers who had left the labor force will re-enter the labor market
which may keep the unemployment rate ele&ated even as employment
levels rise. Nonetheless, the county's labor market is well on its
way to‘a steady and sustained rebound after a prolonged crisis and an

extremely sluggish early-phase recovery.

Payroll Employment

Strong gains in nonfarm payroll employment are another indication
that the Riverside-San Bernardino MSA is well on its way to recovery.
Nonfarm payroll employment increased in 2012 at a faster clip than in
2011 and 2010 as can be seen from Figure 3 which shows changes in
nonfarm payrolls using both annualized average data (year-over-year
changes) and December~to-December changes. Botlhi measures are
displayed because annual year-over-year changes based on annual
average -data tend to distort recent trends. Using the annual averaged
data, nonfarm payroll inéreased by 22,800 jobs.. However, based on
December-to-December changes, the strength of the labor market is more
apparent: total payrolls swelled by 31,200 jobs from December 2011 -
December 2012. This trend has continued into 2013, with payroll
numbers growing by an annualized pace of 26,100 in January-and 27,500
in February 2013.

The improvement in the labor market, regardless of how it is

calculated, is unmistaken: on a year-over-year basis, payroll
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employment has risen for an impréssive 20 consecutive months, starting
in July 2011. Total employmént gains over this period amount to
56,500 jobs -— roughly a third of the -175,100 jobs the region lost
during the recession. Private payrolls_show an even more dramatic
improvement, having added a .total of 62,900 since January 2010 (a 7.2%
gain). Though still a ways off from its pre-recession level, the
increase in employment rolls is certainly weicome as it will boost

income and lead to increased consumer spending in the region.

Figure 3
Nonfarm Payroll Employment
Year-to-Year and Dec-to-Dec
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All major sectors with exception of Government added jobs in
2012. Leisure & Hospitality led the pack with a combined total of
8,800 jobs, followed by trade (both retail and wholesale) with 8,500
and Education & Health Services with an additional 7,400 jobs.
Transpoftation, Warehousing, and Utilities added a healthy 3,800 new
jobs. Even Construction (which suffered tremendous losses during the

crisis) added an additional 500 jobs in 2012, following an initial
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1,000 jobs added in 2011, as the long-awdited revival in the Inland
Empire real estate market continues.to take hold. .Construction
employment for the two-county regions is still a shadow of its former
self: from September 2006 until January 2011, this sector shed a total
of -74,600 jobs shrinking from a high of 130,200 to a mere 55,000.
" Since then, employment in this sector had increésed by a total of
2,800 jobs (as of February 2013). More encouragingly, employment in
the Manufactﬁring sectof has risen by a total of 1,500 jobs since the
end of the recession. The only weak spot over the past year was the
Federal Goverhment sector: its employment levels declined by a total
of -300 jobs due to layoffs. State and Local Government added only
106 jobs in 2012.

The pick-up in construction, manufacturing and real estate-
related work is important for the county because much of the fegional
economic growth prior to the crisis was related to thése sectors. The

Inland Empire added a total of 282,500 jobs from 2000-2007 (mostly in

construction, real estate, and manufacturing)-- nearly 42% of
California's 685,300 jobs —— but most of these jobs disappeared during

recession. With the population in the county projected to increase
more rapidly than the rest of Southern California, job-creation needs
to pick up significantly over the next 10 years in order to
accommodate an increasing labor force. Some‘sectqrs (construction,
manufacturing) will continue té suffer: eVen with recent gains in
c¢onstruction employment, the number of jobs in this sector remain well
below the pre-recession levels. Nonetheless, we project .gains in

construction employment to be quite noteworthy over the next couple of
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years spurred primarily by low home inventory and increased demand for
warehoﬁsing in the region.

The global economic recovery softened in 2012, which brought
forth a deceleration in U.S. merchandise exports to the world. U.S.
exports rose only by 4.5% in 2012 ~-— far short of the stellar double-—
digit pace in 2010 and 2011. Exports from California to the world
increased only by 1;6%. International trade is important to the
county because of its geographic location: Riverside county serves as
the main distribution center for rouéhly 75-80% of goods for the
region’s main- two ports (the Los Angeles Port and Long Beach Port).
Higher fuel prices and a drop in demand from some Asian countries for
California exports dampened somewhat the county's employment gains in
merchandise transports and logistics in 2012. International trade
should continue to support the local economy in 2013 at around the
same moderate pace as in 2012 given the current ongoing recession in
the Eurozone and slower growth in emerging economies.

Our outlook for the county's labor market is for continued steady
improvement over the forecast horizon. The strength and pace of job
gains is expected to accelerate by the end of this year and into 2014
and 2015. A nuﬁber of sectors should continue to expand eﬁployment
over the next few years, with‘ﬁhe majority of jobs likely. to be
created in Professional and Business Services, Health and Education,
and Trade, Transportation and Utilities. We expect a continued

‘modérate pick-up in manufacturing jobs in the county given the recent
positive developments in this sector. Construction employment should

also expand as the turn-around in housing after a deep 6-year long
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recession ultimately gives way to a pick-up in residential

construction.

The Housing Sector

Perhaps the best news for the.county's economic outlook 1is the
nascent rebéund of the housing sector.. Improvements are broad-based,
but the first indication is the dramatic increase in home prices.
According to the data from the California Association.of Realtors -
(CAR), median home prices of existing single-family homes have
increased for®12 successive months on a year-over-year basis,
exceeding double digits since July 2012. As such, median home prices
of existing single~family homes are now considerably higher than the
roughly $200,000-level experienced in 2010 and 2011 after the housing
plunge and during a prolonged period of stagnation.  The County stands
to benefit from home price appreciation due to imminent‘increases‘in
property taxes on a large number of parcels resulting from a reversal
of Proposition 8 temporary reductions.

The increase in house prices 1s impressive because it is self-
sustained: prices also rose in 2010 as a result of the government tax
credit, but took another seﬁback when this credit expired. The CAR
median home price was $245,830 in February 2013 -- a staggeriﬁg 43.4%
higher than the cycle low of $171,480 recorded in April 2009. CAR
median home prices in the first two months of 2013 are about 23%.
higher than the $200,000 level that prevailed for most of 2010 and

2011. While the housing market is clearly on the mend, it should be
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noted that the most recent median priée of $245,830 1is still well
below the record high of $431,713 in June 2006 (Figure 4).

Prices of new attached homes and detached homes have also moved
up in 2012. For new attached homes, the price exceeded $210,000 in
each quarter of 2012, finishing 2012 strongly at $229,720, up 3.8%
compared to the previous year. New detached homes ended the fourth
quarter of 2012 at $306,750 which is 4.8% higher compared to the
previous year.

Despite the recent surge in housing prices, housing affordability
in Riverside county remains near record levels: 62% in the fourth

Figure 4 :

Median Price of Existing Detached Homes
Riverside County

$500,000

$450,000

$400,000

$350,000

$300,000

$250,000

$200,000

$150,000
$100,000

$50,000

1]

$0 E -
19901991 19921993 1994 1995 1996 1997 1998 1999 20002001 20022003 2004 2005 2006 20072008200920102011 20122013

Source: California Association of Realtors

quarter of 2012 which means that 62% of residents are able to afford
the median priced home. In contrast, when housing prices were at
their peak, income was grossly misaligned with only 32% of the

borrowers able to afford the median home price. Improved housing
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affordability bodes well for the housing market and the region's
growth prospects in the long-term.

The housing sector remains a crucial part of the county’s
economy. The three-year home price collapse which began in June 2007
led to the most devastaﬁing loss in real estate value in £he history
of the county. The decline in median house prices continued for 22
consecutive months. On a year-over-year basis, the free-fall lasted a
total of 31 months. Housing priées had declined by 60% from June 2006
to April 2009. The sharp fall in housing prices had devastating
consequences for the county: it shattered homeowner equity, devastatéd
property tax revenues and decimated employment in éonstruction and the
;eal estate industry. As such, the recent housing rebound is
particularly important for the county's economic prospects both in the
short—term‘and long—term.

Foreclosure filings during the fourth quarter of 2012 were 2,652,
which represents a decrease of —27.5% compared to the fourth quarter
of 2012 and a -77.0% from a record-high of 11,523 in the fourth
quarter of 2008 (Figure 5). Mortgage default notices, auction sale
nofices and bank repossessions totaled 31,114 in12012, a sharp decline
(—24%) comparéd to the previpus year, according to RealtyTrac. -
Noﬁetheless, the county still ranks second in the state in terms of
foreclosures. The data show that 1 in 26 households are in some phase
of foreclosure. The foreclosure situation improved further in
February 2013 with a total of 1,660 mortgage default notices, auction
sale notices and bank repossessioﬁs. The large drop in foreclosures

is largely attributed to the recent notable improvements in home
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values, new foreclosure legislation (which has slowed down the
foreclosure process), and a growing trend which shows lenders

increasingly opting for short-sales rather than foreclosures.

Figure 5
Quarterly Foreclosures Riverside County
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Source: Real Estate Research Council

Foreclosures in the county are expected to decline over the
forecast horizon and continue to be spread out over a number of years.
Much of this decline is due to the new legislation (dubbed "the
Homeowners Bill of Rights")_which took effect in California at the
sfart ofrthe currenthfear. The ﬁew law imposes fines of up to $7,500
per loan for filing mﬁltiple unverified foreélosure documents,
includes a prohibition on so-called dual tracking, and fequires a
single point of contact for borrowers facing foreclosure. 2As a
result, the early-year foreclosures filings for the county were at the
lowest levels  since the start of the housing crisis. And though in Q4

2012, the Riverside-San Bernardino-Ontario MSA still had 35.7% of
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homeowners pnderwater, the continued gain in home values as the
housing market recovery strengthens is expected to materially improve
these figures over the next few years. Tougher foreclosure rules, a
preference for short-sales on the part of the lenders, higher
employment levels, continued declines in unehployment rates, and a
moderate pick-up in income should lead to a further reduction in
foreclosure rates for the county.

