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Executive Summary

The 2011 — 2012 fiscal year will continue to be a challenge for Portsmouth government as the
depth of the unfunded retirement obligations becomes better defined and the State enters the
third year of the most severe recession in memory.

Portsmouth, as many other municipalities in Rhode Island, faces substantial funding shortfalls in
its pension and post employment benefit obligations. For Portsmouth, this problem may be
moving from a serious fiscal issue to one that is in crises. Immediate action must be taken to
reduce the annual growth of the future obligation shortfalls, or an intractable problem may
quickly become unsolvable. The PCC considers the Town at considerable risk in this area.

Although there have been recent improvements in salary and benefit costs for Town employees,
expenditures still increase faster than inflation. The strong tendency of the Council and School
Committee to hire new employees must be resisted as long as the State government remains in an
unstable financial condition.

Although rising moderately, revenue to the State continues to be severely depressed. The loss of
Federal stimulus funding - which was partially integrated into the State budget and as a
consequence the Portsmouth School Department budget - will cause significant declines in next
year’s State revenue to the Town. Federal funding constitutes more than half of the State budget.
In addition, a number of the State’s cities, including Pawtucket, Providence, Woonsocket and
North Providence are nearing bankruptcy. Central Falls is already bankrupt. A financial failure
in Providence city government will likely have a significant impact upon State revenue to the
cities and towns. Two bond-rating agencies have recently lowered the city’s bond rating to two
levels above junk bond status, with a negative outlook.

The implications for the Portsmouth budget of the State’s crises in its retirement funds are not
yet clear, but it is likely to affect local revenues and expenses. The $6.8 Billion shortfall in state
pension plans announced May 11 is probably beyond the State government’s ability to resolve
without substantial restructuring of the plans. It is nearly twice the annual tax revenues collected
by Rhode Island. The $2.5 Billion State managed municipal pension plans are outside the
Town’s direct interest as municipal pensions are locally funded. The exception is the Teacher’s
pension plan, which is managed by the State and will require an additional $135.3 million in
funding for the coming year. In the past, shortfalls have resulted in State directed increases in
funding by the municipalities.

The Council should expect the FY 2011 — 2012 State budget to contain either further reductions
in State revenue to Portsmouth or an increase in local taxation authority in return for reductions
in State funding. We believe State mandated increases in local deposits into the Teachers
retirement fund are likely.
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Revenue

State Funding to Portsmouth - State revenues derived from direct taxation and fees remain at
substantially reduced levels. Although there have been recent increases in anticipated state
collections ($115 million), that trend is unlikely to be sustainable. We do not anticipate that the
Rhode Island economy will outpace the national recovery. In the coming fiscal year, most of the
Federal Stimulus (ARRA) funding will disappear. That reduction, and other difficulties, have
created a $295 million projected deficit (more recent estimates have been as high as $331
million) in the State 2011 — 2012 budget." Projected Chafee administration increases in sales
taxes are intended to reduce that deficit by approximately $100 million, although the House
Majority Leader has indicated the Governor’s proposal lacks support in the House.

On the municipal side, approximately $500,000 (2.58% of the municipal budget) in State
revenue is expected to remain in the budget and any State reduction cannot exceed that amount.
The School Department will enter the first year with reductions in revenue associated with the
new student funding formula and receives State funding of approximately $5 million. In severe
State revenue crises, much of that State funding is at risk.

Our Town’s citizens remain under considerable financial pressure. Current unemployment in
Portsmouth is approximately 10%. Thirty-two houses were foreclosed upon in calendar year
2010, and a number of other families are assumed to have been forced out of their homes short of
foreclosure. The Portsmouth Tax Collector expects to sell ten houses for non-payment of taxes
in June. Itis our very strong view that additional taxation will add to the financial stress of
our citizens.

While recent budgets have not risen significantly, State funding losses are being replaced in our
municipal budget by increases in property taxes. Property taxes have increased at the maximum
under the tax cap for the last few years. Our government, in effect, expects its citizens to replace
losses in revenue from the State, but it is doubtful that those taxes will be returned should State
revenues recover.

Unfunded Retirement Obligations

General - Past Councils have not dealt effectively with retirement obligations. The problem has
grown to the point where we believe it risks the financial stability of Town government.

The total unfunded Liabilities in both pension and retiree health care programs is now estimated
at $45 million, which is 82% of the current year’s operational budget. It is generally accepted
that when the unfunded liabilities reach 100% the problem is unsolvable without radical budget
and employee changes. It is now clear that these programs must be run with current actuarial
studies to help accurately define the Town’s exposure. The OPEB (Other Post Employment

'November Revenue and Case Load Estimating Conference quoted in Rl Revenue Department presentation of
December 17, 2010
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Benefit) plans have recently completed those studies — including actuarial studies for the first
time. The May decisions by both elected bodies to commission an actuarial study of the Town
pension program is an important decision and finally reverses what has been a policy of benign

neglect.

