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Forward-Looking Statements

The Comprehensive Annual Financial Report of the City for the fiscal year ended June 30, 2010 (CAFR),
including the Letter of Transmittal and the section regarding Management's Discussion and Analysis,
contains forward-looking statements regarding the City’s business, financial condition, results of operations
and prospects. Words such as “expects,” “anticipates,” “intends,” “plans,” “believes,” “seeks,” “estimates”
and similar expressions or variations of such words are intended to identify forward-looking statements, but
are not the exclusive means of identifying forward-looking statements in the CAFR. Additionally,
statements concerning future matters such as City budgets and the financial outlook for future years, the
level of City services, California state matters that may impact the City, revenue and expense levels and
other statements regarding matters that are not historical are also forward-looking statements.

" oW ” o L]

Although forward-looking statements in the CAFR reflect the City’s good faith judgment, such statements
can only be based on facts and factors currently known by the City. Consequently, forward-looking
statements are inherently subject to risks and uncertainties. The actual results and outcomes may differ
materially from the results and outcomes discussed in or anticipated by the forward-looking statements.
Readers are urged not to place undue reliance on these forward-looking statements, which speak only as
of the date of the CAFR. The City undertakes no obligation to revise or update any forward-looking
statements in order to reflect any event or circumstance that may arise after the date of the CAFR.
Readers are urged to carefully review and consider the various disclosures made in the CAFR which
attempt to advise interested parties of factors that may affect the business, financial condition, results of
operations and prospects of the City.
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THE CiTY oF SAN DIEGO

August 31, 2011

Citizens and Interested Parties,

The San Diego economy has shown signs of recovery compared to the low point of the
recession; however, economic uncertainties still remain in the San Diego region. Several
economic indicators have improved in the past 12 months and some major general
revenues such as sales tax and tourism tax have increased. However, concerns about the
national economic outlook have destabilized the markets, and as recent events have
indicated, the economy has not demonstrated consistent stability. At best, the current
national economic projections are for slow growth and limited expansion. State revenues
are also coming in lower than projected, adding more pressure on the State’s already fragile
budget.

In this challenging economic environment, the City has successfully balanced its annual
budgets and adopted them on time, by June 30 each year. By close monitoring of revenues
and economic trends, the City acted in mid-fiscal year 2010 to make the necessary
spending reductions to maintain a balanced budget while at the same time planning for the
next fiscal year’s challenges. The City’s balanced budget was accomplished through the
fiscal discipline of the Mayor and the City Council working together to make difficult
spending reductions and adopt budgets that balanced expenditures for core services with
declining revenues. The City’s labor organizations were also partners and participated in
the 6% roll back of employee compensation that is still in effect; there were increased
employee pension contributions; and long term pension and retiree healthcare reform was
achieved that will save the City millions of dollars now and into the future.

The City Council and the Mayor’s ability to resolve significant budget issues year after year
and adopt annual balanced budgets is an accomplishment that has contributed to the strong
results in the General Fund: the fiscal year 2010 results show General Fund reserves in
excess of 8%, a policy goal that was accomplished two years earlier than anticipated.

Economic Development Activities

While the national and regional economic recession has adversely affected the City of San
Diego’s revenues and City services, it has also affected the health of the business
community. The unemployment rate in San Diego county remains near historical highs at
10.5% as of July 2011. The City of San Diego remains committed to aid in restoring
economic stability and reducing the level of local unemployment. By focusing on its
comparative advantages such as its skilled labor force, desirable climate, and its strategic
location adjacent to Mexico and the Pacific Rim, San Diego can compete for new job-
creating public and private-sector investment. This plan for economic recovery continues to
be centered on a four-pronged strategy designed to ensure that investment dollars flow into
San Diego:

e A business expansion, attraction, and retention (BEAR) effort designed to highlight
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the advantages of doing business in San Diego.

e A regulatory streamlining effort that eliminates duplicative and bureaucratic
procedures which do not meaningfully contribute to protecting the public interests.

e A focus on emerging industries, including the implementation of the Mayor's
CleanTech Initiative designed to increase demand for renewable energy (e.g. solar),
biofuels, energy efficient solutions, and "green" products as well as food and
beverage production.

e The completion of critical path infrastructure facilities which will be especially
attractive to base sector businesses.

The Mayor's Office of Economic Growth Services (EGS) has ramped up its business retention
efforts to ensure that businesses remain fully supported and are able to access State and
Federal programs. During the past year, the Mayor has actively engaged with many local
manufacturers who have either expanded research & development (R&D) or production
operations or are considering expansions. Retaining local businesses and expanding
incentives for existing companies is also a focus and part of the Enterprise Zone program
and potential expansion of the program.

The attraction, retention and expansion of local companies are vital in the City’s efforts to
create local jobs. To that end, significant new projects were completed this past year
throughout the City in the sectors of manufacturing, retail, clean tech, and medical devices.
Those EGS-facilitated projects include the 300,000 square foot Costco Packaging Center in
Otay Mesa which will package and distribute Kirkland merchandise to 157 retail outlets in
Mexico and the western United States; Emerald Textiles, a $20 million high-efficiency
commercial laundry; the expansion of Chromalloy’s aircraft engine test and repair facility;
the expansion of White Labs, a manufacturer of yeast and hops for microbrewing; the
expansion of Integrated DNA Technologies, a medical device manufacturer; the attraction of
a cleantech manufacturer, Energy Efficiency Corp; expansion of Westfield Shopping Town-
UTC; expansion of Advanced Bio-Healing, a medical device manufacturer; and a new
laboratory for DiscovRx, a drug manufacturer.

Regulatory streamlining efforts are ongoing to encourage new private sector investment.
The City recently adopted the 7' iteration of the Zoning Code Update which simplifies land
use regulations and creates a more predictable approval process for new development.