Home sales oh the other hand have been rather soft in 2012,
growing by oniy 0.7% (on an annual basis) compared to 2011 based on
data from CAR" (see Figure 6). However, since mid-2012 single family
sales have been on a clear downtrend (on a year-over-year) basis,
declining for ;even‘straight months. In February 2013, sales dropped
by —12%lcompared to a year ago. Yet, home sales are down not because
of weak demand but‘because of extremely low supply: low existing home
inventory and a slowdown in the foreclosure process, have
significantly reduced the supply of homes in the county. This also
partially explains fhe recent surge in home prices. More
encourégingly, the share of equity and distressed sales for the Inland
Empire has changed dramatically in recent months. As of February
2013, equity sales account for over 60% of all single-family homes
sales with the remaining 40% being distressed sales. This represents
significant progress given that distressed sales accounted for the

majority of sales in 2012.
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Figure 6
Single Family Sales (monthly units)
Riverside County
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An inventory shortfall, pent-up demand, and an overall revival of
the housing sector, have led to a sizable increase in building permits
for Riverside County. Annual new housing permits (single and multi-
family) increased by 29.5% to 4,857 in 2012 compared to 2011 (see
Figure 7). This is a welcome turn-around for the county, though it is
important to note that activity is picking up from extremely depressed
level;. Residential building pefmits are expected to continue to
increase over the forecast horizon, gathering more speed in 2014, 2015

and 2016 as the recovery in the county gains more traction.
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Figure 7
Residential Building Permits Riverside County (1,000s)
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Inflation

Inflation has remained relativelyrcontained over the past few
yéars given the large margin of slack in the economy. Riverside
County headline inflation (which includes food and energy prices) as
measured by the consumer price index for the Los Angeles—Riverside-
Orange Counties, increased by 2.0% in 2012 (Figure 8). This is the -
third year in which prices have increased and follows the 2.7% growth
in 2011 and the more moderate 1.2% increase in 2010. Inflatién
remains in check, below the 3.3% to 4.5% range that prevailed from
2004 through 2008. Of some concern is the recent sustained increase
iﬁ rental prices in the region which are part of the overall consumer
price basket.

The strengthening of momentum in the region's economic recovery

and higher rental and house prices are expected to push up inflation
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in the next few years. This upward pressure on prices will be
partially offset by relatively weak wage and income growth. While we
project a steady increase in inflation over the forecast horizon, we

expect inflation expectations to remain well-anchored in the long-run.

Figure 8
Los Angeles-Riverside-Orange County
Consumer Price Index
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Summary

After a deep plunge which devastated the county's economy and a
prolonged stagnant recovery, Riverside County is finally on a strong,
sustained path té a much-awaited economic rebound. The momentum has
gathered some speed since mid-2012 with steady employment gains and
renewed optimism for housing, construction, manufacturing and
logistics which constitute the county's strengths. The unemployment
rate has declined significantly since the recession-highs and should
continue to decrease in the next few years. Employment levels have
increased for two spccessive years with this trend continuing into the

start of 2013. Prices of residential property have rebounded solidly
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from their overly-depressed levels and parts of the commercial real
estate sector are also showing meaningful signs of improvement. On
the downside, finances at the state and local level, though improved
compared to the previous years, are still stréined. This will likely
hamper but not derail the county's recovery. Additionally, any pick-
up in international trade will be beneficial to the large logistics

sector in the county.

B2. LONG TERM OUTLOOK AND FORECAST

The recent homentum in the economic recovery in the county has
significantly improved the near—term outlook, which bodes well for the
couﬁty in the long-term. The county's long-term proébects remain
bfight, boosted primarily by its favofable location (near two major -
ports), advanced infrastructure, projectéd increases in population,
and abundant relatively inexpensive land. While it's true that the
climb from the deep recession plunge will be quite uphill, recent
trends indicate that the county is on its way to recovery and its long
term prospects are particularly favorable.

Riverside County is beginning to overcome some of the tough near-
term challenges especially as property values increase and labor
markets heal. With higher property values, the County Assessor’s
Office can begin to reverse thé Proposition 8 reduction in assessment
of residentialband commerciai property values. This will increase the
county's assessment rolls and its property tax revenues, which were

hard hit during the crisis.
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As it heals, the county will not return to its over—eitended and
(érguably) unsustained levels of investment and constructicn that
prevailed during 2004-2007, driven primarily by the housing bubble.
Instead, the climb back should be more organically driven this time
around, with home prices better aligned with the county's median
income, education and demographic trends. At the height of the.
economic expansion, new residential and commercial construction
increased substantially, generating sizable (and ultimately
unsusfainable) employment gains in construction and the real estate
sector. Many of these jobs were relatively high paying, stimulating
demand for both residential and commercial property as well as
booéting consumer spending. In contrast, while the county's payroll
employment has increased over the past two years, many of the newly
créated jobs are lew paying. In addition, many construction jobs (and
some manufacturing jobs) may not return. Nonetheless, the newly
emerging economy will likely be less prone to boom-bust cycles than
thé one that prevailed during the boom years from 2000—20Q7.

The long term prospects for Riverside County are very
encoﬁraging. The availability of relatively affordable land should
stimulaté residential construction and in particular commercial
construction. Other major advantages for the County are its location
near the major ports, large storage facilities, affordable housing and -
relatively low rental rates. As Southern California emerges from the
recession, the county is in a great position to take advantage of the
increased demand for labor as many local workers are well trained in

specialized areas such as logistics, construction and manufacturing.
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Affordable housing remains é madjor attraction for households
wishing to reside in- Southern California and particularly for the
‘projected 78 million."baby boomers" who will retire over the next two
decades. The built-out coastal communities offer little affordable
housing and will not be able to accommodate the influx of households
into thé region. As some of these households move into the Inland
Empire, this will boost the long-term demand for housing and demand
for goods and services.

The county’s central location, proximity to the ports of Long
Beach and Los Angeles, and relatively affordable and large storage
facilities, mean that the county will remain an ideal region for
transportation and distribution of goods. The logistics sector will
provide employment, some high paying jobs, and a source of tax revenue
for the county, especially in the presence of an increasingly
competitive global market and expanding trade volumes. As the
Southern California region grows, Riverside County will be able to
attract new business because of the relatively low cost of office,
industrial, retail real estate and its logistics. The county will
also benefit from having a stock of affordable housing to accommodate

a growing and skilled labor force.
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B3. PROJECTIONS OF RIVERSIDE COUNTY MAIN ECONOMIC VARIABLES

Table 7 (continued on next page)

Riverside County Forecasts'

Historical

$206,179
$200,550 7
$222,240
Forecast
2013 % 10.2% $234,685

5266,680

3288

$310,478

1. Source:
2. Source:

Employment Development Department
California Association of Realtors.
2011 revisions from the increased sample of transactions.
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Table 7 (continued)

ange " Count

Historical

2011 ' 2.6% 2.7% 3.8

2018 2.6% 2.9% 7.9

1. All items with base period 1982-84=100,
Source: California Department of Finance

2. All items with base period 1982-84=100.
Source: Bureau of Labor Statistics

3. Source: Construction Industry Research Board
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C. U.S. MACROECONOMIC OVERVIEW FORECAST AND REPORT

"We have deep depth; —— Yogi Berra famously remarked decades ago .
when asked about the expected future performance of the New York
Yankees. Much like the Yankees of Yogi Berra's years, thg U.S.
economy has been remarkably resilient over the past year in spite of
enormous challenges, policy setbacks, and a number of ominous external
shocks. In fact, U.S. real GDP grew by 2.2% in 2012, not too shabby
when compared to the more paltry 1.8% growth recofded in 2011. The
2.2% growth managed to survive a barrage of rather daunting headwinds:
a flare-up in the Eurozone crisis in Spring and early Summer, a long
and grueling U.S. political campaign, a near-headlong plunge over the
"fiscal cliff" towards the end of the year, and fever-pitch concerns
over the slowdown of the global economy and a potential hard-landing
in China. 1In line with our expéctations the more gloomy scenarios
were averted, but the close—-calls were too many and, at times, the
brush with disasters too high for comfort. Policy uncertainty at home
and abroad delivered sizable blows to household and business
confidence, denting growth and restraining the pace of the still-
fragile recovery. That's why the 2.2% growth is cause for celebration:
however meager it may be compared to the pace of a normal recovery, it
is still a testament of the resilience and breadth of the recovery.

Our outlook for the U.S. economy is moderately upbeat and perhaps
the mést optimistic we have offered since the end of the Great
Recession. We expect the recovery to continue to gain strength and
expand during the current year and beyond: a bit .more tentatively in

2013 but rather buoyantly in 2014 and 2015. The private sector is
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expected to plow ahead with its "deep depth," offsetting losses from
the public sector which will remain a drag on growth in the
foreseeable future. Labor markets will continue to improve {(though
the unemployment rate will edge down slowlyi, retails sales
(particularly autos) are expected to hit pre-recession highs, business
investments will .add to growth (though at a more moderate pace than in
2012), corporate profits will remain firm, exports will support
growth, monetary policy will remain accommodative, stock markets have
soared to all-time highs, and restored household wealth should support
consumer spending. Importantly, risks of a significant global
slowdown have receded and, in general, downside risks to the economic
outlook are less ominous now than at any point during the recovery.
But the brightest spot in an overall sunnier outlook is the housing
market: it has staged a remarkable recovery since mid-2012 and is
expected to contribute meaningfully to economic growth over the next
four years. Though a full-recovery in housing wili be a nulti-year
affair, the important thing to note is that, unlike previous false
starts which were short-lived and largely supported by government

- policies, the current rebound is orgahic, self-sustained, and will. -
continue to expand over the next few years.

In normal ﬁimes, this long list of supportive factors would be
enough for a real celebration with a heading "Welcome to the
Recovery." But this time is hardly normal, this time it ;s indeed
different. Though the economy is now on a much stronger footing than
at any time since the end of the Great Recession, it continues to

remain vulnerable to a number of risks and long-term structural
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issues. Above all, this time 1s different becauée_groﬁth.needs to
happen at a period of unprecedented public debt overhang in ﬁost
advanced economies. This is worrisome on two counts: fiscal
consolidation needs to happen at a. rather inopéortune time coming in
the heels of the deepest post-war financial crisis, and it will likely
occur in virtually all advanced economies at the same time with no
single country healthy enough to carry out the heavy-lifting and
propel the global economy whilg others deleverage.