UNFUNDED PORTSMOUTH RETIREMENT

OBLIGATIONS
FY 2010 - 2011 Audit

Town Retirement Plan — Actuarial Study Incomplete

Actuarial Accrued Unfunded %
Departments | i pility (aaL) | Funded AAL AAL Unfunded
Municipal
and School $54,054,944 $32,779,646 $21,275,298 39.36%

Other Post-Employment Benefits (OPEB) - Health Care

Actuarial Accrued Unfunded %
Departments |\ pility (aaL) | Funded AAL AAL Unfunded
Municipal $13,248,340 $153,249 $13,095,091 98.84%
School $11,000,000 SO $11,000,000 100.00%
Total $24,248,340 $153,249 $24,095,091 99.37%
TOTALS $45,370,389

Pensions — The Town operates a combined pension program, which includes all School
Department non-certified staff (about 80 individuals) as well as all employees in the municipal
departments. As of June 30, 2009, Portsmouth had a total unfunded retirement obligation of
$19,639,078. By June 30 of 2010, the unfunded retirement obligation increased to $21,275,298.
This estimate is unreliable until the actuarial study is completed. It is widely believed by
professionals in the accounting and bond fields that large unfunded obligations in these areas are
a mark of a poorly managed municipal budget. State Revenue Director Ms. Rosemary Gallogly
was recently quoted:

Gallogly said the state looks at all the issues as a whole, but a healthy
reserve account and fully funding a community’s pension obligations
are good financial practices. — Providence Journal February 23, 2011

The growth in the shortfall occurred despite a moderate increase the investment markets of
approximately 4% during the audited period, suggesting that the annual rate of increase in the
shortfall is significant. The pension shortfall increased $1,636,220 in the last audited year. This
problem remains a critical threat to budget stability, even in the short term. This Council has
begun a study of the pension system, in concert with the School Committee and this is a
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significant development. The Council, however, must implement measures to deal with this
growing deficit in this fiscal year to avoid massive tax increases to fund shortfalls.

Health Care - Portsmouth has adopted procedures that are common in Rhode Island
municipalities. This does not mean that they are wise. The retiree health care (OPEB - other
post-employment benefit) programs for the municipal departments and for the school department
are pay as you go programs and until recently lacked investment trusts to reduce costs and level
upward spikes in benefit expenditure requirements. Cost estimates for these health care
programs have been recently updated, revealing that estimated costs were far too low in the
School Department program. The estimated unfunded obligations in that program increased
from $4.5 million to a stunning $11 million. The municipal OPEB actuarial study produced
results verifying previous estimates of Actuarial Accrued Liabilities (AAL). The current
unfunded liabilities (shortfall) are $13,248,340.

FY 10 - 11 Municipal Retiree Health Plan Costs vs. Expenditures

Department Annual Costs Covered Costs | Annual Shortfall
Town - Health $1,349,118 $645,276 ($703,842)

Recommendation: The recently initiated cost studies for pension and OPEB programs must be
presented to each of the elected bodies for a major review of the retiree health care programs.
We believe that at present, insufficient data and analysis exist to evaluate this financial problem.
We also believe that this issue is a major budget decision, yet action during the budget process
for FY 11 — 12 has been limited. The Town Council and School Committee must complete their
review of the retirement program before budgets are finalized and act.

Use of Warrants and Debt Management

The total Town debt remains manageable at approximately $25 million. Restructuring of debt
obligations by the Finance Director have been effective in limiting the cost of borrowing in a
time of low interest rates. Warrants, however, remain a problem from both the cost and legal
points of view.

The Town’s reserves also remain severely depleted at a time of need. The deposit of the 2009 —
2010 surplus in the Fund Balance restarts a past procedure, which we consider very positive.
While large deposits in the Fund Balance are probably impractical for the next two years, all
unrestricted surplus and unexpected funds should continue to be deposited in the Fund Balance
upon receipt.

Recommendation: The Council should re-establish the procedure of depositing surpluses and
unexpected revenues as a budget policy in a new ordinance.
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Warrants - The Town Administrator has recommended omitting the annual municipal warrants to
support technology and maintenance in the School Department in FY 11 — 12. We support the
use of the school maintenance funding in the municipal budget, but not the use of warrants to
fund the practice. The cost of interest on any future warrants are an unneeded expenditure and
the warrants should be included as operational costs in the annual budget.