Emerging industries in San Diego are strongly supported by EGS. Partnering with industry
organizations such as CleanTECH San Diego, or working directly with companies on their
individual needs, EGS provides government assistance to help local businesses thrive. Local
initiatives that encourage private investment in new clean technology are provided technical
and regulatory expertise. During the past year, EGS has assisted ECOtality, Inc. in the
installation of electric vehicle charging stations throughout the City. The goal is to install
1,000 electric vehicle (EV) charging stations by the end of 2011, significantly improving EV
infrastructure in the City.

The City has been actively involved with other local, state, and federal agencies to complete
important infrastructure projects which are designed to facilitate the movement of goods,
vehicles, and pedestrians to and from commercial and industrial zones. The Carroll Canyon
undercrossing, funded in part by the City and Qualcomm, Inc., is now under construction.
When completed, this project will connect the industrial parks of Sorrento Valley with the
industrial parks of neighboring Sorrento Mesa.

Along the border with Mexico, the City has provided planning, coordination, and advocacy
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for three major projects. Phase 2 of the 905 Freeway is now under construction with
completion expected in 2012. This freeway will accommodate increased international trade
within a large industrial area which spans both sides of the border. Two other border
infrastructure projects, improvements to the San Ysidro Port of Entry, and construction of a
new Cross Border Facility adjacent to Mexico’s Rodriguez International Airport, will facilitate
increased tourism between San Diego and Mexico.

Fiscal Challenges

The City of San Diego has faced significant financial challenges over the last several years.
The impact of the national recession was felt locally in the form of a declining housing
market, high unemployment, depressed business climate, and less tourism and consumer
spending. The City forecasted the financial and budgetary impact of each of these factors
and took prudent actions to address them. Annual budgets were balanced through a
combination of ongoing service reductions, efficiencies, and some one-time actions. General
Fund deficits of $179 million in fiscal year 2011 and $56 million in fiscal year 2012 were
resolved in each year’s budget process.

There are signs of an economic recovery, but most forecasters predict it will be slow. While
retail sales and tourism have improved over the past year, unemployment and the housing
market continue to be concerns. In addition, the impact of State budgetary actions and
ongoing pension obligations continue to be challenges. The City continues to closely monitor
these areas. A new Five-Year Financial Forecast will be issued in the fall of 2011
incorporating the latest information for all General Fund revenues and expenditures as the
the fiscal year 2013 budget process begins.

The City privately sold $161 million Tax and Revenue Anticipation Notes (TRAN) on July 1,
2011 and does not currently foresee the need to issue additional notes to meet any General
Fund liquidity needs for the remainder of fiscal year 2012. The City treasury holds
approximately $2 billion that is invested primarily in US Treasuries and agencies, and
consistent with the City’s investment policy, has sufficient liquidity to meet all currently
foreseeable cash demands.

Readers of these financial statements should pay particular attention to Notes 12, 13, 18,
and 22, concerning Pension Plans, Other Post Employment Benefits, Contingencies, and
Subsequent Events, respectively. The notes, along with the other financial and operational
data included in the City’'s CAFR, must be read in their entirety to obtain a complete
understanding of the City’s financial position as of June 30, 2010.

Our Underlying Fundamentals

The City has a diversified economy, with the

Employment Development Department- principal employers being government, military,
Unemployment Rates manufacturing, high-tech industries,
o - San Diego Gounty particularly biotech and telecommunications,
100 4 and the tourism industry. The City's economic
90 base is also anchored by higher education and
80 - major scientific research institutions, including
;: the University of California, San Diego, San
50 Diego State University, Scripps Research
40 - Institute, the Salk Institute for Biological
301 Studies, and the Sanford-Burnham Medical
o Research Institute.
[}
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Like all regions around the country, San Diego County’s economy has been impacted by the
economic recession. In the past four years unemployment has more than doubled, rising
from an average in 2007 of 4.5% to an average of 10.5% in 2010. Unemployment hit its
peak in July 2010 at 10.9%. Since then we have seen only modest improvement to the
current 10.5% rate (July 2011). The recession has slowed both residential and commercial
development within our region.

The City’s General Fund property tax revenue,

. . City of San Diego
which had grown over the previous four years General Fund - Property Tax Revenue
at a decreasing rate, declined in fiscal year
2010 by $7.3 million. In fiscal year 2010
General Fund property tax revenues were
$391.4 million compared to $398.7 million in 300
fiscal year 2009, representing a 1.8% decline.
Fiscal year 2011 General Fund property tax
revenue is projected to decline to
approximately $384.7 million (unaudited).
Property tax revenues for fiscal year 2012 are "
budgeted to remain about the same over the 2007 2008 2008 2010 201
fiscal year 2011 year-end projection. Fiscal Year

Wil s

5200 4

5100 +

The impact of lower business and consumer

City of San Diego spending has had a significant effect on sales
GoneralFund- Sales Tax Revenue tax revenues. In fiscal year 2010, actual
General Fund sales tax revenues (including

safety sales tax) were $192.7 million, a 9.5%

decline from 2009 sales tax revenues of $212.9

s200 million. However, in fiscal year 2011, sales tax
revenues are projected to grow to $213.1
5100 - million (unaudited), an increase of $20.4
million or 10.6% due to improving consumer
spending. The City’s sales tax revenue budget
50

N for fiscal year 2012 is $216.6 million, which
007 2008 2008 2m0 a0 assumed a 4.0% growth in taxable sales over
Frscal Yiar . .
fiscal year 2011 projected sales tax revenues.