On the near—term risks, fiscal consolidation in the U.S. as well
as the Eurozone crisis continue to remain the two top concerns
threatening immediate growth prospects. ©On the fiscal front, U.S.
policymakers failed yet again to reach an agreement that would place
U.S. finances on a path to long-term fiscal sustainability which
requires radical tax and entitlement reforms. The only good news on
the fiscal front is that calamitous results were averted at least for
the time being: the economy did not dive off‘the cliff (though the
end-year deal was the most marginél one could imagine), the‘debt—
ceiling has been "suspended" for a few months (most likely until mid-
summer), the government shutdown was averted (until end-September), .-
while sequestration took effect on March 1st. All in all,
policymakers seem to have settled on a path of the least resistance:
suspend, delay, and postpone are better than default, shutdown and
other catastrophes, but are a far outcry from what it is really needed
to put the U.S. on a sustainable path to fiscal solvency. More
worryingly, additional rounds of talks are needed over the next few

months, which will likely add to the general ﬁncertainty_if
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negotiations.proceed in a similar fashion as in the last few years
(there is no real reason to suspect otherwise).

The Eurozone crisis still presents the largest downside risk to
the forecast and a‘flaré—up in the region can easily derail'tﬁe global
economic recovery. The area stabilized notably after the European
Central Bank (ECB) chief promised in late summer to do "whatever it
takes to save the euro ... and believe me, it will be enough." In
September, the ECB unveiled its most ambitious plan yet committing to
purchase unlimited amounts of sovereign debt with maturities of up to
three years from troubled sovereigns, provided these countries submit
to strict policy conditions. Though none of the troubled countries
- has requested a formal bailout, the promise of virtually unlimited
support has had a profoundly stabilizing effect in the region, with
peripheral bond yields dropping significantly from crisis levels.
Nonetheless, the fundamental issues that plague the Eurozone region
continue to remain unaddressed and any édverse development seems to
reignite a full-blown crisis. italy's iﬁconclusive election sent
jitters across world markets, while the Mediterrahean—style drama that
recently played out in Cyprus was a painful reminder of the frailty of
the precarious l7—countr§ union. More importantly, the region
continues to sink deeper into recession,territo?y which/will likely
stretch over this entire year) only to be followed by extremely
stagnant growth in 2014 and beyond.

Longer—-term, the econoﬁy faces a number of enormous challenges,
but also a few important growth opportunities. In the medium-term,

perhaps the biggest risk comes from the timing and pace at which the
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Federal Reserve removes the unprecedented amount of liquidity and
begins to raise rates. .This will have significant implications. for
the financial markets and the economy as a whole. Longer-term, an
ageing population and low population growth are expected to further
reduce labor participation rates, which have dgclined steadily over
the past decade and more precipitously since the start of the Great
Recession. Just as concerning, productivity grqwth seems to have
stalled beginning in mid-2000. Both these factors (labor force and
productivity) will weigh heavily on the economy's potential growth
ratés in the long-term. Add to this the daunting fiscal challenges of
an already overburdened public sector, and it should not come as a
surprise that long-run growth may come in below—historical records.

These challenges notwithstanding, there is good cause for
optimism even in the medium-to-long rﬁn. Perhaps one of the best
pieces of news is that few are waiting for the federal government to
fix the economy. At the state, regional, and local level economies
are being reformed, transformed and reinvigorated forcefully. The
shale oil and gas extraction from newly minted technologies (such as
hydraulic fracturing, or fracking) is expected to add around 0.5-0:6%
to real GDP growth over the next few years. By some accounts, ;he\
U.S. is expected to overtake Saudi Arabia (world's largest oil
producer) and Russia (world's largest gas producer) as .the largest
producer of oil and gas by 2020.

Below we providé an analysis of the U.S. economy and discuss our
outlook and forecasts as they relate to some of the main components of

the economy: (A) real economic activity, (B) inflation, (C) financial
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and government sectors, and (D) global environment. Section (E)

‘details our projections of key national economic.variables.

Cl. Real Economic Activity

Real economic activity grew by 2.2% in 2012, a nétch above the
1.8% rate.recorded in 2011 and slightly below the 2.4% pace of 2010.
The fourth quarter pf 2012 proved particularly disappointing: revised
upwards from an initial -0.1% decline, the latest number shows a
positive yet feeble 0.4% gain. Nonetheless, the headline figure
overstates ‘the weakness of the economy: the soft number was largely
‘due to a one—off -22% decline in defense spending ahead of
sequestration .(a $i.l trillion 10-year reduction in government
spending). and-inventory accumulation, which combined subtracted a
total of 2.8 percentage points from Q4 RGDP. In fact, beneath the
surface, the fourth quarter growth numbers were rather encouraging:
personal expenditures rose by an annualized rate of 1.8%, non-
residential investments by a significant 13.2%, and residential
_ construction by an édditional 17.6%.

All told, the U.S. economy has recovered fully from the trough of
the recession: after fourteen quarters of positive growth, real GDP 1is
now 7.6% higher when compared to the trough of the recession (in Q2
2009) . Nonetheless, when compared to the pre-recession peak (Q4
2007), real GDP is currently only 2.6%‘higher -- a paltry gain for

- such a long period (5-years) (Figure 1.
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Figure 1
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Part ofbthis has to do with the fact.that fhe cﬁmulative fall
from the recession was much deeper this time around when compared to
the previous post-war recessions: —-4.2% in the current cYcle compared
to an average of -2% decline in previous recessions. Moreover, the
recovery that ensued has been exceptionally sluggish following the
pattern of the previous two recoveries (in 1990s and 2001), which were
similarly anemic. Prior to the 19903,-RGDP grew on avéraée by a
cumulative of nearly Zd% over the three and a half year period
following the end of a recéssion.—Thé pace downshifted significantly
(to around 10%) during the past two recoveries (19905 and 2001), with

the current one, at a 7.6% cumulative gain, tracking even lower than

the lackluster growth of the previous two (Figure 2).
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Figure2
Real GDP gains in the first Ten Quarters of the Recovery
(% change, total)

25.0%
20.5%
20.0% ; 19.7% 19.7% .
15.8%
15.0%
' 12.0%
10.5%
10.0%
. 7.6%
5.0%
0.0% -
1960 - 1969 1973 1981 1990 2001 Now

Source: Bureau of Economic Analysis and IEES

This should not come as a surprise particularly when accounting
for the forces that brought forth the current recession: a housing
collapse, a global financial crisis and a deep balance sheet-recession
—— all of which take a lot longer to repair than a garden-variety
business cycle recession. Moreover, growth is hard to come by in
times of fiscal restraint: the fiscal end-year deal will likely reduce
RGDP growth in 2613 by a total of 0.7 percentage points, with 0.5%
coming from the expifatioﬁ of the payroll tax and 0.2% from the
increase ip marginal tax rates for upper-~income individuals. A full
implementation of the sequestration (which is currently in effect)
will likely chip away an additional 0.4-0.5% from 2013 growth, while
reinvestments and rebuilding efforts related to hurricane Sandy are
expected to add around 0.1-0.2% to RGDP growth. On balance, the
current fiscal drag is expected to reduce RGDP growth in 2013 by

around 1 percentage point.
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Despite these fiscal headwinds, we expect U.S. real GDP to
>continue to expand during this year, boosted primarily by steady
consumption, robust motor vehicle sales, continued business
investments and ramped-up construction spending (particularly in the
residential sector). Growth is likely to be more restrained in the
first half of the year (mostly because of reduced spending due to tax
increases and higher gasoline prices) and pick up more robustly in the
second half of the year and beyond (bolstered primarily by the housing
sector). U.S. real GDP is expected to grow by 1.9% in 2013 —-
weighted dowrn mainly by the fiscal drag -- and by a more robust 2.7%
in 2014. Based on a number of macroeconomic trends discussed below, we
expect the recovery to gain breadth and pace over the forecast
horizon, but continue to remain vulnerable to external shocks
(Eurozone crisis, oil). In the long-run, our overall assessment of the
U.S. economy is positive, with an annualized long-run real GbP growth

of around 2.2%-2.5%.

Consumption Spending

Personal consumption expenditures make up the bulk of real.
economic activity, accounting for about 70% of real GDP. As such,
continued real GDP growth is highly dependent on consumer behavior
given the sizable share of economic activity’that this sector
commands. Despite high unemployment rates, sluggish income growth, a
gruesome multi-year deleveraging process, the lingering effect of home
wealth depreciation, and tight access to credit, consumers have held

steady during the three-year recovery, with real personal expenditures
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growing by 1.8% in 2010, 2.5% in 2011 and 1.9% in 2012. Though still
below the long-term average (of around 3.2%), the resilience of
consumption spending during this recovery period is quite noteworthy

(Figure 3).

Figure 3
Consumption Spending
(% change from previous year)
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The start of this year did see a drop in consumer confidence:
apparently the expiration of the payroll tax cut did come as a
surprise to many consumers whose take-home pay tqok a hit as of
January 1, 2013. For the median household.income ($50,000 per year)
the higher payroll rate impliés a take-home pay of around $1,000 less
wﬁen compared to the previbus yéar. In addition, the wrangling ovér »
fiscal negotiations, rising gasoline prices, delayed tax refundé énd'a
blizzard in the Northeast, seemed to haQe takén a toll on cbnsumer -
mood earlier in tﬁe year.

Despite these early—fear setbacks; we expect consumer spending to

hold tight over the current year and expand more confidently in 2014.
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Retail sales rose by an average annual rate of -4.7% in 2012 —- below
the 6.5% rate posted in 2011, but positive nonetheless. Notably,
spending on durable goods has expanded at a soiid pace of over 6%
since the beginning of the recovery (over 7% in 2011 and 2012). This
trend is expected to continue with light vehicle sales remaining a
bright spot over the next few quarters. As of the latest reading,
vehicle sales stand at 15.3 million unit (annual rate), just a notch
below the pre-recession levels. The motor-vehicle fleet in the U.S.
is now over 10 years old (one of the oldest in history), while
hurricane Sandy destroyed around 250,000 autos in early November in
the Northeast. These two factors are likely to keep motor vehicle
sales elevated over the current year which should boost growth.
Overall, we expect consumption spending to continue to grow over
the forecast period, albeit at a slower clip in the first half of the
year. On the plﬁs side, gains in the labor market, high demand for
durables (particularly motor vehicles), and improved balance sheets,
are expected to support consumer spending going forward. However, the
payroll tax increase and higher gasoline prices coupled with sluggish
income growth will continue to weigh on consumers. Though some
downside risks remain, consumption should grow by around 1.9% this

year and by an additional 2.4% in 2014.

