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COUNCIL City Auditor
SUBJECT: San Jose Repertory Theatre Short- DATE: October 5, 2006

Term And Long-Term Financial

Needs

Summary

In a September 18, 2006 report, the City Auditor’s Office stated that a $1 million City
loan in and of itself will not be sufficient to remedy the San Jose Repertory Theatre’s
(SJRT) financial needs. Upon further review of the SJRT’s projected cash flow for
2006-07", we now believe that the original $1 million City loan proposal is not sufficient
to provide the SJRT with either short-term or long-term financial stability. In our
opinion, the SJIRT needs an additional cash infusion of at least $1.4 million to address its
monthly cash on hand needs during 2006-07 and to provide about $770,000 for an
operating cash reserve for 2007-08. We should note that the SJIRT has not prepared a
budget or projected cash flows for 2007-08. However, according to the SIRT Interim
Managing Director, even if the City loans the SJRT $1.4 million in 2006-07, he expects
that the SJRT will still require an additional $200,000 to $500,000 supplemental cash
infusion in 2007-08. According to SJRT officials, if the SJRT does not receive financial
assistance within a week of the October 17, 2006 City Council meeting, the SJRT will
have to cancel some, if not all, of its 2006-07 season productions. The SJRT faces
significant challenges to overcome its fiscal situation and operate as a going concern.
SJRT officials must address discrepancies in its financial reporting, improve upon its in-
house financial management capacity, undertake a major business reorganization, and
adapt to a more challenging fundraising environment. We should also note that in spite
of its prior attempts to make “substantial operational changes” the SJIRT has required a
supplemental cash infusion of $1 million to $2 million every one to two years.

Background

On September 19, 2006, the City presented two reports on the SJRT: a report from the
City Manager on $1 million loan options and a report from the City Auditor on a
Financial Assessment of the SJRT. The City Manager and City Auditor were requested
to respond to additional questions concerning the total amount of funds necessary to
sustain the SJRT, the impact of the various loan options on the SJRT’s sustainability,

! The SJRT’s fiscal year is from September 1 to August 31.
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implications of possible alliances with other non-profit organizations, and the
establishment of criteria for assessing non-profit organizations. The City Council also
had specific questions about bankruptcy and reorganization, which were referred to the
City Attorney for response. The City Manager’s Office and the City Auditor’s Office
agreed that the City Auditor’s Office should address the following question:

e How much money does the SIRT need to be sustainable in the short-term and
long-term?

Additionally, we have included a matrix showing the SJRT’s response to pertinent
portions of the City Auditor’s September 18, 2006 Financial Assessment of the SJRT and
additional City Auditor comments or responses.

Scope And Methodology

We reviewed various SJIRT financial documents, including the 2006-07 revised budget,
draft 2006-07 cash flow projections, draft 2006-07 balance sheet, draft 2006-07 statement
of accounts, and draft 2006-07 budget summary. We also met with the SIRT’s Interim
Managing Director and Controller.

We should note that some of the financial documents the SJRT provided us contained
conflicting and/or contradictory information. The SJRT’s budget and cash flow
projections frequently changed and there were wide informational disparities between
different financial reports. While we conducted limited testing on the SJRT’s projected
budget and cash flow projections, we cannot attest to the accuracy of the information the
SIRT provided to us and which forms the basis for our conclusions in this report.

How Much Money Does The SJRT Need To Be Sustainable In The Short-Term And
Long-Term?

The original $1 million City loan proposal is not sufficient to provide the SJRT with even
short-term financial sustainability. The SJIRT lacks sufficient resources to pay its
monthly expenses. Additionally, the SIRT carries significant debt and projects an
operating deficit of $454,842 in 2006-07. Based upon our analysis of the SIRT’s
2006-07 budget, projected cash flow, and short- and long-term liabilities, in our opinion
the SJRT will require a minimum of $1.4 million loan from the City or some other source
merely to address its month-end cash balance needs in 2006-07. Any additional
supplemental cash needs in 2007-08 will largely depend upon the SJRT’s ability to stay
within its budget, undertake and successfully implement a business reorganization, and
develop a realistic plan to pay off its short- and long-term liabilities. A $1.4 million loan
from the City in 2006-07 would allow the SJRT to address the following needs:
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e A projected negative cash on hand of $1,375,056 as of March 1, 2007;
e $243,000 to address about half of its outstanding Accounts Payable; and
e $770,000 as an operating cash reserve for 2007-08.

The SJRT projects that its 2006-07 payroll will be about the same as its 2005-06 payroll,
and expects to increase funding for accounts payable by about $180,000. The SIRT also
expects to pay $292,310 for royalties for 2006-07 productions. In addition, the SJIRT
must pay $106,217 for royalties for 2005-06 productions. The SJRT anticipates paying
only interest on its $841,524 line of credit with Comerica Bank in 2006-07.

Based on the SJRT’s 2004-05 audited financial statements, the SJRT had about $2
million in long-term obligations, which included:

o A $841,524 line of credit with Comerica Bank;
e A $150,000 loan from the Community Foundation of Silicon Valley?; and
e $1,000,000 to replenish the STRT’s operating cash reserve’.