5300

I llions

San Diego remains a top tourist destination City of San Diego
due to the region’s natural attractions; Total Translent Occupancy Tax Revenue
however, the tourism industry suffered during
the recession. The City’s Transient Occupancy 5150

Tax (TOT) rate is currently 10.5% and is 8155
allocated according to the Municipal Code. As $100
such, the General Fund receives approximately =

53% of these revenues to be used for general = **
governmental purposes, and the TOT fund 80
receives the remaining 47% for the purpose of 86
promoting the City as a tourism destination. o

The General Fund portion of TOT represents 00T 2008 2000 2510 011
approximately 7% of the General Fund’s fiscal F rsccal Ve

year 2010 revenue. In fiscal year 2010, San

Diego experienced a decline of $17.3 million, a 12.3% decrease in TOT revenue from fiscal
year 2009. However, in fiscal year 2011, TOT revenues are projected to grow to $137.3
million (unaudited), an increase of $14.0 million or 11.4%. The City’'s total TOT revenue

Wiliors
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budget for fiscal year 2012 is $142.8 million, which assumed a 4% growth over fiscal year
2011 projected TOT revenues.

Financial Health

The City’s total government-wide revenues, which
are generated through a combination of Total Government-Wide Revenues
governmental and business-type activities, have
remained approximately the same over the prior
three vyears. While business-type services
revenue for water and wastewater services grew
during fiscal year 2010, a variety of governmental
revenues declined. Total government-wide
revenues for fiscal year 2010 were $2.7 billion;
governmental activities were $1.7 billion and
business-type activities were $1.0 billion, and are ===

A Dther

illustrated in the chart to the right. =

Total Government-Wide Expenses

In fiscal year 2010, the City’s total government-
wide expenses increased by approximately 4%.
These expenses supported all public services
and the significant fiscal obligations of the City,
including funding of the City’s pension system,
post-employment healthcare benefits, and
capital improvements. Total expenses for fiscal
year 2010 were $2.6 billion. Governmental
activities were $1.8 billion, of which 35% was
spent on public safety for police, fire, and life
safety services. Business-type activities were
$.8 billion, of which 86% of these expenses
were for water and wastewater expenses.

LT Dt Inberest
%

Transportation
=%
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Pension Funding

The City’s unfunded pension liability remains [ IRl L)

a significant obligation of the City. The City Actuarial Actuarial Eunded
has aggressively confronted this deficit, fully  valuation Date | Value of Assets UAAL Ratio
funding the City’'s Annual Required 6/30/2006 53,981,932 $1.000.768 79.9%
Contribution (ARC) beginning in fiscal year 6/30/2007 54,413 411 51,184 242 78.8%
2006, and has made significant additional 6/30/2008 54,660,346 51,303,203 78.2%
payments in excess of the ARC into the 6/30/2009 54 175 229 52,106,364 66.5%
pension fund in certain years. In June 2010, 6/30/2010 §4.382,047 $2,145 178 67.1%

the City contributed in excess of the ARC $32.8 million as part of the McGuigan settlement
obligations.  The San Diego City Employees’ Retirement System (SDCERS) is the
administrator of the City’s employee pension funds. On an annual basis, the pension fund
portfolio and future pension obligations are evaluated by an independent actuary to
determine the full pension liability. The most recent June 30, 2010 valuation calculated the
unfunded pension liability to be approximately $2.145 billion.

In fiscal year 2009, the Mayor proposed and City Council approved a new pension plan for
General Members (effective July 1, 2009). In addition, pension reforms have been
implemented for Police Officers hired after June 30, 2009, Lifeguards hired after June 30,
2011, and Firefighters hired on or after January 1, 2012. These changes are expected to
achieve savings in the City’s pension payments in future years.

Beginning in fiscal year 2012 the City eliminated the employee retirement offset
contribution for elected officials, unrepresented employees and most of the represented
employees. This is the portion of the individual’'s retirement system contribution that the
City previously paid on the employee’s behalf.

In fiscal year 2010, SDCERS investment portfolio rebounded strongly with final returns of
+13.4%, following a -19.2% decline in fiscal year 2009. Portfolio returns in fiscal year 2011
continued at a strong pace, improving to an annual return of +23.8% as of June 30, 2011.
SDCERS employs a long-term investment strategy. The City’s ARC is determined using an
asset smoothing methodology which dampens the volatility of the market value of assets
which occurs from fluctuations in market conditions. The ARC payment for fiscal year 2010
was calculated by SDCERS Actuary to be $155.2 million. In fiscal year 2011 the calculated
ARC payment increased by $78.3 million to $233.5 million or 50.5 percent as a result of
smoothing the large loss in market value of the portfolio experienced in fiscal year 2009.
The dramatic increase of the ARC has put a tremendous strain on City operating expenses,
all at the same time that revenues have flattened or declined. The City has responded by
adjusting manageable operating expenses through reductions in personnel and supplies
costs.

Retiree Healthcare

The City’s actuarial valuation for retiree i iabilities (Thousands)

healthcare costs estimated an unfunded Actuarial Actuarial Eiinded
actuarial accrued liability (UAAL) of $1.128  valuation Date | Value of Assets UAAL Ratio
billion as of June 30, 2010. The City is £/30/2003 5§29 637 $1.206.070 2.4%,
participating in a trust administered by 6/30/2009 §41.497 §1,317,880 I1%
CalPERS to fund this long-term liability. The 6/30/2010 §72,720 51,128,190 6.1%

actuarial value of these assets as of June 30,
2010 was $72.7 million. The City did not fully fund the ARC for retiree healthcare in fiscal
years 2010 and 2011 which was $113.4 million and $120.3 million, respectively. The fiscal
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year 2010 funded amount was $56.7 million and the City budgeted $57.8 million for retiree
healthcare in fiscal year 2011.