Household Earnings and Balance Sheets .
With relatively weak job growth and plenty of slack in the labor
market, income growth has been particularly lackluster during this

recovery cycle. Wage and salary growth has proven extremely sluggish,
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rising by 1.6% in 2010, 1.7% in 2011 and 1.8% in 2012 —- well below
the 2002-2008 average of 2.5%. Similarly, Real Disposable Income rose
by a meager-1.3% in 2011 and an additional anemic 1.5% in 2012. The
second half of 2012, however, recorded a noticeable 3.9% increase,
though this was simply due to an outsized bump in dividends and
employee bonus compensation as firms shifted the timing of
disbursements in anticipation of higher marginal tax rates at the
start of 2013. Stripping away‘this effect, real disposable is
estimated to have increased by a more modest 1.4% over the second half
of last year.~

Consumer balanée sheets are now healthier than at any point
during the recovery. U.S. household debt service as percent of
disposable income has fallen to 10.4% from a high of over 14% before
the crisis, while financial obligations as percent of disposable
income has dropped to 15.5% -— the lowest level in over 30 years.
These improvements are largely due to historically low interest rates:
actual debt levels, though off from their boom-peaks, still remain
very high compared to the historical standardsl Mortgage debt has
edged down from a high of $13 trillion to around $12.2 trillion, but
this is still high compared to the historical norm. In fact, low
interest rates have helped expand consumer credit which has grown by a
total of $380 billion since Q4 2010. Much of this increase is due to
non-revolving credit (auto and student loans) which account for around
two-thirds of total consumer credit outstanding. More encouragingly,
consumer delinquencies have edged down: delinquencies on credit card

debt are now at the lowest level since the early 1990s, while mortgage
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delinquencies are at the lowest level since the start of the
recession.

Perhaps the best news out there for consumers is the increase in
total net worth: as‘of Q4 2012, U.S. households have recouped nearly
all of the wealth lost during the recession with net worth levels now
near pre-recession peaks. This astounding turnaround aﬁounts to an

increase in household net worth of roughly $15 trillion over a span of

three yearé (Figure 4). Much of the climb was due to the remarkable
rebound in financial wealth -— which rose by over $12 trillion since
the trough of the recession -- with an additional $2 trillion coming

from improving home equity values. On average, a sustained $1 dollar
increase in net wealth, tends to boost consumption spending by around
5 cents. The effect is larger when the boost in wealth comes from
increases in home equity (about 7 cents), and lower when it occurs
through stock prices (around 3 cents). In normal times, this sizable
wealth increase would have translated into noticeably larger
consumption spending. However, this time is different: as consumer
balance sheets recover from a deep shock, it is natural to assume that
the wealth effect on consumption is likely to be less than the
historical norm. Nonetheless, higher wealth levels will surely go a
long way to restore consumer confidence and should also be able to
blunt to a certain extent the impact of the fiscal drag on U.S.

economic growth.
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Figure 4
Househo!d Net Wealth
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Business Investments

Business Fixed Investments (wﬁich compfises Nonresidential and
Residential investments) rose by a solid 9.8% in 2012,7after
increasing by 5.2% in 2011 and 13.7% in 2010. Business investments in
Equipment and Softwa;e (E & S) have been the driving force behind
growth in this component since the start of the recovery, rising by a
total of 33.7% since the end of the recession and adding 0.6% to real
GDP growth in 2010, 0.7% in 2011 and an additional-0.5% in 2012
(Figure 5). 1In fact, business investments in equipment and software
have rebounded quite robustly in this recovery cycle, growing at
roughly the same rates as during the boom years of mid-2000 as firms
took advantage of lower interest rates to replace outdated capital and
resume capital spending that was deferred during the recession.

The latest data shows a further acceleration in eéuipment and

software expenditure in Q4 2012 with a sizable 14% increase -— the
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largest quarterly gain in over one year. This bounce likely
overstates the actual strength of this investment component: much of
the year—end increase was due to the anticipated expiry of the bonus
depreciatibn tax treatment (later extended through 2013) which shifted
spending from the future into the last quarter of 2012. As such, we
expect investment spending in E &S to slow to around 2% in Q1 2013,
before re-accelerating again in-the second half of the year to around
7%-8%. Overall, we expect investments in E & S-to grow by roughly
4.7% in the cufrent year, below the 6.9% pace recorded in 2012.

Figure 5
Real GDP, Investment in E&S and Residential Investments
(percent, year-on-year change)
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Oﬁe of the brightest developments which is expected to contribute
substantially to future growth is the pick—ué in reél residential
investments (Figure 5). After plunging by a cumulative -59% from its
peak in 2005 and declining for six straight years, construction
spending on residential investment has finally turned a corner posting

seven consecutive quarters of healthy growth. All told, this sector
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has risen by a total of 19.8% since its cycle-lows in early 2011. What
bears noting i1s that this component is rising from overly depressed
levels: residential construction had shrunk to a mere 2.4% of real GDP
after the financial crisis -- a far outcry for an average historical
level of around 5%. Though the recent pick-up in activity has nudged
up this ratio to around 2.7%, there is still plenty of room for growth
which bodes well for the economy. 1In addition to new home
construction, oﬁtlays on home improvementé, remodeling and
expenditures on durable goods will also continue to rise further,
providing an additional boost to real economic activity. 'We expect
real residential investments to expand at a brisk pace over the nexf
few years, rising by 15.3% in 2013, and 21.4% in 2014. >This should
add around 0.5% to U.S? real GDP growth in 2013 and an additional 0.6%
in 2014. |

Private non-résidential construction grew rapidly in 2012, rising
by 10.8% boosted priﬁarily by investments in.oil & gas drilling
activity and continued spending'on electric power plants.
Nonetheless, we expect this investment component to grow at a much
more modest pace in 2013 as a dramatic fall in gas prices reduceé the
pace of investments in new wells. 1In addition, spending on electric
power plants remains unusually.high by historical standards, which‘
should lead to a potential correction over the course of this year..
Overall, high wvacancy rates in.commercial real estate, tight credit
conditions, and continued fiscal uncertainty are expected to restrain
the pace of business investments in structures for the balance of this

year. The outlook is brighter in 2014 and beyond, when investments in
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structures are expected to rise by 7.9% in 2014 and by 9.5% in 2015 in

response to improved economic conditions.

Production

Production activity rose by an average annualized pace of 3.7% in
2012, below the 4.1% rate recorded in 2011. From the trough of June
2009, production has risen by nearly 20% with capacity utilization
improving from a low of 67.3% to a current 79.6% rate —— below the
full-utilization level of 83%, but still a remarkable improvement.

The final score on 2012 proved to be better than what was
originally feared: in mid-year, practically all indic;tors —-— orders,
shipments, sentiment —-- pointed to an impending deterioration in the
production outlook. After this general softening, conditions seem to
have improved noticeably by end-2012 and early in 2013. Capital goods
orders (excluding aircraft) are now growing again and the ISM
Manufacturing Index has edged up to its highest level since June 2011.

Although the worse case scenarios seem to have been averted, |

manufacturing output is expected to increase this year at a slower

pace than in 2012. We forecast a rate of 3.0% in 2013 and a more
upbeat 3.3% in 2014 -- below the 3.7% rate of 2012. Much of this

cycle slowdown is due to the impact of fiscal tightening and the
still-fragile business confidence. Though companies are generally
awash with cash, they seem unwilling to expand operations at‘a rapid
pace given the prevailing uncertainties related to the fiscal policy

in the U.S. and global economic outlook. .
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U.S. Energy 0il and Gas: On the Cusp of a Revolution

A technological revolution in oil and gas drilling is rapidly
transforming the outlook for America's energy and its economy.
Unéonventional 0il and natﬁral gas extracted through new techniques
(horizontal drilliné and hydraulic fracturing (or fracking)) may have
well reversed the U.S.'s fortunes on energy production with
significant implication for U.S; economic growth, energy independence,
and geopoliticaiffole. Prior to this revolution, U.S. o0il production
was on a clear seculaf downtrend: from 1970-2008 U.S. éil production
dropped from 9.6 million barrels per day (mbd) to 5 mbd. Natural gas
extraction remained flat (at around 47 billion cubic feet chf) per
day) from 2000-2006.

In é short span of five yéars, the energy transformation has been
dramatic. U.S. natural gas production has risen from a total of 52
Bcf per day to 65 Bef per day in 2612, largely due to é rapid
expansion in shale gas production. The supply of naturai gas has fast
outpaced demand, causing a collapse of gas prices in the U.S5. from
around $13 per million BTU (Bfitish The?mal Units) in ZOOé to éround
$2 per mBTﬁ in early 2012. Though plummeting gas prices have
triggered a pull-back in production, cheap gas has vastly improved the
competitiveness of U.S. firms: in 2011, American factories paid a‘ |
third of the German gas price andba quarter of the South Korean gas
price.

U.S. crude oil production has also>increased significantly: the

U.S. is now the world leader in capacity growth for crude oil, adding
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nearly 1.2 million barrels per day to its capacity. Unconventional

0il extraction has risen from around 100,000 barrels per day in 2003
to around 1.2 miliion barrels per day in 2012 -- a more than tenfold
increase.

The future appears to be even brighter: energy experts expect oil
and gas production to expand substantially over the next 25 years,
radically transforming thé landscape and outlook for U.S. energy
production and economic growth. Natural production is expected to
rise to 80 Bcf per day by the end of this decade with almost three
vquarters of this production coming from shale gas. Crude oil
production is expected to reach around 8.5 million barrels per day by
2020 (from a current 7 million barrels per day), of which roughly two
thirds are expeéted to come from tight oil and.deep—watér drilling.

