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DATE:

May 27, 2008
TO:

First 5 Solano Children and Families Commission

CC:

Christina Arrostuto, Executive Director

FROM:
Norma Thigpen, Internal Systems Committee Chair
SUBJ: 
Internal Systems Committee Recommendations for June 2008

The Internal Systems Committee recommends the following motions to the Commission from its May 2, 2008 meeting:
Agenda Item V-B1:  Long-Term Financial Plan Projection Methodology Revision
Motion:  Consider approval of a revision to the projection methodology for the First 5 Solano Long-Term Financial Plan as follows:  A) revise annual tobacco tax revenue projection from an annual 4.5% to 3% decline; B) revise annual interest income projection from 2% to 3.25%; and C) revised annual net program investment projection by adding an additional assumption of 5% in unspent program investment funds (revenue)

I.
Summary
The review and update of the Long-Term Financial Plan (LTFP) projection methodology covers three components of the Plan. All three factors are significant in and of themselves. Moreover, they are interdependent in complex ways that must be taken into account in recommending revisions.  These components are outlined below.
A.
Tobacco Tax Revenues:  First 5 California’s (F5CA) methodology for projecting tobacco tax revenues, based in part on assumptions about the rate of decline in smoking and use of tobacco products overall, was utilized in Solano’s original LTFP model.  This estimate, which did not take into account then-unforeseen circumstances such as the impact of increased enforcement of tobacco tax collection, has proven to be less accurate than expected.  Staff recommend this projection be revised from an annual projected rate of decline of 4.5% to 3%.
B.
Interest Income:  Projections of interested rates in the LTFP were set in 2004.  Since that time, interest rates have significantly increased.  In addition, the impact of A) and C) in this analysis have resulted in larger-than-anticipated amounts available on which interest has accrued (in the Commission’s reserves and fund balance). Staff recommend that the interest rate projection be increased from 2% annually to 3.25%. 
C.
Local Program Investment: The original LTFP model assumed the First 5 Solano grant budget would be fully expended each year.  Past years’ actual annual grant budget expenditures have been in the 85-90% range, resulting in unanticipated additional funds accumulating in the LTFP for future deployment.  Grant budget expenditures have (and are expected to continue to) increase annually, as the Commission has evolved beyond the era of multiple “start-up” projects and contracting and budgeting methods have become progressively more precise.  That said, the 100% utilization assumption should be brought into closer alignment with future estimates of grant budget expenditures by adding an additional assumption to the LTFP that 5% of the annual program investment budget be reallocated annually as revenue in the Long-Term Financial Plan.   
II.
Background/Analysis
At its April 2008 meeting, the First 5 Solano Commission approved a timeline and process for updating the First 5 Solano Long-Term Financial Plan (LTFP).  This timeline provided for a review of the current projection methodology and recommendations for future projection methodology to be considered at the May 2008 Internal Systems Committee meeting, and brought forward to the full Commission for its review and consideration in June 2008.  To that end, this report and analysis is offered for Internal Systems Committee review and recommendation.  

The Long-Term Financial Plan projection methodology primarily consists of 3 factors:  A) Tobacco tax revenue; B) Interest income; and C) Program investment utilization.  The update to the projection methodology outlined below includes several adjustments to more accurately project funds in these categories.  Each component is analyzed below, with recommendations for updating the LTFP.

In the original LTFP model, the Commission would fund programs and operations through FY2015/16, by fully utilizing both its fund balance and reserves.  After that fiscal year, the Commission would have only those revenues that came in each year in which to provide funding for both programs and operations.  
Without any changes to the Long-Term Financial Plan, the combined impacts of the components listed above have extended the life of the LTFP to fully funding existing levels of programs and operations through FY2018/19.  It is also reasonable to assume that the fully-funded term LTFP will continue, should the Commission keep the current projection methodology unchanged.  

Staff recommend that the proposed changes in projection methodology be made to preserve the integrity of the Long-Term Financial Plan.  Any decisions for deploying the funds freed up through this process can and should be treated separately.
A. Tobacco Tax Revenue Methodology
Staff recommend that the current annual rate of decline of tobacco tax revenues be revised from 4.5% to 3%. When Proposition 10 passed and First 5 Commissions were established, First 5 California developed a model to estimate disbursements of tax revenues for each county commission.  This model was based on assumptions for birth rates and rates at which smoking and use of tobacco products (and therefore, revenues) was expected to decline.