The City has recently reached a tentative agreement with all six bargaining units on reforms
to the retiree healthcare benefit for employees hired before July 1, 2005. These new
changes, if approved by employees, will be implemented on April 1, 2012. The tentative
agreement for retiree healthcare will establish a $58 million five year maximum cap on the
City’s pay-go obligation. The actuarial analysis of this tentative agreement indicates that
the current UAAL will decrease by approximately $330 million and the ARC, as of the June
30, 2010 actuarial valuation, will be reduced by approximately $33 million.

Governmental Funds (Tax Supported Operations)

The City’s General Fund finished fiscal year 2010 with unrestricted cash and investments of
approximately $101 million. As a fiscal precaution against natural disasters or unforeseen
events, the City maintains an emergency reserve fund that can only be accessed for
qualifying emergencies as declared by the Mayor and/or City Council and approved by at
least a 2/3 vote of the City Council. The General Fund Reserve Policy set a funding goal of
7.0% of General Fund revenue by the end of fiscal year 2010 and 8% at the end of Fiscal
Year 2012. The General Fund reserve was actually 10.9% of General Fund revenue at June
30, 2010, resulting in a total reserve balance of $105 million. This balance is reported
within the General Fund Balance Sheet as Undesignated Fund Balance. The City’s goal is to
maintain General Fund reserves at 8% of revenues.

The fiscal year 2011 year end projection indicates that general fund expenses will be
approximately the same (£1%) as compared to fiscal year 2010. This is a result of staff
reductions, a general salary freeze on controllable wages, and deep reductions in non-
personnel operating expenses. The City managed expenditures so as to absorb the
significant increase in the pension ARC payment in fiscal year 2011 while revenues declined.

During fiscal year 2010, total long-term liabilities of the City’'s governmental activities
increased by $54.6 million. Even though the City continued to pay down existing debt
obligations, liability claims increased and was primarily related to an audit finding from the
Office of the Inspector General which resulted in the accrual of a liability claim related to the
City’s Redevelopment Agency. Two refunding bond issuances, the $13.9 million North Park
Tax Allocation Bonds and the $167.6 million Lease Revenue Refunding Bonds (Master
Refunding Project), did not significantly add to overall long term debt as they both were
primarily used to reduce balances of prior outstanding debt.

The City’s capital assets are essential to providing services to its residents and maintaining
the quality of its environment. During fiscal year 2010, total capital assets for governmental
activities increased by $31 million. This was funded by a combination of developer
contributions, grant monies, and city-funded capital improvement programs.

The City’s capital improvement backlog is estimated to be approximately $840 million
according to the most recent assessment and cost estimate reported in March 2011. This
amount includes the cost of needed repairs to City facilities, streets and storm drains but
does not include alleys, sidewalks or related soft costs. Capital project expenditures have
been deferred because the City has not had the necessary funding resources. The City
issued $103 million in bonds during fiscal year 2009 which are currently being used to fund
deferred capital improvement projects within the City.
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The City’s Public Liability Claims Reserve City of San Diego

Fund, which does not include $136 million of Total Public Liability Claims Gash Payments
liability claims specifically related to the RDA
and the Sewer and Water funds, had a deficit

of approximately $34 million as of June 30, "
2010. This deficit includes an accrued liability g5
for actuarially calculated claims costs, = @
incurred but not reported claims, and 15 1
allocated and unallocated losses of 10 1
approximately $38 million, offset with the 51

cash reserves collected in the fund. This fund !

experienced significantly higher claims from A A, P
fiscal years 2005 - 2008 largely as a result of )

the legal claims and investigations stemming from the pension fund underpayment and
related financial disclosure issues. However, most of these unusual claim costs have been
settled and paid, and since fiscal year 2008 we have seen declining liability claims
payments.

The Workers’ Compensation Liability Claims reserve, which accounts for both governmental
and business-type claims, had a deficit of $114 million as of June 30, 2010. This deficit
includes an accrued liability for actuarially calculated liabilities, for open and unreported
claims, as well as a provision for the allocated loss adjustment expense totaling
approximately $152 million, offset with the cash reserves collected in the fund. The total
liability for workers compensation has declined since fiscal year 2007 due to a downward
trend in the number of claims and the effect of State legislation regarding workers
compensation reform enacted in 2004.

Per the City Reserve Policy, the City will budget funds annually to establish cash reserves to
reach the goal of 50% of the estimated outstanding liabilities in each fund. The City
suspended funding these reserves in the fiscal year 2011 and 2012 budgets as a result of
the significant decline in General Fund revenues and the resulting expenditure reductions
enacted by the City to balance the budget. Reserve balances were not used to balance the
budget in fiscal years 2011 and 2012; but additional funds were not budgeted to contribute
to the reserves for these funds. The City’s Reserve Policy, established in 2008, is under
revision with goals to maintain an overall 8% General Fund reserve level by 2012 and to
change the amounts and the timing of funding in both the Public Liability Claims and the
Workers Compensation Liability Claims reserves to achieve 50% funding by 2018.
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Governmental Activities Key Indicators
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Business-Type Activities

The majority of the City’s business-type activities are related to utilities that provide water
and wastewater services. In fiscal year 2011 the Water and Metropolitan Wastewater
Departments were consolidated into a single Public Utilities Department and continue to
serve San Diego and several regional agencies outside of the City’s boundaries. The utilities
operations are mainly supported by fees charged to customers. The Independent Rate
Oversight Committee (an independent committee of stakeholders) monitors utility rates and
expenditures on behalf of the ratepayers.

The City’s Water Utility Fund issued $123 million of Water Revenue Refunding Bonds, Series
2010A during fiscal year 2010 to refund outstanding principal of $141 million of Certificates
of Undivided Interest, Series 1998. The publicly offered Water 2010A Revenue Refunding
Bonds are secured by and payable solely from net system revenues of the Water Utility
Fund. The City's Wastewater Utility Fund issued $162 million of Senior Sewer Revenue
Bonds to fully refund $179 million in wastewater revenue bonds. The publicly offered Sewer
Revenue Refunding Bonds, Series 2010A are secured by and payable solely from
wastewater system net revenues.