The economic impact of such an energy boom are far-reaching. 1In
2012, unconventional oil and gas activity is estimated to have added a
total of $238'billion to U.S. GDP, supporting an estimated 1.7 million
jobs (direct, indirect and induced employment). The actual béneficial
impact may be higher because these figures do not account for second-
round effects of cheaper gas and electricity. By the end of the
decade, the economic impact is expected to nearly double to $416
billion supporting roughly 3 million jobs. Capital expenditures
related to exploration activities are expected to reach $172 billion
by 2020, while the various levels of government (federal, state,

local) should receive an additional $110 billion in tax revenues.
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Labor Market

In line with our expectations, the labor market has continued to
heal over the past year with the outlook brightening further in early
2013 (Figure 6). The economy shed a jaw-dropping 8.1 million jobs
during the recession, of which only 5.1 million have been recovered.
The good news is that the pace of job creation has steadily edged up-
during the recovery, averaging 85,000 in 2010, 175,000 in 2011 and
153,000 in 20i2. Private payrolls have fared even better than fotal
nonfarm payroll numbers (which are weighted down by government layoffs
at all levels of government): after falling by 8.8 million, private
nonfarm payrolls have swelled by 6.3 million since March 2010 (the
start of the labor market recovery), adding a total of 2.4 million in
2011 and 2.2 million in 2012. The unemployment rate has come down-
from a cycle high of 10% to the current rate of 7.7%, declining by a

total of 0.4 percentage points in 2012.
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Figure 6
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The February 2013 data are even more encouraging: nonfarm
payrolls rose by 236,000 (246,000 for private payrolls) and the
unembloyment rate edged down from 7.9% to 7.6%. Improvements are
broad baséd: since the start Qf the recovery, all but two sectors have
experienced job growth. The largest increase was in Mining & logging
(28.7%), followed by Professional Services (10.2%), Transportation &
Warehousing (7.9%), and Leisure and Hospitality (7.8%). The two
sectors that continue to decline and show negative growth rates in
employment are Information (-1.4%) and Government (—2.8%)f

Temporary help services, which is a leading labor market
indicator, has been on an upswing since the start of the recovery.
Average weekly hours have also picked up indicating increased demand
for existing labor which should eventually translate into new hiring.
‘Government layoffs seem to have abated lately: after declining by -

213,000 in 2010 and -317,000 in 2011, government layoffs in 2012

CSU Fullerton 66 Riverside & US Economic Overview



COUNTY OF RIVERSIDE FORECASTS AND ECONOMIC OUTLOOK April 2013

totaled only -76,000. More importantly, private employmen£'has
increased for 36 consecutive months, and though the pace of job
formation has been slow to completely erase the plunge in employment
levels during the recession, the overall trend points to continued
improvement. |

Despite these positive developments, the recovery in the labor
market has been ext;emely sluggish with plenty of slack in most
sector;. When compared to their pre-recession peaks (December 2007),
émployment levels in the majority of sectors are underwhelming:
employment in°construction 1s almost 25% below its pre—crisis level,
with manufacturing employment showing a -10.7% decline. Only 5 out of
15 sectors have fully recovered: employment in Mining & Logging is up
16.1% compared to their December 2007 values, Education has grown by
11.1%, Health Services by 10.2%, Leisure and Hospitality by 3% and

Professional & Business Services by 1.1% (Figure 7).
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Figure?7
Labor Market Sector Employment: 2007-2012
(percent change in employment)
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The slack in the labor market is also apparent in the number of
long-term unemployed, diScouraéed workers; and part-time workers for
economic reasons. As of February 2013, the number of long-term
unemployed (those jobless for 27 weeks and over), at 4.8 million,
continues to remain at historically high levels. Though this
represents a drop of nearly 2 million since the depth of the
recession, it is still nearly four times higﬁer than the historical
average rate and accounts for roughly 40% of the total ﬁnemployment.
Moreover, the number of part-time individuals for economic reason,
"mérginally'attaéhed" workers, and "discouraged" workers, though down
slightly from recession levels, continue to remain extremely high when
compared to historical norms. Disturbingly, the trend for this
segment of the labor market seems to be flat, with a marginal

improvement (if at all) over the past year.
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More concerning is the secular and consistent drop in labor férce
participation rates over the past decade, which has intensified
noticeably since the crisis. Currently, the labor participation rate
stands at 63.5%, almost a full 3 percentage points below the 66.4%
rate recorded in the years prior to the crisis. In fact, the
participation rate is now at the same level as in 1980, which marked
the beginning of the surge in labor force as women joined the
workforce. Though the labor force tends to shrink somewhat after a
recession as discouraged workers leave the market and rejoin when
conditions aré more favorable, the decline seems to be more.structural
this time around. Overall labor participation rates were on the
decline even before the Great Recession: the retirement of baby-
boomers, the decline in participation rate of young adults (1l6-24
years old), and a discontinuation of the uptrend in femaie labor
participation had reduced labor participation rates from a high of
67.2% in early 2000, to around 66.2% in 2007. However, had the pre-
crisis trend continued.at the same pace (and not at the unprecedented
rate witnessed since the Great Recession), the labor force today would
be larger than it cﬁrrently is by around 5 million workers.

Another concerning development in the long-run is the issue of
productivity: since the 1970s, total factor productivity (a measure of
efficient use of inputs in the production process) hés improved at a
significantly more muted paced when compared to the 1950-1970 period.
Total productivity rose by an average annual pace of 2.1% from 1950-
1970, while growing only by 0.9% from 1970-2007. Lower productivity

and reduced projected labor force participation rates due to
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population ageing are expected hamper future potential GDP: potential
GDP is expected to grow at an annual pace of around 2.2% per-year over
the next decade -- a sighificant downshift from a 3% historical
average.

Our outlook is for continued improvement in the labor market,
particularly in the second half of‘this year and beyond. We expect
job growth to average arouna 175;000 jobs per month in 2013 and
200,000 jobs in 2014. The unemployment rate is expected to remain
elevated during the forecast horizon reflecting the slow pace of job
creation and an increése in labor force, averaging 7.5% in 2013 and

7.1% in 2014.

Real Estate Market

At the very core of renewed optimism about the strength of the
recovery is the recent rebound in the housing market. In line with
our expectations, housing turned a corner in early édlZ,.gaining
momentﬁm steadily over the course of last year and into 2613.
Improvements are broad-based, though from extremely depressed levels:
sales, prices,-starts and permits have all poéted remarkable gains
comparéd to the depressed levels of the past 6 years.

Sales of existing homes rose by é healthy.10.2% in February 2013
compared to a year ago, while sales of new homes spiked nearly 30%
higher in &anuary (on a year—over-year basis). .New home sales have
risen by nearly 50% since 2010, from a historical low of é Seasonally
adjusted rate of 280,000 to the,éurrent 411,000 units. After settling

at a low base of 4.1-4.2 million units in 2010 and 2011, sales of
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.existing homes rose at an annualized rate of 4.6 million in 2012 and
currently stand just a hair shy‘of 5 million. Moreover, total housing
inventory is extremely tight: at a 4.7-months supply the inventory of
existing homes is the lowest recorded since 2005 -- at the peak of the
boom cycle. Tighf inventory bodes well for future construction and is
expected to place an additional upward pressure on home pricés.

As expected, home prices have rebouﬁded solidly from rock-bottom
‘levels. All metrics have firmed up significantly: the median
éxisting—home price for all housing types (as reported by the National
Association of Realtors) was $173,600 in February, up 11.6 percent
from February 2012, the "12th straight month of home price
appreciation. The gain recorded as of the latest reading {[February
2013) was the strongest since.November 2005. _Likewise, CoreLogic home
price index rose 10.2% in Fébruary (on a year-over-year basis), with
Los Angeles and Inland Empire Metro Areas coming second and third in
the nation in pricé appreciétion; For January 2013 (latest available
data), the S&P/Case-Shiller Home Price Indices showed a 7.3% increase
for the 10-City composite and 8.1% for the 20-City composite (Figure
8). More encouraging, all metrics point to a continued écceleration
in price increases, which means that the long-awaited recovery in home

values is finally beginning to take hold.
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Figure 8
National House Prices: Case-Shiller Index
(percent y-o-y)
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Home price appreciation has greatly improved the value of
homeowner equity: in 2012( over 1.7 million properties moved into
positive equity, bringing the total amount of properties (with a
mortgage) up to 38.1 million. Of these, 11.3 million have less than
20 percent equity, while 2.3 miliion have less than 5 percent equity.
The overall amount of negative equity dropped from a high of $750
billion in end-2011 to a current $628 billion. Clearly the recent
uptrend in home valuations has improved household net wealth levels:
homeowner's equity has increased by nearly $2 £rillion since the first
quarter of 2009, though it is still significantly below its historical
peak in Qi 2006 (by $5.2 trillion).

Perhaps the brightest spot in the housing recovery is the pick-up
in construction which is expected to continue in earnest in 2013 and
beyond, contributing substantially to U.S. real GDP growth. 1In

February 2012, housing starts rose at the second fastest pace in over
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four years, while permits for future construction rose at the fastest

rate since 2008 (Figure 9). Housing starts rose at a seasonally.
adjusted rate of 917,000 -— up 27.7% compared to year-ago levels.

Multifamily housing units rose by an annualized pace of 285,000 and
are currently running at the same pace as during the boom years of
2003-2007. This is not surprising given fhe large demand for
apartment units witnessed since thé end of the recession. The more
encouraging news is the solid pick-up in single family starts: after
declining to a historical low of 393,000 (annualized rate) in February
2011, single-family housing starts have risen to 617,000 with the

momentum picking up steam with each consecutive month.

Figure 9
Housing Starts
(level, thousands of units, annualized rate)
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Though the housing market has improved substantially since mid-
2012, some lingering concerns remain. The number of foreclosures,
though in decline, continues to remain high by historical standards.:

There were 54,000 foreclosures completed in the month of February,
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down from 67,000 in February 2012, but substantially above the 21,000
per month recorded during the 2000-2006 period. Since the start of
the crisis, there have been arfotal of 4.2 million foreclosures
nationwide, yet theré are currently an additional 1.2 million homes at
various stages of foreélosurés. Mortgage delinquencies, while down by
roughly 6.5 percentage points from year-ago levels, stand at 6.8% —-
still high when compared to the historical average. However, as the
housing market recovery continues to expand and gather momentum, we
expect these figures to improve substantially over the forecast
horizon.

The outlook for thevhousing market is bright.- We expect the
current rebound to gain breadth and strength with broad-based
improvements in sales, prices, and construction. Housing starts aré
expected to rise by an average annualized pace of 980,000 in 2013 and
.1.25 million in 2014..Home prices should post additional gains over
the next few years, rising by 5-7% (on a year-over-—-year basis).in
2013, and by an additional 6%-8% in 2014.

The recovery in commercial real estate began in late 2011 and has
continued apace in 2012 and early in 2013. The market is rather
segmented though, with some sectors performing much better than
others. Apartments have seen remarkable improvements: vacancy rates
are now at the lowest levels since 2002 spurred primarily by increased
demand for rental units. The number of rental households has
increased by 5.3 million over the past six years, while the number of
homeowners has decreased by 1.3 million. The latest numbers suggest

that the pace of acceleration has begun to slow, which. means that we
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are likely to see some moderation in this sector during 2013 from the
frantic pace of the past few quarters. The industrial sector has also
picked up steam'due to increased demand for warehousing capacity
boosted primarily by online retailers, data centers, and a turnaround
in manufacturing.