In particular, there was a significant projected decrease from year one to year two, based on the assumption that there would be an immediate, significant drop in the use of tobacco products when the tax was implemented.  After this initial drop, the rate of decline was assumed to become more gradual, and was projected at an annual rate of approximately 4.5%.  The table below represents First 5 California’s projections.
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Multiple factors have contributed to the variations between the projected and actual tobacco tax revenues statewide.  First, the immediate, significant drop in rates of smoking and use of tobacco products did not materialize.  Second, in subsequent years (less significantly but still impactful), the projected rate of decline was higher (4.5%) than the actual rate of decline.  Third, the unanticipated success of increased enforcement of tax collection resulted in multiple years where an increased amount of tax revenue was received even as the actual amounts of the tax base has declined.

The tobacco tax revenue projections provided by the F5CA model versus the actual share of revenue received by Solano County for the years included in the LTFP are as follows:
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The difference/variance ranges from 3% in FY2003/04, to 10% in FY2004/05 (when tax enforcement increased).  The result is that for the first four years of the LTFP, $1.277 million more was generated than expected.

	 Proposition 10 Revenue 


	Year
	Projection
	Actual
	Variance

	2003/04
	   5,095,923 
	   5,249,590 
	    153,667 

	2004/05
	   4,841,170 
	   5,328,218 
	    487,048 

	2005/06
	   4,683,207 
	   5,077,603 
	    394,396 

	2006/07
	   4,527,480 
	   4,769,719 
	    242,239 

	 Totals
	 19,147,780 
	 20,425,130 
	 1,277,350 


Across the state, county commissions have employed a variety of variations on the methodology for projecting anticipated tobacco tax revenue.  The most common method (and the one used by Solano for FY2008/09) is to project a steady annual decrease in revenues, usually between 2% and 3%
. 
For Solano (as for all counties) there is no consistent tobacco tax revenue pattern from year-to-year.  When calculating the average annual decrease, the percentage varies depending on the time period in which the average is calculated.  Averages can be skewed by unanticipated factors, such as when in one particular year the Board of Equalization assessed a much higher amount for the “backfill” from Prop 10 to Prop 99.  The table below represents Solano’s share of tobacco tax revenue annually, and the year-to-year change.    

	Year
	Tax Revenue
	Annual Change
	% change

	99/00
	      5,710,080 
	 
	 

	00/01
	      5,313,614 
	      -  396,466 
	-7%

	01/02
	      5,212,844 
	     -  100,770 
	-2%

	02/03
	      5,250,656 
	      +   37,812
	1%

	03/04
	      5,249,590 
	       -     1,066 
	0%

	04/05
	      5,328,218 
	       +   78,628
	1%

	05/06
	      5,077,603 
	      -  250,615 
	-5%

	06/07
	      4,769,719 
	      -  307,884 
	-6%


Solano’s average annual decrease is between 2.3% and 3% based on actual past-year averages
.  Staff recommends that the LTFP methodology for tobacco tax revenue projection be revised from the current 4.5% annual decrease to an annual 3% decrease (conservative but more in line with actual past-year averages), and direct staff to revise this projection as appropriate and necessary if and/or when First 5 California revises their statewide model.

B.  Interest Income 
Staff recommend that the current projection of 2% annual interest be revised to 3.25%.  The original LTFP model assumed that, to guarantee an annual sustainable level of grant funding through FY2015/16, the Commission’s fund balance would need to be accessed as of FY2004/05, and the Commission’s reserves would need to be accessed as of FY2011/12.  In fact, due to other factors that are covered in this analysis as well as in this section, that fund balance is still intact.  There is therefore more funding available on which to accrue interest than originally projected in the LTFP model. This has significantly increased the amount of interest income that has flowed to the Plan.  
Moreover, the rates earned on the Commission’s fund balance (about 4.5%) have proven to be higher than originally anticipated (2%)
.  The table below shows the differences in the interest received for the first four years of the LTFP:

	Interest Revenue

	Year
	Projection
	$ Actual
	$ Variance

	2003/04
	    356,500 
	    371,852 
	  +    15,352 

	2004/05
	    371,900 
	    462,425 
	 +     90,525 

	2005/06
	    315,500 
	    678,928 
	+    363,428 

	2006/07
	    291,500 
	    934,555 
	+    643,055 

	 Totals
	$ 1,335,400 
	$ 2,447,760 
	+ $ 1,112,360 


The increased interest rate, combined with the higher-than-expected fund balance on which to generate interest, has resulted in $1.11 million more than anticipated in interest income for the first four years of the LTFP.  
Staff consulted with the Solano County Treasurer’s Office in preparing this analysis and recommendation.  Treasurer’s Office staff report that the current return on investment of 4.5% is not expected to continue.  Currently, the Treasurer’s Office is apportioning a 3.922% yield, and the fund yield has been dropping with the decline in market rates.  The expectation is that this will continue for at least another 6 – 12 months.  The Treasurer’s Office recommends that an annual projection of 3.0% - 3.25% would be more reliable going forward.