For the year ended June 30, 2010, the City’s business-type activities closed with
unrestricted net assets totaling $643 million, an increase over fiscal year 2009 of
approximately $56 million as a result of Council approved rate increases for Sewer and
Water Utilities.

While the City’s capital assets for business-type activities have continued to increase in
value, the deferred capital backlog remains an ongoing challenge. The City maintains a
network of over 3,000 miles of water pipes and over 3,000 miles of wastewater lines.

Compliance with environmental regulations generally requires infrastructure construction,
including the replacement of water distribution systems, treatment plant upgrades, the
replacement of wastewater collection systems, and improving sewage treatment capacity.
The City has agreed with various state and federal regulators to build significant
infrastructure upgrades. The City received final approval of its third five-year modified
discharge permit from the Environmental Protection Agency (EPA) and the state Regional
Water Quality Control Board that became effective August 1, 2010. This allows the City to
continue operating the Point Loma Wastewater Treatment Plant at advanced primary
treatment levels, rather than secondary as otherwise required, through July 2015.

The City began implementing mandatory water use restriction in June 2009 as a persistent
regional drought and judicial decisions regarding management of the State Water Project
has put significant pressure on San Diego’s regional water supplies. The City of San Diego
imports as much as 90% of its water supply. The mandatory measures were needed to help
San Diego stay within water supply allocations established by the water wholesalers. Within
the first year of implementation, the City of San Diego achieved an 11.5% reduction when
compared to fiscal year 2009 water usage, and a 17% total reduction through June 2011.
Due to abundant precipitation this past winter and improved regional and local water supply
conditions, the San Diego City Council ended the Drought Response Level 2 restrictions on
May 24, 2011.

As part of the long-term effort to increase supply independence, and reduce local demand,
the Mayor proposed and the City Council approved in October 2009 a revised Landscape
Ordinance in advance of the state’s requirement to do so by January 2010. The Water
Efficient Landscape Ordinance requires new landscapes to be designed with a watering
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demand below a climate based budget, through a combination of plant selection and
efficient irrigation devices. The Ordinance also calls for the installation of separate irrigation
meters on larger properties and sub-metering for smaller properties.

In FY2010, the City also moved forward with the California Department of Public Health to
undertake a demonstration project intended to verify that highly treated municipal
wastewater can be placed in a potable water reservoir and thereby augment local water
supplies for the City of San Diego. In June 2011, the demonstration project completed
construction and is in operation.

Best Practice Operating Improvements

The City took a major leap forward on July 1, 2009 when it went live with its new Enterprise
Resource Planning (ERP) financial system. After two years of planning, the City successfully
transitioned to an integrated financial system which allowed for the elimination of over a
dozen legacy software applications. Since then, the City has continued to implement
additional functional software modules to its ERP system environment. In December 2009
the Payroll module was activated and in March 2010 the Accounts Receivable module went
live. Recently in July 2011, the City converted all of its Utility Customer Billing accounts to
the ERP platform. With each new module added to the ERP system, the City is able to
eliminate costly legacy software applications and hardware. The addition of the ERP system
and a well trained workforce are expected to significantly improve the City's financial
operations, reporting capabilities and internal controls for years to come.

Internal controls over financial operations and reporting continue to be a focus issue for the
City. As part of the ERP system, the City has invested in an integrated internal controls
module called Governance, Risk and Compliance (GRC). The City also has staffed a
dedicated Internal Controls section that is responsible for citywide internal controls
development and operational oversight. To date, 208 new processes and procedure
documents have been developed and published. Employees have been trained on these
processes and we are seeing an improvement in the City’s internal control environment.
Monthly progress to the internal control environment is reviewed by both the Mayor and
Audit Committee.

The Five Year Financial Outlook

The City publishes a Five Year Financial Outlook (Outlook) annually. The City’s most
recently published Five Year Financial Outlook was released in February 2011. The Outlook
incorporated the most recent revenue and expenditure projections based on fiscal year 2011
trends, local and national economic indicators, and known incremental expenditure
adjustments over the forecast period. Expenditure projections were adjusted for known
increases, including higher legal and fleet costs and revenue projections were updated using
more conservative growth assumptions than the fiscal year 2011 budget. Based on these
factors, a $56.7 million deficit was forecast for fiscal year 2012. In June 2011, the City
approved a balanced fiscal year 2012 budget through a combination of on-going expense
reductions, increased revenue projections for sales tax and TOT tax and some one-time
revenue solutions matched to one-time expenditures.

The City’s General Fund is the focus of the Outlook. Approximately 65% of the City’s major
revenues consist of four revenue sources: property tax, sales tax, TOT, and franchise fees.
Nearly 72% of the City’s General Fund expenditures are personnel expenses. The regional
economy has shown signs of economic stabilization after the extended recession. Recent
growth in sales tax and TOT revenues may be affected by a persistently high level of
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unemployment in addition to a stagnant residential and commercial property market. The
extended economic recession, combined with the current slow and uncertain pace of
recovery, has continued to place fiscal strain on governments, including the City of San
Diego. The Outlook discusses risks and opportunities that affect fiscal decisions and the
City’s ability to accomplish its strategic financial goals over the next five-year period. These
goals include:

e Eliminate the General Fund structural budget deficit

o Meet contractual obligations and fund mandated programs

o Reduce personnel pension and retiree health care liability and annual City cost
through the meet and confer process

e  Contribute the full payment of the Annual Required Contribution (ARC) for the
City’s pension system

e Achieve full cost recovery for programs and services that are intended to be
fully cost recoverable

o Maintain or enhance General Fund and other reserves according to the City’s
Reserve Policy

o Preserve City services to the fullest extent possible

o Develop plans to fund deferred capital infrastructure and maintenance needs

In order to achieve and maintain a structurally balanced budget, the Mayor has indicated
that cuts to services and programs may continue even when factoring in projected
moderate growth in sales tax and TOT tax revenues (and no growth in property tax
revenues) budgeted in fiscal year 2012. Resolving the projected budget deficit in fiscal year
2013 may result in additional workforce reductions combined with expenditure savings from
reduced or eliminated programs and services. The Mayor’s budget plan for fiscal year 2012
does not include contributions to fund reserves; however, the General Fund budget assumes
a projected General Fund reserve level of 8% will be maintained.