In contrast office and retail markets continue to remain in a
painfully slow recovery. Slow growth, a sluggish labor market and
anemic retail sales have made it difficult for the retail sector to
gain meaningful traction. Similarly, the office market continues to
show weakness: vacancy rates for this segment of the market is still
high (around 17%) having fallen only 30 basis points over the past
year.

Going forward, the commercial real estate sector is expected to
show continued improvements. Retail and office markets should post
modest gains, industrials are expected to grow robustly, while the-
market fof apartments shéuld improve at a more moderate rate-compared
to the stellar pacé of the past two years. Commercial property prices
séem,to have bottomed out in mid-2010 after declining by a total of
-48% from their record-highs of September 2007. Prices have firmed up
substantially over the past couple of years, though the recovery has

been uneven and the pace of growth decelerated somewhat in 2012.

C2. INFLATION
With considerable slack in labor markets, contained unit labor
costs, relatively stable commodity prices and well-anchored long-term

inflation expectations, inflation remained a non-issue in 2012. The
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headline consumer price index (CPT), which includes both food and
energy prices rose by an average annualized pace of 2.1% in 2012,
significantly below the 3.1% pace recorded in 2011. The more muted
rate was largely due to the behavior of world oil prices: while oil
prices were elevated throughout much of 2011, after an initial surge
in 2012 they declined and remained relatively flat on global growth
concerns. 1In contrast, core inflation (which excludes volatile prices
such as food and energy) rose 2.1% in 2012 compared to a 1.7%
annualized rate in 2012, reflecting modest but continued improvement -
in the economy and increases in rental pricing (owner's equivalent
rent). Some of the increase was also due to a pick-up in wage and
salary compensations: although the lébor market is still a ways off
from full recovery, productivity grew at a much more anemic pace in
2012 placing upward pressure on compensation rates.

0il prices rose again early in 2013, on improved global outlook,
brighter prospects from China and supply reductions from Saudi Arabia.
In February 2013, increases in gasoline prices appeared in both PPI
(Producer Price Index )inflation (a 7.2% advance) and in CPI inflation
(a 9.1% advance). We expect the increase in gasoline prices to
reverse over the course of the nexf few months and for oil prices to
remain range-bound for the balance of the year.

Our outlook for inflation remains stable over the next two years.
The main reason for a continued tame inflation is that despite recent
improvements, there is still ample slack in the economy and it will
take a while before. growth runs up against resource constraints which

tend to drive up prices. Capacity utilization -- though remarkably
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improved compared to its crisis-lows -- is still around 4—5%.points
below the full utilization rate. Survey-based inflation expectations
also seem well anchored énd generally confirm our outlock: the 12—
month ahead inflation rate, according to the Michigan Survey, was 3.3%
as of its latest'reading.whereas long-term inflation expectations
derived from TIPS (Treasury inflation-protected securitieé) though up
by around 55 basis points since early June 2012 remain well within
their historical range.

Though our overall inflation outlook is rather benign (at least
over the short-term), the‘fecent rﬁn—up in residential rents and
homeowner's. equivalent rent —— which account for roughly. 40% of the
core CPI —-- will continue to put pressure on core inflation. As the
recovery expands, core CPI is likely to increase beyond the Fed's 2%
inflation-comfort zone, and we expect the Fed will tolerate this rise
as long as labor markets continue to heal. Longer term, given the
overly accommodative monetary policy since the onset of the crisis,
the risks for a surge in inflation are non—negligible. Whether an
escalation in priceé is ultimately avoided will depend on the ability

of the Federal Reserve to reduce excess liquidity in a timely manner.
C3. FINANCIAL AND GOVERNMENT SECTORS

Financial Markets
Equity markets have had a spectacular four—-year run, rising by an
astounding 131% since their post-crash values of March 2009. Perhaps

the biggest news so far this year came in March when both the Dow
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Jones and S&P500 broke above their pre-recession peaks (of October
2007) to set new record highs (Figure 10).

Figure 10
Stock Indices at Record highs
(Dow Jones Industrial Average and S&P 500, Index, level)
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"Of course, the run-up to historical levels did not proceed as
smoothly as one would have hoped: equity markets took a dive in miq—
2012 when the growth momentum slowed, "fiscal cliff" jitters
intensified, and the initial outcome of the Greek election spiked
fears of a disorderly disintegration of the Eurozone. The slide was
soon reversed thanks mostly to robust'central bank intervention across
the globe. By June 20, 2012, the Fed had pledged to continue its
Operation Twist through 2012 and expand it by an additional $216
billion. By end-June, policymakers in the Eurozone had taken important
steps towards establishing a Eurozone banking union. When the momentum
seem to falter again in end-July and Spanish and Italian bond yields
shot up, the ECB chief took a bold step promising -everyone that "the

ECB will do whatever it takes to save the euro." By early September,
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that promise was followed by actual concrete steps outlining a bond-
purchasing program by the ECB intended to buy up sovereign bonds fram
troubled nations. The Federal Reserve soon followed with its QE3
program which —-- unlike previous rounds —-- is open-ended and will
continue until the recovery (especially in the labor market) -- is in
full swing. In addition,.bank of Japan stepped up its asset-buying
program (by around $127 billion) while the4Bank of England continued
its own £375 billion bond-buying program.

As a result of these continued unprecedented interventions, the
S%P 500 has increased by a staggering 22% since last June. Though
momentum faltered yet again in November 2012 on fears of failed
"fiscal cliff" negotiations, prospects appeared brighter early in 2013
when the "cliff" was avoided and economic outlook seemed much
improved. After breaching all-time high levels, concerns have now
intensified on whether equity markets are overvalued and headed for a
" correction.

Though there is little doubt that stock prices have shot up to
their record-levels largely on the back of an extremely accommodative
monetary policy, concerns about severe overvaluation seem overblown.
For one, the price-earning ratio —-- among the best gauges of equity
valuations —— appear well within their historical norms and are still
well below their pre—crisis levels. And aside from lax monetary
policy, there is real reason to rejoice in the performance of the
economy: corporate earnings and corporgte profit margins are at |
record-levels, hard macroeconomic data is improving, worse-—case

scenarios appear to have been avoided (for now), a U.S. government
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shutdown or a debt-ceiling stand-off was averted, and the Eurozone
crisis seems contained.

This does not imply. that markets are immune to corrective moves.
One of the looming risks is related to the eventual gradual end of
monetary easing: the timing and speed matters greatly to the stock
market performance. In fact, just a whiff of Fed-speak on the timing
of an eventual "exit" from the curreﬂt expansionary stance sent market
roiling in February: it took repeated reassurances from Bernanke and
other Fed officials before fears-subsidéd. Continued flare-ups from
Eurozone are another risk factor: inconclusive elections in Italy and
the Cyprus bail-out fiasco, are two very recent reminders of the
vulnerability Sf the financial sector to the Eurozone woes. Lastly,
missteps in the U.S. fiscal negotiations present additional sources of
risk which could easily cause a mérket correction if the fiscal
assumptions built into asset prices prove incorrect.

Yields on short-maturity rates have remained flat over the course
of the year reflecting a holding pattern in the projected trajectory
of policy rates. However,‘yields on longer—-maturity Treasury bonds
have increased by around 20 basis points since the start of the year,
suggesting an upbeat outlook and a continued U.S. expansion. The
spread between the 10-year and 3-month rates has also increased over
the past two months, reflecting receding global risks and improved
optimism about domestic growth. Short rates are expected to move in
tandem with policy rates, maintaining their current (low) levels in

2013 and 2014. However, long-term bond yields are expected to move
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.upwards by around 30-40 basis points in the second half of this year
as the recovery continues to expand.

Sentiment for the banking sector has improved appreciably over
the second half of 2012 as the.risks of an impending Eurozone break-up
receded. In fact, bank stocks outperformed the broader equity markets
by quite significant margins: JPMorgan Chase stock added 34%,
Citigroup was up 56%, and Bank of America shot up by 116%. Early this
year, all but one of the major banks passed the Fed's stress test of
having enough capital buffer (5%) to sustain a severe recession where
unemployment spikes to 12.1 percent, equity prices fall more than 50
percent, housing prices dip more thaﬁ 20 percent, and the largest
trading firms experience a sharp market shock. According to the
results of the test, even with this dire backdrop, most banks would
emerge with adequate capital thus successfully weathering the storm.

Bank lending has also proceeded at healthy rates. As .of Q4 2012,
Commercial & Industrial loans (C & I) are just a touch below their
pre-crisis peaks. Real estate loans continue to be soft even though a
modest net fraction of banks reported having eased standards for
commercial real estate loans in the second half of the year.
Delinquencies and charge—offs have also declined, though they are
still above their historical levels. One area of concern is bank
profits: though substantially improved from the depth of the recession
vthe? are st;ll siénificantly below the levels that prevailed prior to
the crisis.

Going forward, we expect the banking sector to continue to

normalize as the recovery gains more traction. Bank credit expanded
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noticeably in 2012 and this trend is expected to continue into the
current year as credit quality for most loans improves and economic
activity continues to expand at a moderate pace. In general, the
financial sector is likely to remain remarkably sensitive with respect
to adverse developments in the Eurozone, fiscal negotiations in the
U.S., the global regulatory environment, and the calibration of the
Federal Reserve's "exit" strategy from unprecedented policy

accommodation to more normal levels.
The Government Sector

vFiscal.Policy

over the past few years, the U.S. economy was caught in a
seemingly endless cycle, transitioning from "cliffs" to "ceilings" to
"shutdowns" or some other form of impending calamity. The biggest
event (in terms of fiscal and economic consequences) was the December
31, 2012 deadline, when the expiration of-a whole host of previous tax
cuts, a series of crisis—légacy benefits, and a scheduled automatic
sequester spending cuts —-- was bound to take effect. There were
reasonably high hopes that with so much‘at stake, the policymakers
would fry to cobble togethér a "grand-bargain™ of noteworthy
accomplishment: a sensible blueprint that would sustain short-term
support for the still-fragile recovery while addressing longer-term
fiscal solvency issueé through entitlement and tax reforms.