Therefore, staff recommend that the LTFP methodology for interest revenue projection be revised from 2% annually to 3.25% annually, and that the Commission direct staff to reassess and adjust this projection annually as appropriate in consultation with the County Treasurer’s office.

C.
Program Investment
Staff recommend that an additional assumption be added to the LTFP that reallocates 5% of the annual program investment budget to the Long-Term Financial Plan as revenue.  The LTFP model is currently structured to estimate that 100% of the Commission’s annual grant budget will be expended.  This has not proven to be the case.  Historically, actual grant spending has been between 85-90% of the total grant budget.  This lower-than-projected utilization rate has resulted in larger amounts accumulating in the Commission’s fund balance in the LTFP.  The table below shows program investment spending for the first four years of the LTFP:
	program investment Spending  

	Year
	Projection
	Actual
	Variance
	% Difference

	2003/04
	   4,585,400 
	   3,799,533 
	    - 785,867
	- 17%

	2004/05
	   6,612,600 
	   4,759,214 
	  - 1,853,386
	- 28%

	2005/06

	   5,000,000 
	   3,522,268 
	  - 1,477,732
	- 30%

	2006/07
	   3,900,000 
	   3,943,309 
	   +  43,309

	-1%

	 Totals
	 20,098,000 
	 16,024,323 
	   - 4,073,677
	- 20%


The significant differences in program investment spending are due to utilization of the LTFP projected amounts (which included amounts that had not been contracted) versus a “working budget” (amounts that had been budgeted). The result is that for the first four years of the LTFP, $4.1 million more was unspent than anticipated. These unexpended funds accumulated in the First 5 fund balance (accruing additional interest as noted in Section B), theoretically to be utilized in future years.
Past-year rates of grant spending cannot in and of themselves reliably predict future grant spending rates, as the Commission went through several years to transition to implement the LTFP and the sustainable funding level (which was reached in FY2006/07).  The Commission’s program investments in its first few years were heavily weighted toward “start-up” projects and shorter-term, multiple investments. In future years, actual grant spending is projected to be much closer to budgeted amounts. Given these factors, and the upward trend of grant spending, it is reasonable to assume that grant spending can be projected at the 90-95% level.

To account for the projected variance in actual grant spending, staff propose that an additional assumption be added to the LTFP.  This assumption is that 5% of the annual program investment budget will be reallocated to the Commission’s fund balance as revenue in the LTFP.  
Note that the strategy for modeling 100% program investment with 5% returned to the commission is multi-faceted.  By projecting 100% of the program investment as an expenditure, the LTFP model will align with the annual budget.  Additionally, should the projection of unspent funds need to be adjusted (upward or downward) based on spending, this could be accomplished by impacting the revenue section of the model only rather than impacting both revenue & expenditures.  Lastly, the amount of program investment would be easily identifiable in the LTFP, ensuring transparency and clarity in the Commission’s process.
III.
Next Steps
Once the LTFP projection methodology is revised, staff will use the updated model to develop an analysis of “spend/save” options, including an outline of the proportions, amounts and implications of various options, for the July 2008 Internal Systems Committee meeting and the August 2008 Commission meeting.






� This projection varies somewhat by county depending on local factors.  Generally, the 2% projection is used by smaller counties, which rely more heavily on their annual tax revenue allocation for development of their annual budget.





� 7-Year Average - 00/01-06/07 = 2.5%; 4-Year Average - 03/04-06/07 = 2.3%; 3-Year Average - 04/05-06/07 = 3.0%.


� First 5 Solano funds are invested in the Solano County Investment Pool.  Several studies over the years have documented that the County Investment Pool was the best vehicle for investment of First 5 Solano funds, based on factors of both risk and return.  The percentage yield from the County Investment Pool, originally projected at 2%, has increased to 4.5% annually.


� This year is skewed by the fact that the Commission began accounting for state match funds separately from the County Commission investment in FY05/06.  Therefore, both the budget and actual figures do not include the state match funds.


� This is a negative amount due to contracts budgeted in 05/06 but reallocated and spent in 06/07, such as EPSDT and CARES.
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