The PCC also believes that debt obligations in excess of $50,000, without citizen approval,
are a violation of the State constitution (see Enclosure 2). Movement of the school
maintenance and technology annual costs into the operational budget would resolve these
objections.

The budget does not contain a summary of total town debt and previous year totals so that trends
are obvious to the Town’s citizens. The Council’s decision add that data is appreciated and will
aid in understanding of the Town’s budget process by our citizens.

School Department Budget

General - State education revenue will continue to decline for Portsmouth in the 2011 — 2012
fiscal year. Those reductions, plus an increase in funding of the Teacher’s retirement plan
directed by the State Retirement Board to 18% of salary, will cause this to be a difficult year.
The department was flat funded last year, an action the PCC supported in the difficult financial
circumstances, but is a factor the Council should consider in FY 11 — 12 funding.

The negotiations with the Portsmouth NEA, presently underway, are critical to the department’s
budget stability. The School Committee simply cannot agree, or be forced to agree, to any
agreement more expensive that their last offer to the union.

Once again, the School Committee’s budget request is unbalanced as submitted. This is the third
consecutive year that this has been done. The budget is $497,876 in deficit (expenditures
exceeding revenue), and the Council cannot legally adopt the budget until revenues and
expenditures match.

Revenue - The Loss of Stimulus funding, in the IDEA Federal funding and those State funding
areas into which this was inserted in the previous two years, will reduce revenue further. The
department expects State and Federal revenue losses this year to be $827,415.

The Department will shift $625,130 in Restricted revenue to the Operational budget this year to
conform to new State requirements, but this does not involve a loss of revenue.

While a budget increase of $639,834 is requested, an increase of $1,198,665 (4.25%) is
requested in the local tax levy. The School Department is replacing the shortfall in expected
State revenues with Portsmouth property taxes.
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FY 11 — 12 School Committee Budget Request

FY 10-11 FY 11-12 | Change
School Department Budget | $35,957,720 $37,296,252 | 3.72%
Town Appropriation (Taxes) | $28,203,873 $29,402,538 | 4.25%
Town Appropriation Inc. $1,198,665 | %

Restructuring of Personnel Costs — In recent years, the department has reduced teaching staff
with the decline in student enrollment. This year the process of staff reduction has ended and
salary and benefit coast will be a challenge. The cost of personnel remains too high. This year’s
labor negotiations with two of the department’s unions must produce further reductions in this
area. Otherwise, department budgets will grow faster than anticipated revenue. Salaries in the
requested budget grown by 1.12% and benefits grew by 10.52%. While the growth in salaries
remains under last year’s inflation rate of 1.5%, benefit costs remain uncontrolled. Overall cost
of personnel in the department grew by 3.76% and the percentage of the budget of these costs
increased slightly to 78.13%. Our study of these trends is in Enclosure 3.

Restructuring

The State revenue crisis is hiding the fact that we are living beyond our means. Simply put the
cost of salaries and benefits remains too high. The Council must reverse this trend. Cost
increases in the FY 11 — 12 at this point are unknown, but current year costs are expected to
continue at the present pace. That pace is substantially above inflation, which is running below
1.5%. A table of the historical manning of the municipal department is in Enclosure 4.

Salaries and Benefits — Annual Percentage Increases

2008 - 2009 2009 - 2010 2010 - 2011
Sal. & Ben. Increases 7.88% 2.41% 2.59%
Inflation .10% 2.70% 1.50%

Salaries and Benefits as a Percentage of the Municipal Budget

2007 - 2008

2008 - 2009

2009 - 2010

2010 - 2011

58.95%

60.51%

62.70%

63.35%

Any decision to end the hiring freeze is unwarranted in the current fiscal climate. Hiring for new
or replacement positions will significantly reduce financial options during the coming fiscal year.
Lacking any clear understanding of the course of State government, a conservative approach to
the primary cost sector of local government is warranted.