Instead, wﬁat we did get‘was the "smallest" bargain one woﬁld

have expected: the end-year fiscal-cliff negotiations addressed most
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tax-related issues (concerning the expiratioﬁ of ﬁhe Bush-era tax
cuts) and some (ragher miniscule) spending cuts without true long-term
reform. Perhaps the only positive coming out of the final hours of
2012 was that the economy waslnot pushed over the cliff and some
certainty was established (at least with respect to taxes). On the
tax front, marginal-tax rates were extended for all but the top income
individuals (those earning $400,000+ or married couples over
$450,000). Capital and dividend tax rates were set at 0% for
individuals in the 10%‘and 15% tax bracket, at 15% for individuals in
the higher tax brackets (but below $400,000) and at 20%'for
individuals earning more than $400,000 (plus a 3.8% surcharge mandated
by the Affordable Health Care Act). A "permanent-fix" was put in
place for the Alternative Minimum Tax (AMT) to prevent middle-income
families from being subject to the much higher AMT rates. The estate
tax was raised from 35% to 40% with a $5 million exemption, while the
50% bonus depreciation provision was extended for another year. A
whole host of other tax credits and business tax breaks were also
extended such as the Earned Income Tax Credit, Child Tax Credit, and
higher education tax credit. Perhaps the most important item (other
than the permanent extension of marginal tax rates) is the expiration
of the 2% payroll-tax cut, which is estimated to raise the tax burden
on households for 20137by around $110 billion (roughly $1,000 per year
for the median income household of $50,000).

On the spending side, the year-end deal had few things to
offer: it extended unemployment insurance benefits for one year, it

prevented a severe cut in reimbursement rates to Medicare providers
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(the "doc" fix) also for one year, and it delayed sequestration for
two months (until March 1st). The cost of the sequester delay was
around $24 billion, half of which was offset by defense and non-

" defense cuts, while the other half came through increased revenues
(from the voluntary conversion of traditional IRAs into Roth IRAs).
Perhaps the best compliment one would pay to the year—end "fiscal-
cliff" deal is that, at the end the worse-case scenario ——.diving over
the cliff —-- was actually averted.

The next big deadline in the fiscal-negotiation saga was the
seéuester (a legacy of the Budget Control Act of 2011): though some
had hoped that more time would have produced a better compromise than
the half-haphazard measures prescribed in the "sequester", no
compromise were to be found and the sequester took effect in March 1.
In total, the sequester consists of $1.2 trillion in a spending
reduction over the nine-year period (2013-2022), of which $1 trillion
comes from actual spending cuts (evenly divided between defense and
non-defense spending) and the remaining $200 billion come from
interest rate savings. The least effect will be felt in 2013: the
sequester delay cut the budget authority by $85 billion rather than by
the expected $110 bllllon In addition, because actual budget outlays
(actual spending by the government) take time to catch up with budget
authority (the authority to spend now or in the future), only around
$44 billion of the widely cited $85 billion cuts will take place in
the fiscal year 2013. Our baseline scenario assumes that the
sequester continues in its current form: if replaced with a more

sensible platform (which preserves the current amount of deficit
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reductionf it will likely lead to a slightly less onerous weight on
growth, but not by much.

As discussed above, we expect thé fiscal cdntraction from the
."fiscal=-cliff" déal and the "“sequester" to chip away around 1.2
percentage points from real GDP growth in 2013. Tax hikes from the
cliff negotiations will likely reduce growth by around 0.7 percentage
points while a full-implementation of the sequester will subtract
‘another 0.5 percent. The reconstruction efforts to rebuild the
Northeast in the wake of the devastation left by hurricane Sandy is
expected to add around 0.1-0.2 percent to real GDP, which brings the
total effect of the fiscal drag on real GDP to around 1 percentage.
point (Figure 11). Of course, if the sequester were to be repealed in
its entirety (and not replaced) the trade-off would be higher growth

in the short-term but at the expense of future growth.

_ Figure1i
Fiscal Policy Impact on real GDP Growth in 2013
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All in all, the wvarious negotiations of the last two years have
reduced the 10-year budget deficit projections by a total of around
$2.4 trillion. Roughly -$585 billion were enacted through the various
continuing resolutions passed into law in 2011. The Budget Control
Act of 2011 (the debt—ceiiing negotiations) cut the deficit by an
additional $860 billion, with the fiscal-cliff deal providing an
additional $750 billion (around $650 billion from tax increases, $30
billion from spending cuts, and the rest from interest rate savings) .
An estimated $250 billion in interest-rate savings brings the total to
around $2.4 trillion. If the sequester were to proceed as planned (or
replaced with a more sensible plan which preserves the $1.2 trillion
reduction), then the total deficit reduction over a ten-year period
would be around $3.6 tfillion (when compared to the 2010 baseliﬁe).
Rough estimates indicafe that an additional $200-$300 billion is
needed to put the-budget deficit in a sustainable trajectory (roughly
around 3% of.the GDP).v

Though short-term budéet projections seem less ominous now than
they did even a year ago, the U.S. faces formidable budgetary
challenges in the long-term driven primarily by structﬁral underlying
forces, such as rising health care costs and an ageing population.
Spending for entitlement programs (Social Security, Medicare, and
Medicaid) is slated to push the budget deficits to unsustainable
levels in the not too distant future (starting at the end of this
decade) . According to‘the Congressional Budget Office (CBO), the
budget deficit was $1.1 trillion in FY 2012 (7% of nominal GDP), lower

than the $1.3 trillion recorded in both FY 2010 and FY 2011. Deficits
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are projected to fall over the next couple of years, but begin to rise
again in the mid-decade and beyond as entitlement programs start to
weigh significantly on the U.S. budget (Figure 12). Left untouched,
the U.S. national debt will be twice the size of U.S. real GDP by
2035. No economy can stay afloat with that much red ink. High levels
of debt, if persistent, will crowd out private investments, -diminish
investor confidence, lead to shérp increases in interest rates,
.destabilize financial markets and severely reduce long-run economic

growth and standards of living.

Figure 12
US Budget Deficit: Historical and Projected
(level, billions)
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It is therefore essential that policymakers begin to éddress the
U.S. long—term’fiscal challenges soon by restructuring federal tax
policies, prioritizing spending, and reforming entitlement programs.
This would mean a radical reform of the tax system - which should
broadens the base, lower the marginal tax ratesron individuals and

corporations, change the mix of taxation away from labor and capital
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and towards consumption, and eliminate loopholes. On the entitlement
side, bold steps should be taken to increase the eligibility age for
Social Security and. Medicare, remove the contribution cap, means-
testing the progréms, and converting the matching-funds Medicaid
system to the cheaper state "block grants." This would simultaneously
address long-standing fiscal deficits while at the same time ensuring
the solvency of the entitlement programs. |

"The opportunity for the much coveted "grand bargain" is close at
hand as the debt—ceiling battle looms ahead: the ceiling -- which was
"suspended"” until May 18th —- needs to be raiéed again in late
August/early September. This provides an opportunity for real long-
term reform on entitlement and taxes, though based on past history and
the current political divide, it is hard to envision that a "grand

‘bargain" would be achieved in the next round of negotiations.

The Federal Reserxve

A slowly recovering labor market, sluggish growth, fiscal
tightening, and a low-and-contained inflation environment, have
combined for an extremely accommodative monetary policy not just in
the U.S. but across the globe. In no previous time in history has
there been such a large injection of liquidity for.so long. The
Federal Reserve (Fed) has certainly been in the forefront of the
activity adopting various conventional and unconventional means in an
effort to boost economic growth and support the fragile recovery.

Perhaps the boldest move was the one announced by the Fed- in

September 2012: another round of quantitative easing worth around $40
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billion per month of bénd—purchases of mortgage-backed securities. The
main change is that the program is "open ended" (no limit on how much
MBSs will be bought) and, more importantly, the length of the program
is tied to the outlook for the recovery in general and the labor
market in particular. The link to economic activity was reinforced
further in December 2012, when the Fed announced that it will not
raise interest rates as long as unemployment remains above 6.5%,

while inflation expectations are anchored at below 2.5%. This was its
most explicit statement yet, directly linking Fed actions to specific
macroeconomic targets. Since last fall, the Fed has continued to
purchase a total of $85 billion per month in long-term securities: $40
billion in agency mortgage—-backed securities (MBSs) and $45 billion in
long-term Treasuries.

The latest round of guantitative easing (QE3) comes in the heels
of a number of other similafly aggressive gquantitative easing
measures. From December 2008 through March 2010, the Fed embarked on
its first quantitative easing efforts (QE1) purchasing-a staggering
$1.7 trillion in longer-term Treasury, agency and mortgaged-backed
securities (MBS), whicﬁ lowered the cost of debt by reducing long-term
interest rates. Despite these extraordinafy measures, the sluggish
pace of economic recovery prompted the Fed to commence a second round
of quantitative easing (QE2). In early November'ZOlO, the Fed resumed
its purchases of. long-term Treasury securities with a targeted amount
of 5600 billion. The program ended in June 2011 by which time the Fed
balance sheet had swollen to $2.7 trillion. In August 2011, in

response to a darkened domestic and global outlook, the Fed embarked
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on "operation twist" - a QE-lite type program which lengthens the
average maturity of its balance sheet by selling short-term issues and
replacing them with long-term bonds. As a result of the many rounds of
quantitative easing, the Fed's balance sheet has surpassed $3 trillion
dollars (more than triple the pre-crisis levels), of which roughly
$1.7 trillion are in Treasury securities while around $1 trillion are
in MBSs. By the time QE3 will end, the Fed's balance sheet is
estimated to reach $4.2 trillion, or roughly 25% of US GDP.

Thesé extraordinary measures have had some effect: mortgage rates
are at historic lows (providing a boost to the ailing housing sector),
car loans have surged (due to low interest rates), and.corporations
have used the low-interest rate environhent to improve their balance
sheets. Without a doubt, the bigéest gains have been in financial
markets: the U.S. stock market has more than doubled since its crisis-
levels even as the U.S. economy has grown only by a féeble 7%. There
are concerns that the hyper—-lax monetary policy has encouraged
excessive risk-taking and distorted market prices. We agree with
these concerns: though valuations are well within historical norms,
there can be no denying that the stock market rally has more to do .
with easy monetary policy than a genuine robust performance of the
economy. The sensitivity of the market participants to Fed policy is
evident on a routine basis: witness the fall of the Dow on the day
when the FOMC minutes were released indicating the Fed's growing:

. unease with the costs and benefits of the bond-buying program.
Over the next 2-3 years, one of the biggest risks facing the U.S.

econémy is related to the timing, manner,. and speed.with which the Fed
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"exits" from its overly lax policy stance. It is likely that, as the
recovery continues to gain traction, the Fed will provide more
explicit'guidelines about the end of QE3, much as it did with regards
to its interest rate policy. We expect the Fed to keep rates on hold
this-year and the next, and begin to tighten in early-to-mid 2015.
QE3 will likely be tapered—off rather than come to an abrupt halt,

with the Fed continuing the bond-buying program into early 2014.