The SJRT needs to plan and create opportunities for repaying these obligations and any
loan from the City. For example, the SJRT could request its donors to unrestrict
endowment funds the SJRT used to collateralize its $841,524 line of credit. This would
allow the SJRT to use those funds to pay off its line of credit. This would save the SJRT
about $60,000 annually in interest and relieve it of a substantial debt.

Projected 2006-07 Cash Flow Reveals Severe Cash Shortages

Our projected 2006-07 cash flow for the SJRT reveals that for ten months between
November 1, 2006 and August 1, 2007, the SJRT will have severe negative cash flows.
As shown below, by November 1, 2006, the SJRT is expected to have a negative
$474,236 in cash on hand and by March 1, 2007, the SJRT is projected to have a negative
$1,375,056 cash on hand.

? Under its agreement with the Community Foundation, the SJRT is not required to repay the loan until it is
able to do so.

? During its Critical Moment Campaign in 2003-04, the SIRT raised about $1 million which was to be put
in a permanent cash reserve. However, the SIRT spent the entire $1 million on operating expenses and
debt reduction. In essence, the SIRT borrowed the $1 million from itself. Therefore, the SIRT is obligated
to pay $1 million back into a cash reserve account, per the requirements of the Critical Moment Campaign.
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City Auditor 2006-07 Projected Beginning Of The Month Cash On Hand*
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We should note that, the SJRT expects to receive $1,881,032 in Contributed Revenue in
2006-07. However, in our opinion, a more realistic Contributed Revenue expectation for
2006-07 is $1,581,032, based upon the SJRT’s experience in 2005-06. Therefore, we
assumed $1,581,032 in Contributed Revenue for our monthly cash on hand projections
shown above.

According to the SJRT’s Interim Managing Director, if the SJRT does not receive
immediate financial assistance within a week of the October 17, 2006 City Council
meeting, the SJRT will have to cancel at least one production, if not the entire 2006-07
production season.

$1.4 Million In Interim Funding Needed To Develop A “Turn Around Plan”

On September 26, 2006, the City Attorney issued its bankruptcy counsel’s informational
memorandum to the City Council, discussing the pros and cons of the SJRT filing a
petition for bankruptcy prior to a loan of City funds. The bankruptcy counsel reported,
“The City could provide interim funding in a more modest amount for the identified

* See Attachment 1 for the City Auditor’s projected SJRT monthly revenues and expenses for 2006-07.
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purpose of assisting the SJRT in determining whether or not it has or could develop in the
near future a financial turn around plan before the City commits more significant
resources to the Rep.”

The Administration reports that the SJRT needs at least 12 months to develop a new
business model and another 12 months to implement and test the new plan. As we noted
above, we estimate that the SJRT will need a minimum of $1.4 million to fund its cash
flow needs for 2006-07.

The SJRT Estimates That It Will Need An Additional $200,000 to $500,000
Supplemental Cash Infusion In 2007-08

The SJRT has not prepared a budget or cash flow projection for 2007-08. However,
according to the SJRT’s Interim Managing Director, even if the City loans the SJRT $1.4
million in 2006-07 it will still need an additional $200,000 to $500,000 supplemental
cash infusion in 2007-08.

Current Financial Actions Mirror Past Financial Experiences

The SJRT’s current financial situation is strikingly similar to its situation in 2003-04,
when the SJRT received more than $2 million in cash infusions from Board members and
contributors but failed to follow through on a financial restructuring plan. According to
the SJRT’s Critical Moment Re-capitalization and Financial Restructuring Plan

“this [Critical Moment campaign and re-structuring] is not a
‘band-aid’ solution. (...) The Critical Moment campaign is
designed to relieve the REP’s immediate financial stresses as well
as to build the financial foundation for the REP’s long-term future.
When executed, this plan will stabilize the REP’s balance sheet
and provide working capital to support the cash flow cycle of
ongoing operations. The stabilized balance sheet will allow the
REP to establish operations at a conservative budget level of $6
million and to continue to build its audience and funder basis into
the future. In addition, substantial operational changes will
safeguard against a repeat of the current predicament and allow
the company to focus on strengthening its presence as one of the
Bay Area’s pre-eminent arts organizations.” (Emphasis added)

We should note that, contrary to the above assurances, the SJIRT did not make any

“substantial operational changes.” According to the SJRT’s Interim Managing Director,
he did not know why the SJIRT was not able to follow its own 2004 restructuring and re-
capitalization plan. However, he also said that the current staff, management, and Board
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are committed to the STIRT’s new plan and he was confident that the SIRT would follow
through with its plan if it received a City loan. We should also note that since

2001-02, the SJIRT has required a supplemental cash infusion of about $1 million to

$2 million every one to two years.

0614M
GS:lg

Les White
Kay Winer
Rick Doyle

Gerald A. Silva
City Auditor

Karin Murabito Mignon Gibson
Scott Johnson Lawrence Thoo
Stanley Arend Nick Nichols
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