Looking Forward

Although there are some positive signs of economic recovery, these continue to be
uncertain economic times and the City has set challenging goals for its future. The City
believes these goals are achievable with continued fiscal discipline and greater government
efficiency. The diversity of industry, education and tourism well positions the City for an
early economic recovery ahead of other peer cities. We are beginning to see the signs of a
slow economic rebound even though we have several years of recovery ahead to get to pre-
recession revenue levels.

San Diego continues to restructure its operations through managed competition and
internally reexamining and improving its services and programs so that the City will emerge
with a sound, fundamentally sustainable municipal business model. We have addressed the
issues that have created prior difficulties for this City, such as pension and retiree health
reform, and we are structuring ourselves for long-term stability and flexibility. We will
continue to live within our means and balance our annual budgets.
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Purpose, Background, and Scope of this Report

San Diego City Charter § 111 requires the City to submit an annual report, including a
Statement of Net Assets, and requires that all accounts of the City be audited by an
independent auditor. Pursuant to this requirement, the Comprehensive Annual Financial
Report ("CAFR") of the City of San Diego (“City”) for the fiscal year ended June 30, 2010, is
hereby submitted. The audit firm of Macias Gini & O’Connell LLP has issued an unqualified
opinion on the City of San Diego’s financial statements. The independent auditor’s report is
located at the front of the financial section of this report.

The CAFR has been prepared in conformance with the principles and standards for reporting
as set forth by the Governmental Accounting Standards Board (GASB). Responsibility for
both the accuracy of the data and the completeness and fairness of the presentation,
including all disclosures, rests with the management of the City and its related agencies.
The City’s objective is to provide you with reasonable, rather than absolute, assurance that
the financial statements are free of any material misstatements. Additionally, the City
continues to improve a comprehensive internal control over financial reporting framework in
order to ensure acceptable management of taxpayer funds.

To the best of our knowledge and belief, the data as presented, is accurate in all material
respects. It is presented in a manner designed to present fairly the financial position and
results of operations of the governmental activities, business-type activities, the aggregate
discretely presented component units, each major fund, and the aggregate remaining funds
of the City and its related agencies; and all disclosures necessary to enable the reader to
gain an understanding of the City's, as well as its related agencies’, financial activities have
been included.

A narrative introduction, overview, and analysis of the financial statements can be found in
Management’s Discussion and Analysis (MD&A), which immediately follows the independent
auditor’s report. The MD&A complements this letter of transmittal and should be read in
conjunction with it. The CAFR is organized into three sections:

e The introductory section includes information about the organizational structure of the
City, the City’s economy, and selected other financial information.

e The financial section is prepared in accordance with governmental accounting
standards. It includes the MD&A (unaudited), the independent auditor’s report, the
audited basic financial statements, notes to the basic financial statements, required
supplementary information (unaudited), and supplementary information (unaudited).

e The statistical section contains historical statistical data on the City’s financial data and

debt statistics, as well as miscellaneous physical, demographic, economic, and social
data of the City. This section of the CAFR is unaudited.
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Profile of the City of San Diego

The City of San Diego was incorporated in

City of San D
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and, as of January 1, 2011, the California

Department of Finance estimates the 11,100
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. 10,800 4
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sanitation and health services, the 10,500 1
construction and maintenance of streets . .
and infrastructure, recreational activities ::if

and cultural events, and the maintenance 2006 2007 J008 2009 2010
and operation of the water and sewer Fracad Year
utilities.

Governing Structure

The City operates under and is governed by the laws of the State of California and its own
Charter, as periodically amended since its adoption by the electorate in 1931. The City has
operated under a Strong-Mayor form of government since January 2006. The permanent
departure from the City’s previous Council-Manager form of government was approved by a
vote of the public and became effective January 1, 2011. The Mayor is elected at large to
serve a four-year term.

City of San Diego Council Under the Strong-Mayor form of government, the Mayor is
District Map the Chief Executive Officer of the City and has direct
oversight over all City functions and services except for the
City Council, Personnel, City Clerk, Independent Budget
Analyst (IBA), City Attorney, Ethics Commission and City
Auditor departments. Under this form of government, the
City Council is composed of eight members and is presided
over by the Council President, who is selected by a
majority vote of the City Council. The Mayor presides over
City Council in closed session meetings of the Council. The
Council retains its legislative authority; however, all City
Council resolutions and ordinances are subject to a veto of
the Mayor except for certain ordinances including
emergency declarations and the City’s annual Salary and
Appropriations Ordinances. The City Council may override
a Mayoral veto with five votes. The City Attorney, who is
elected for a four-year term, serves as the chief legal
advisor and attorney for the City and all departments.