Summary



The Portsmouth FY 2011 — 2012 Budget

We believe that the Council’s primary obligation in this recession, and the resulting state revenue
crises, is to preserve the financial stability of Town Government, while avoiding the imposition
of additional tax burdens on the Town’s hard pressed citizens. The prudent management of
public funds in times of crisis requires strict adherence to the primary obligation of local
government: provide public services at levels the people can afford. In addition, our annual
operational budget growth is suppressing funding of retirement and reserve needs that will
eventually deliver the town into financial difficulties.
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Enclosure 1

Trends in Personnel Costs
Portsmouth Municipal Budget
Fiscal Years 2008 - 2011

Department [ 2007-2008 | 2008-2009 [ Increase [%Increase| 2009-2010 | Increase [%Increase] 2010-2011 [ Increase [%Increase)
Administration
Salaries $160,742 $167,064 $6,322 3.93% $167,064 $0 0.00% $172,623 $5,559 3.33%
Benefits $63,373 $70,555 $7,182 11.33% $70,643 $88 0.12% $71,887 $1,244 1.76%
TOTALS $224,115 $237,619 $13,504" 6.03% $237,707 $88 0.04% $244,510 $6,803 2.86%
Town Clerk
Salaries $212,269 $224,081 $11,812 5.56% $224,082 $1 0.00% $232,972 $8,890 3.97%
Benefits $139,283 $152,514 $13,231 9.50% $156,496 $3,982 2.61% $162,443 $5,947 3.80%
TOTALS $351,552 $376,595 $25,043" 7.12% $380,578 $3,983" 1.06% $395,415 $14,837 3.90%
Canvassing
Salaries $49,827 $58,940 $9,113 18.29% $51,640 -$7,300 -12.39% $54,771 $3,131 6.06%
Benefits $33,681 $36,261 $2,580 7.66% $36,767 $506 1.40% $38,021 $1,254 3.41%
TOTALS $83,508 $95,201 $11,693 I 14.00% $88,407 -$6,794 -7.14% $92,792 $4,385 4.96%
Finance & Personnel
Salaries $279,749 $296,121 $16,372 5.85% $305,795 $9,674 3.27% $314,382 $8,587 2.81%
Benefits $150,759 $166,206 $15,447 10.25% $169,764 $3,558 2.14% $173,188 $3,424 2.02%
TOTALS $430,508 $462,327 $31,819" 7.39% $475,559 $13,2327 2.86% $487,570 $12,011 2.53%
Tax Assessment
Salaries $255,788 $261,909 $6,121 2.39% $265,492 $3,583 1.37% $278,748 $13,256 4.99%
Benefits $143,311 $154,832 $11,521 8.04% $157,499 $2,667 1.72% $159,768 $2,269 1.44%
TOTALS $399,099 $416,741 $17,642" 4.42% $422,991 $6,250 1.50% $438,516 $15,525 3.67%
Town Planner
Salaries $84,368 $84,003 -$365 -0.43% $82,759 -$1,244 -1.48% $87,340 $4,581 5.54%
Benefits $37,708 $40,150 $2,442 6.48% $41,598 $1,448 3.61% $43,330 $1,732 4.16%
TOTALS $122,076 $124,153 $2,0777 1.70% $124,357 $204" 0.16% $130,670 $6,313 5.08%
Police
Salaries $2,223,414 $2,297,342 $73,928 3.32% $2,271,985 -$25,357 -1.10%  $2,311,407 $39,422 1.74%
Benefits $1,174,166 $1,353,385 $179,219 15.26%  $1,398,403 $45,018 3.33%  $1,472,095 $73,692 5.27%
Harbormaster
Salaries $13,932 $24,418 $10,486 75.27% $34,540 $10,122 41.45% $36,540 $2,000 5.79%
Benefits $1,196 $1,714 $518 43.31% $2,642 $928 54.14% $2,795 $153 5.79%