C4. GLOBAL ENVIRONMENT

The outlook for the global economy has improved compared to a few
months ago as worse—case scenarios are avoided and global risks
recede. The slowdown in emerging economies witnessed through much of
2012 appeared to have come to an end by the fourth quarter of 2012.
Concerns over the Eurozone crisis abated significantly after the
European Central Bank (ECB) promised to backstop some of the euro
zone's weaker bond markets and policymakers took some steps towards
banking and financial market integration.-.

In line with our expectations, China's economy averted a "hard-
landing" and growth appeared to reaccelerate early this year largely
boosted by ﬁore expansionary monetary and fiscal policies implemented
in mid-2012. Overall, the Chinese economy grew by 7.8% in 2012 -- the
slowest rate in over one decade, with growth slowing to 7.4% in Q3
2012. Nonetheless, fourth quarter real GDP rose to 7.9%, breaking a
seven—quarter cycle of continued deceleration.. Elsewhere in the

emerging world, growth prospects have also improved: Brazil's real GDP
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grew by a paltry 1.4% (year—over-year basis) in 2012, but Q4 data
point to a brighter outlook bolstered by fiscal and monetary stimulus.
After a fall in Q3 2012 related to slower growth in U.S.
manufacturing, Mexico's economy expanded by 3% in the fourth quarter,
supported in large part by cuts in policy rates by the central bank
aimed at boosting domestic demand. £

The outlook for emerging markets, though improved, is still below
the levels seen in the immediate aftermath of the Great Recession when
these economies grew rapidly as global trade rebounded sharply.
India's economy is on pace to grow at the lowesﬁ rate in over a
decade, while South Korea's prospect are dimmed by a significant .
appreciation of its currency relative to other Asian economies
(notably Japan). Part of the problem is that an export—growth model_
(which most emerging economies have adopted) is hardly suitable in a
time when advanced economies are undergoing either extremely sluggish
growth (as in the case of U.S.) or are in the midst of a recession
(Eurozone). Nonetheless, we expect emerging markets to grow over the
forecast horizon given their strong domestic fundamentals, sound
finances and generally healthy fiscal outlook. Overall, we forecast
that emerging economies will grow by 5.6% in 2013 -- above the 5.2%
rate posted in 2012, but significantly below the 6.3% rate of 2011 and
the 7.3% rate of 2010. |

The performance of advanced economies will continue to remain
disappointing over the course of this year, but improve in 2014.
Japan's economy seems poised for a revival from a deep slumber, after

the year-end elections brought to power Prime Minister Shinzo Abe and
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the Liberal Democratic Party (LDP) on an economic platform of
significant expansionary fiscal and monetary policy. The government
has implemented a number of measures: it called on the Bank of Japan
to employ "unlimited" policy easing including open-ended asset
purchases and an increase in inflation target from 1% to 2%. It also
éut in place a 10.3 trillion yen fiscal stimulus package to boost the
economy. As a result, the yen has depreciated significantly (around
17%) relative to the U.S. dollar, which should help Japanese exports
and provide additional impetus for Japanese growth.  Based on these
measures, we expect the Japanese economy to grow mbdestly (0.6%) this
year and .a bit more robustly in 2014,

The main threat to the giobal outlook over the near term comes
from Europe. One moment it seems that the fate of the single currency
‘market is in the brink of a catastrophe of Lehman-like proportions,
the next enough policy steps are.put in place to stem the bleeding, at
leést temporarily. 'The crisis is mired in this seemingly endless
cycle of resurface and retreat —— neither boiling over to a complete
break-up nor bringing closer a more complete union.

The crisis abated somewhat after September 2012, when the ECB
effectively promised to use its balance sheet to buy up sovereign debt
from troubled countries. As a result, Italian and Spanish 10-year
yields dropped by a staggering 2.5 percentage points which has
certainly helped in managing the ‘debt payment of these countries, at
least over the past six months.

_Thougﬁ no longer on the verge of a devastating catastrophe, the

Eurozone debt crisis is far from over. Positive steps towards the
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creation of a closgr union, larger banking integratiog and more
compact fiscal integration are continually threatened by repeated
pull-backs from the nation countries. The inconclusive elections in
Italy have further inflamed fears of a potential renewed instability
in the single-currency area. Though the electorate Was.split between
the center-right and the center-left, one'ﬁessage’was unmistakable:
Italian voters appear fed-up with reformjminded governments (like the
Monti technocratic_goverﬁment which was in power for a little over one
year) and have universally rejected austerity. This clearly
complicates matters, since for Eurozone to hang together it.is
imperative that the weaker southern European nations impiement
structural reforms aimed at liberaiizing their labor markets, increase
competitiveness, and reform entitled programs and thé overly extended
welfare state.

In the meantime, the Eurozone crisis will continue to remain a
source of risk and instability in the global economic landscape. The
periodic flare-ups —- like the Cyprus bail-out -- clearly add more -
fuel to the growing concerns about the survival of the single-currency
market. The "bail-in" of depositors in the Cypriot baking crisis,
though a more market-based approach to resolve the issue of banking
exposure to the sovereign-debt issue, sparked fears that bank deposits
in the weaker nations may not be safe after all. Though the event
seems to have been coptained té-the Cyprus affairs, for now, it may
still spark a drawdown in bank deposifs in the countries-at-risk

should another shock hit sometime down the line.
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More concerning is the fact the Eurozone continues to be mired in
a recession which shows little signs of ameliorating. The downtrend
in economic activity has now extended to core countries: the German
economy appears to have shrunk in the fourth quarter»of 2013 more than
at any time since the height of the financial crisis in 2009.

Compared to their 2007 leveis, most Eurozone economies have shrunk,
some by a sizable margin, which indicates that the sovefeign debt
crisis continues to take a heavy toll in these countries' economies.
We expect the single-currency region to remain in recession until the
end of this year, followed'byran exceptionally weak pick-up in
economic aétivity in 2014. Longer term, it is difficult to envision
how the Eurozone region survives without structural reform and much-
needed growth. Some countries (Greece in particular) will likely exit’
the single-currency union, given its bleak prospects for growth under
current austerity measures. Overall, we expect the Eurozone to. "hang
together while muddling through" in the near term, with periodic
shocks from the region continuing to poée é threat to the global:
economy .

Going forward, the global economy is expected to expand by a
tepid pace of 3.4% in 2013, slightly above the 3.2% rate of 2012 aﬁd
far below the 4.0% rate in 2011 and 5.2% rate recorded in 2010. The
bulk of growfh should continue to come from emerging economies with
advanced economies edging forward at modest rates. Among the.advanced
»economies,-more sfrength is expected to come from the U.S. (given a
genuine improvement in fundamentals) and Japan (given its sizable

fiscal and monetary policy efforts). The Eurozone sovereign debt
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crisis is expected to weigh heavily on the global outlook and on the
region's prospects over the forécast horizon.

A slowing of the world economy means lower U.S. exports, which in
turn, adversely impacts U.S. growth. Exports grew‘by a robust 11.2% in
2010 as tradé volumes expanded, but the pace of growth was more muted
in 2011 coming at 6.7% and even more so in 2012, growing at an anemic
3.4% rate. As of Q4 2012, exports have surpassed their 2008 record-
levels by 8.4%, contributing 1.3% to real GDP growth in 2010, 0.8% in .
2011 and an additional 0.5% in 2013. Imports have also recaptured
their pre-recéssion peaks, boosted primarily by increased demand for
capital goods, motor vehicles and parts, and industrial supplies.
Export levels are expected to increase by 2.9% in 2013 reflecting a
lower growth path in emerging markets and a deepeniqg of recession in
Eurozone: more than a'quarter of U.S. exports go to the EU, 28% to
Asia and close to 15% to Central and South America.

The U.S. current account deficit has reflected these broader
trade patterns. After declining from a high of $853 billion (6.4% of
GDP) in the third quarter of 2006 to $337 billion (2.9% of GDP) in the
second quarter of 2009, tﬁe current account balance has widened
slightly to -$424 billion (2.7% of GDP). Our forecasts indicate that
while the U.S. current account will remain negative over the next 5
years, the overall trend points to lower deficits with some short—-term
trend reversals.

The U.S. dollar (major currenéy index) fell in the first half of
2012 especially against emerging currencies as these countries

experienced strong capital inflows due to robust economic performance.
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The trend however reversed sharply in the middle of the year as‘the
escalation of the Eurozone crisis and concerns about a global slowdown
prompted investors to séek the relative safety of U.S. Treasuries. As
concerns about a Eurozone break-up tapered off in the fall of 2012
after the ECB's intervention, the dollar ended the year flat. The
U.S. dollar has apprecilated nearly 20% against the Japanese yen over
the past few months, as the Japanese government embarks on
unprecedented mohetary policy measures in an effort to boost the
ailing economy. |

As the risks from Eurozone wax and wane, the dollar is expected
to remain largely flat in 2013 and increase modestly in 2014. In the-
medium term however, as the global recovery expands, the dollar will
likely face renewed pressure. The biggest threat is the extremely
accommodative stance of monetary policy which has infused a massive
amount of liquidity in the financial system. In the long term,
unsustainable levels of government deficits and large external
imbalance are expected to place furthef downward pressure on the

dollar.
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C5. Projections of Key National Economic Variables

Table 8a
National Economic Variables
Real Gross Domestic Product and Components
(percent)

2018 2.7 2.2 -0.3 4.5 5.8 3.5

Table 8b
National Economic Variables
Inflation and Labor Market
(percent)

Forecast
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Table 8c
National Economic Variables
Financial Assets, Current Account, Exchange Rate
(percent)

Historical

2011 0.10 0.05 2.79 4.46 -3.1 -4.4

2018 4.21 4.02 5.12 6.65 -2.0 -1.8
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