During the City’s primary election held on June 8, 2010,
voters approved Measure D which made permanent the
Strong-Mayor form of government effective January 1,
2011. Additionally, Measure D increased the number of
City Council districts from eight to nine, and therefore, a corresponding increase of City
Council votes required to override the Mayor's veto from five to six. The ninth council
district will be added in 2012.
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Current Elected Officials
(As of the issuance of this report)

Mayor Jerry Sanders

District 1
Councilmember Sherri Lightner
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Council President Pro Tem
Kevin Faulconer
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Council President Tony Young
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City Attorney
Jan Goldsmith

District 5
Councilmember Carl DeMaio

District 6
Councilmember Lori Zapf

District 7
Councilmember Marti Emerald

District 8
Councilmember David Alvarez

Other City Officials
Jay M. Goldstone, Chief Operating Officer

Mary Lewis, Chief Financial Officer
Kenton C. Whitfield, City Comptroller
Gail R. Granewich, City Treasurer
Elizabeth Maland, City Clerk
Andrea Tevlin, Independent Budget Analyst
Eduardo Luna, City Auditor
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City of San Diego Organization Chart
(As of the issuance of this Report)
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Financial Reporting Entity

In accordance with Governmental Accounting Standards Board (GASB) Statement 14, the
following component units are incorporated into the accompanying financial statements:

e Centre City Development Corporation (CCDC) e Convention Center Expansion Financing
Authority (CCEFA)

e City of San Diego Metropolitan Transit e San Diego Convention Center Corporation
Development Board Authority (MTDB) (SDCCQO)

e Redevelopment Agency of the City of San ¢ San Diego Facilities and Equipment Leasing
Diego (RDA) Corporation (SDFELC)

¢ San Diego Data Processing Corporation ¢ San Diego Industrial Development Authority
(SDDPC) (SDIDA)

e San Diego Housing Commission (SDHC) e Southeastern Economic Development

Corporation (SEDC)
e Tourism Marketing District
e Public Facilities Financing Authority (PFFA)
e Tobacco Settlement Revenue Funding
Corporation (TSRFC) e San Diego City Employees’ Retirement System
(SDCERS)

Additionally, the City in fiscal year 2010 participated in a joint venture operation with a
private company to provide for emergency medical and medical transportation services.
This joint venture is a limited liability company named San Diego Medical Services
Enterprise, LLC. The financial impact of the joint venture is displayed in the General Fund
within the governmental funds statement of revenues, expenditures and changes in fund
balance and in the government-wide statement of activities. This joint venture was mutually
dissolved in fiscal year 2011, but is included in this fiscal year 2010 report.

Budgetary Process

Pursuant to the City Charter, an annual budget is presented by the Mayor to the City
Council for consideration. Set forth in this budget are the anticipated revenues and
expenditures of the General Fund, certain special revenue funds, enterprise funds, and
certain debt service funds for the ensuing fiscal year. Additionally, project-length financial
plans are presented to and adopted by the City Council for the capital projects funds. The
legal level of budgetary control for the City’s general fund is exercised at the salaries and
wages and non-personnel expenditures level. Budgetary control for the other budgeted
funds, including those of certain component units, is maintained at the total fund
appropriation level. Copies of the City’s budgets are available at the Financial Management
Office located at 202 C Street, MS8A, San Diego, CA 92101 and can be viewed on the City
website www.sandiego.gov.

The City continues to implement improvements to the effectiveness and efficiency of its
operations and increase transparency to the public.
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Sincerely,

Jerry Sanders
Mayor

Kernton C. Whitfield
Chief Finangial Officer City Comptroller
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INDEPENDENT AUDITOR’S REPORT

To the Honorable Mayor and Members of the City Council
of the City of San Diego, California

We have audited the accompanying financial statements of the governmental activities, the business-type activities, the
aggregate discretely presented component units, each major fund, and the aggregate remaining fund information of the City of
San Diego, California (City), as of and for the year ended June 30, 2010, which collectively comprise the City’s basic financial
statements as listed in the table of contents. These financial statements are the responsibility of the City’'s management. Our
responsibility is to express opinions on these financial statements based on our audit. We did not audit the financial statements
of the San Diego Housing Commission, a discretely presented component unit, which financial statements reflect 90%, 95%, and
86% of the total assets, total net assets, and total revenues, respectively, of the aggregate discretely presented component units
totals. Also, we did not audit the Southeastern Economic Development Corporation, a blended component unit, which financial
statements reflect less than 1% in each of the total assets, total net assets, and total revenues, respectively, of the aggregate
remaining fund information. Those financial statements were audited by other auditors whose reports thereon have been
furnished to us, and our opinion, insofar as it relates to the amounts included for the San Diego Housing Commission and the
Southeastern Economic Development Corporation is based solely on the reports of the other auditors.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America and the
standards applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States of America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the City’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit and the reports of the other auditors provide a reasonable
basis for our opinions.

In our opinion, based on our audit and the reports of other auditors, the financial statements referred to above present fairly, in all
material respects, the respective financial position of the governmental activities, the business-type activities, the aggregate
discretely presented component units, each major fund, and the aggregate remaining fund information of the City, as of June 30,
2010, and the respective changes in financial position and, where applicable, cash flows thereof for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 1(v) to the basic financial statements, the City adopted the provisions of Governmental Accounting
Standards Board (GASB) Statement No. 51, Accounting and Financial Reporting for Intangible Assets and GASB Statement No.
53, Accounting and Financial Reporting for Derivative Instruments.

In accordance with Government Auditing Standards, we have also issued our report dated August 31, 2011 on our consideration
of the City’s internal control over financial reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements and other matters. The purpose of that report is to describe the scope of our testing of internal
control over financial reporting and compliance and the results of that testing, and not to provide an opinion on the internal
control over financial reporting or on compliance. That report is an integral part of an audit performed in accordance with
Government Auditing Standards and should be considered in assessing the results of our audit.
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The management’s discussion and analysis, schedules of funding progress and schedule of contributions from employer and
other contributing entities, and general fund budgetary information listed as required supplementary information in the table of
contents, are not a required part of the basic financial statements but are supplementary information required by accounting
principles generally accepted in the United States of America. We have applied certain limited procedures, which consisted
principally of inquires of management regarding the methods of measurement and presentation of the required supplementary
information. However, we did not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise the City’s
basic financial statements. The introductory section, supplementary information, and statistical section are presented for
purposes of additional analysis and are not a required part of the basic financial statements. The supplementary information has
been subjected to the auditing procedures applied by us and the other auditors in the audit of the basic financial statements and,
in our opinion, based on our audit and the reports of other auditors, is fairly stated in all material respects in relation to the basic
financial statements taken as a whole. The introductory and statistical sections have not been subjected to the auditing
procedures applied by us and the other auditors in the audit of the basic financial statements and, accordingly, we express no
opinion on them.