Animal Control

Salaries $49,474 $53,741 $4,267 8.62% $51,636 -$2,105 -3.92% $54,671 $3,035 5.88%
Benefits $36,971 $39,713 $2,742 7.42% $40,907 $1,194 3.01% $42,543 $1,636 4.00%
Prudence Is.
Salaries $42,158 $49,907 $7,749 18.38% $59,829 $9,922 19.88% $60,654 $825 1.38%
Benefits $34,276 $38,251 $3,975 11.60% $38,692 $441 1.15% $39,928 $1,236 3.19%
TOTALS  $3,575,587 $3,858,471 $282,884 7.91%  $3,898,634 $40,163 1.04%  $4,020,633  $121,999 3.13%
Fire
Salaries $2,152,618 $2,273,489 $120,871 5.62% $2,425,993  $152,504 6.71%  $2,361,771 -$64,222 -2.65%
Benefits $1,130,058 $1,307,508 $177,450 15.70%  $1,413,001  $105,493 8.07%  $1,496,237 $83,236 5.89%
TOTALS  $3,282,676 $3,580,997 $298,321 9.09% $3,838,994  $257,997 7.20%  $3,858,008 $19,014 0.50%
Public Works
Salaries $898,124 $988,359 $90,235 10.05% $967,954 -$20,405 -2.06%  $1,007,454 $39,500 4.08%
Benefits $468,142 $504,109 $35,967 7.68% $540,905 $36,796 7.30% $589,924 $49,019 9.06%
TOTALS $1,366,266 $1,492,468 $126,202 9.24%  $1,508,859 $16,391 1.10% $1,597,378 $88,519 5.87%
Building Inspection
Salaries $239,028 $233,245 -$5,783 -2.42% $181,527 -$51,718  -22.17% $182,091 $564 0.31%
Benefits $145,415 $147,529 $2,114 1.45% $133,534 -$13,995 -9.49% $136,050 $2,516 1.88%
TOTALS $384,443 $380,774 -$3,669 -0.95% $315,061 -$65,713  -17.26% $318,141 $3,080 0.98%
Municipal Dept. TOTALS  $10,219,830  $11,025,346 $805,516 7.88% $11,291,147  $265,801 2.41% $11,583,633  $292,486 2.59%
Employee Benefits
Retires Health & Dental $404,213 $462,590 $58,377 14.44% $500,185 $37,595 8.13% $642,279 $142,094 28.41%
Insurance Fund Pol & F $5,720 $15,000 $9,280 162.24% $15,000 $0 0.00% $15,000 $0 0.00%
Life Insurance $34,703 $41,837 $7,134 20.56% $41,837 $0 0.00% $48,949 $7,112 17.00%
Professional Recertif. $0 $750 $750 0.00% $0 -$750 -100.00% $0 $0 0.00%
Professional Swvc. & Ed. $4,150 $10,000 $5,850 140.96% $10,000 $0 0.00% $10,000 $0 0.00%
Retirement Contg. Fund $151,470 $100,000 -$51,470 -33.98% $100,000 $0 0.00% $100,000 $0 0.00%
Vaccines & Immun. $285 $500 $215 75.44% $500 $0 0.00% $500 $0 0.00%
Vison Care Fund $3,798 $4,000 $202 5.32% $4,000 $0 0.00% $4,000 $0 0.00%
Workers Compensation $117,948 $117,420 -$528 -0.45% $97,379 -$20,041 -17.07% $113,737 $16,358 16.80%
TOTALS $722,287 $752,097 $29,810 4.13% $768,901 $16,804 2.23% $934,465 $165,564 21.53%
Totals $10,942,117  $11,777,443 $835,326 7.63% $12,060,048  $282,605 2.40% $12,518,098  $458,050 3.80%
Sal. & Ben. % of Total Budget 58.95% 60.51% 62.70% 63.35%
Increase %in Total Budget $18,562,595  $19,462,364 $899,769 4.85% $19,233,664  -$228,700 -1.18% $19,760,285  $526,621 2.74%

Prepared by PCC
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Enclosure 2

Rhode Island State Constitution’s Provisions on Debt

Section 16 “Limitation on state spending” of Article IX “Of the Executive Power” prohibits
deficit spending at the state level. According to the principle of derivative powers, this
prohibition also applies to municipalities who derive their power from state government.

Section 16 “Borrowing power of general assembly” of Article VI “Of the Legislative Power” of
the state constitution also prohibits the state from incurring debts greater than fifty thousand
dollars “without the express consent of the people.” Here again, it is clear that this restriction
applies to local governmental bodies whose powers are derived from those of state government.

Prohibition on Deficit Spending in the Rhode Island Constitution Section 1 of Article VI of the
state constitution also provides that “This Constitution shall be the supreme law of the state, and
any law inconsistent therewith shall be void. The general assembly shall pass all laws necessary
to carry this Constitution into effect.”

ARTICLE VI
OF THE LEGISLATIVE POWER

Section 16. Borrowing power of general assembly. -- The general assembly shall have no
powers, without the express consent of the people, to incur state debts to an amount exceeding
fifty thousand dollars, except in time of war, or in case of insurrection or invasion; nor shall it in
any case, without such consent, pledge the faith of the state for the payment of the obligations of
others. This section shall not be construed to refer to any money that may be deposited with the
state by the government of the United States.
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Enclosure 4

Town of Portsmouth - Municipal Employees

‘ Year ‘ Police ‘ Fire ‘ Public Works ‘ Other | Totals
2000 30 30 16 23 99
2001 30 31 16 23 100
2002 30 35 16 22 103
2003 29 34 16 23 102
2004 30 31 15 24 100
2005 30 34 16 24 104
2006 31 35 17 24 107
2007 32 35 18 24 109
2008 31 35 18 24 108
2009 34 36 17 23 110
2010 32 33 16 23 104

Source: Town of Portsmouth
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