%Mgm CIHOM eels?

San Diego, California
August 31, 2011
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MANAGEMENT’S DISCUSSION AND ANALYSIS
(Unaudited)
(In Thousands)
June 30, 2010

As management of the City of San Diego (City), we offer readers of the City financial statements this narrative overview and
analysis of the financial activities of the City for the fiscal year ended June 30, 2010. We encourage the reader to consider the
information presented here in addition to the information presented in the Letter of Transmittal.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the City’s basic financial statements. The City’s basic
financial statements are comprised of three components: (1) government-wide financial statements; (2) fund financial
statements; and (3) notes to the financial statements. This report also contains other supplementary information in addition to
the basic financial statements.

GOVERNMENT-WIDE FINANCIAL STATEMENTS

The focus of the government-wide financial statements is on reporting on the operating results and financial position of the
government as an economic entity. These statements are intended to report the entity’s operational accountability to its readers,
giving information about the probable medium and long-term effects of past decisions on the government’s financial position.

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

The statement of activities presents information showing changes in the City's net assets during the fiscal year 2010. All
changes in net assets are reported when the underlying event giving rise to the change occurs, regardless of the timing of
related cash flows. The focus is on both gross and net costs of City functions, which are supported by general revenues. This
Statement also distinguishes functions of the City that are principally supported by taxes and intergovernmental revenues
(governmental activities) from other functions that are intended to recover all or a significant portion of their costs through user
fees and charges (business-type activities). The governmental activities of the City include: General Government and Support;
Public Safety - Police; Public Safety - Fire and Life Safety and Homeland Security; Parks, Recreation, Culture and Leisure;
Transportation; Sanitation and Health; and Neighborhood Services. The business-type activities of the City include: Airports;
Development Services; Environmental Services; Golf Course; Recycling; Sewer Utility; and Water Utility.

The government-wide financial statements include the City (known as the primary government) and the following legally
separate, discretely presented component units: San Diego Convention Center Corporation (SDCCC); and San Diego Housing
Commission (SDHC). Financial information for these component units is reported separately from the financial information
presented for the primary government. Blended component units, also legally separate entities, are a part of the government’s
operations and are combined with the primary government.

Included within the primary government as blended component units:

o Centre City Development Corporation (CCDC)

e  City of San Diego/Metropolitan Transit Development Board Authority (MTDB)
e  Convention Center Expansion Financing Authority (CCEFA)

o Public Facilities Financing Authority (PFFA)

o  Redevelopment Agency of the City of San Diego (RDA)

e  San Diego City Employees’ Retirement System (SDCERS)

o  San Diego Data Processing Corporation (SDDPC)

e  San Diego Facilities and Equipment Leasing Corporation (SDFELC)
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e  San Diego Industrial Development Authority (SDIDA)

e  Southeastern Economic Development Corporation (SEDC)
e Tobacco Settlement Revenue Funding Corporation (TSRFC)
e  Tourism Marketing District (TMD)

The government-wide financial statements can be found beginning on page 50 of this report.
FUND FINANCIAL STATEMENTS

A fund is a grouping of related accounts that is used to maintain control over resources that have been segregated for specific
activities or objectives. The City, like other state and local governments, uses fund accounting to ensure and demonstrate
compliance with finance-related legal requirements. All funds of the City can be divided into three categories: governmental
funds, proprietary funds, and fiduciary funds.

GOVERNMENTAL FUNDS

Governmental funds are used to account for essentially the same functions reported as governmental activities in the
government-wide financial statements. However, unlike the government-wide financial statements, governmental fund financial
statements focus on near-term inflows and outflows of spendable resources, as well as balances of spendable resources
available at the end of the fiscal year. Such information may be useful in evaluating a government's near-term financing
requirements.

Because the focus of governmental funds is narrower than that of the government-wide financial statements, it is useful to
compare the information presented for governmental funds with similar information presented for governmental activities in the
government-wide financial statements. By doing so, readers may better understand the long-term impact of the government's
near-term financing decisions. Both of the Governmental Funds Balance Sheet and the Governmental Funds Statement of
Revenues, Expenditures, and Changes in Fund Balances provide a reconciliation to facilitate this comparison between
governmental funds and governmental activities.

The City maintains individual governmental funds. Information is presented separately in the governmental funds balance sheet
and in the governmental funds statement of revenues, expenditures, and changes in fund balances for the General Fund, which
is a major fund. Data from the other governmental funds are combined into a single, aggregated presentation. Individual fund
data for each of these nonmajor governmental funds is provided in the Supplementary Information section of this report.

The City adopts an annual appropriated budget for its General Fund. A budgetary comparison statement has been provided for
the General Fund to demonstrate compliance with this budget and is presented as required supplementary information.

The basic governmental funds financial statements can be found beginning on page 54 of this report.

PROPRIETARY FUNDS

The City maintains two different types of proprietary funds, enterprise funds and internal service funds. Enterprise funds are
used to report the same functions presented as business-type activities in the government-wide financial statements. The City
uses Enterprise Funds to account for its various business-type activities, such as Sewer and Water Utilities. Internal Service
funds, such as Fleet Services, Centra