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COUNCIL CONTINUE TO SUBSIDIZE TEAM SAN JOSE’S INCREASING LOSSES?

REASON FOR REPLACEMENT

This Replacement Memorandum updates the City Council and Civil Grand Jury on recent events
regarding Team San Jose and updates some City responses based on feedback from the City
Council and information in the City Auditor’s expanded Annual Performance Measure Audit and
the City’s external auditor’s [Macias Gini & O’Connell, LLP (MGO)] Agreed Upon Procedures
Audit.

RECOMMENDATION

1. Accept the staff response to the Civil Grand Jury Report: "Should the City Council
Continue to Subsidize Team San Jose’s Increasing Losses?"

2. Direct staff to forward results of City’s caused audits of Team San Jose to the Santa Clara
County Civil Grand Jury when they are completed.

OUTCOME

Compliance with the legal requirements to respond to the Santa Clara County Civil Grand Jury.

BACKGROUND

On June 7, 2010, the 2009-2010 Civil Grand Jury ("Grand Jury") released a report entitled
"Should the City Council Continue to Subsidize Team San Jose’s Increasing Losses?’’1 The

1 After review, City staff noted several inaccuracies with the report that could have lead to confusion. As a result the

Administration issued an Informational Memorandum on June 8, 2010 (Attachment 1).
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Grand Jury investigated Team San Jose, Inc ("TSJ") operating losses and made a finding that
TSJ’s $20.2 million operating losses from fiscal year 2005 through fiscal year 2009 was more
than double the $9.8 million that the City had "agreed to subsidize," and that TSJ’s losses are
growing at an increasing pace. The Grand Jury report stated their investigation was initiated
after the San Jose City Council renewed TSJ’s contract in 2009 and also stated that the city
rewarded TSJ with more advantageous terms than in the prior contract despite the operating
losses.

In 2003, the City issued a request for proposal to find a new operator for Facilities. At that time,
the Convention Arts and Entertainment Department (CAE) operated the Facilities. In 2004, San
Jose awarded TSJ a five-year contract to manage and operate the Facilities. TSJ is a private,
nonprofit corporation that was formed in December 2003 specifically to respond to the City’s
request for proposal to find a new operator for the Facilities.

In June 2007, the Civil Grand Jury released a report entitled "City Fails to Hold Team San Jose
Accountable." The 2006-2007 Grand Jury investigated TSJ’s management and operation of the
Facilities and made a finding that the contracting process that selected TSJ to manage the
Facilities was flawed and that the City failed to hold TSJ accountable for failing to achieve the
performance targets. The Grand Jury recommended that the City find another operator for the
Facilities when the contract expired in 2009. In September 2007 the Council accepted staffs
responses to the Civil Grand Jury and did not accept the Civil Grand Jury’s recommendation that
the City issue a new RFP for management of the of the convention center and cultural facilities
when the initial five year term concludes on June 30, 2009 to December 2009.

On December 17, 2007, the City Council declined to follow the recommendation and instead
directed the City Manager to negotiate a new agreement with TSJ to manage the Facilities for a
five-year term beginning July 1, 2009, and continu~ing through June 30, 2014.

On July 9, 2010, the City’s Chief Development Officer and Director of Finance were notified by
Team San Jose (TSJ) that they would be terminating their Chief Financial Officer (CFO). TSJ
indicated that TSJ management would not be conducting recruitment, but would immediately
replace the CFO.

In July 2010, the City became aware that TSJ exceeded the Council adopted appropriation
approved by Council on June 23, 2010. The City notified TSJ management of the overage on
August 2, 2010 and asked TSJ to provide additional details on the overage. The City identified
that Fund 536 would need to be adjusted to reflect this overage.

Section 10.6 of the Agreement requires Team San Jose to comply with the Adopted Operating
Budget. On August 18, 2010, the City sent TSJ a Notice of Default for violation of Section 10.6
together with an immediate corrective action plan. The corrective action plan included:

Immediately restructuring TSJ’s account access to the City’s Convention Facilities Bank
Account.
The City causing audits of the Receipts and Operating Accounts and Agreed Upon
Procedures Audit to be conducted.



HONORABLE MAYOR AND CITY COUNCIL
November 24, 2010
Subject: 2009-2010 Civil Grand Jury Report: Team San Jose
Page 3

Since that time the City Auditor and the City’s External Auditor, Macias Gini & O’ Connell, LLP
(MGO) under direction from the City’s Director of Finance have completed separate audits as
noted above. The City Auditor’s Office conducted its annual performance audit of Team San
Jose. The annual audit calls for the City Auditor to determine that TSJ has met its performance
measures, such as Gross Operating Profit, Return on Investment, and Customer Satisfaction.
This year the City Auditor expanded the scope of the annual performance audit to address
concerns that TSJ recently violated one of the terms of their agreement with the City, which is
not to incur expenses beyond their adopted budget. Also, this year’s audit addressed other
concerns that were identified by the City Council, including the recent declines in TSJ’s
operating revenues which may pose a threat to the City’s Transient Occupant Tax (TOT) and to
the General Fund, as well as the recent loss of long term contracts to competing convention
centers.

In addition to the City Auditor’s expanded scope of the performance audit, the Director of
Finance engaged the services of Macias, Gini and O’Connell, the City’s external auditor, to
perform an agreed-upon procedures audit of the operations at the convention and cultural
facilities. This engagement assisted the City in evaluating TSJ’s financial management of the
City’s convention center and cultural facilities in accordance with the interim corrective action
plan to the Notice of Default that the City served TSJ. The scope of this audit included testing of
an expanded number of transactions of operating revenues and expenses, including an evaluation
of the legitimacy of the expenses in accordance with the Management Agreement between the
City and TSJ and TSJ’s Approved Budget for fiscal year ending June 30, 2010. In addition, the
audit reviewed TSJ’s internal controls and procedures related to revenues, expenses,
disbursements, and budgetary management.

ANALYSIS

California Penal Code Section 933c requires that a governing body of the public agency which
has been subject to a Grand Jury final report shall respond within 90 days to the Presiding Judge
of the Superior Court on the findings and recommendations pertaining to matters under control
of the governing body. California Penal Code Section 933.05 provides that the responding public
agency must state one of the following in response to the Grand Jury findings:

¯ It agrees with the finding.
¯ It disagrees partially with the finding and provides explanation.
¯ It disagrees wholly with the finding and provides explanation.

In addition, for each Grand Jury recommendation, the City is required to report one of the
following actions:

¯ Recommendation has been implemented, with a summary regarding the implemented
action.

¯ Recommendation has not yet been implemented, but will be implemented in the future,
with an implementation timeframe.

¯ Recommendation requires further analysis~ with an explanation and the scope of the
parameters of an analysis or study, and a timeframe for the matter to be prepared for
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discussion, which shall not exceed six months from the date of publication of the Grand
Jury report.
Recommendation will not be implemented because it is not warranted or is not
reasonable, with an explanation.

The Grand Jury Report is primarily concerned about three issues:

1. TSJ’s escalating net operating losses, during a year in which the City had to balance a
$116 million General Fund budget deficit, could force it to slash services to residents and
eliminate hundreds of jobs;

2. the selection of performance measures in the new contract that do not seek to
aggressively reduce TSJ’s operating losses; and

3. the funding for TSJ’s operation which relies heavily on City subsidies rather than on
revenues generated by TSJ.

Specifically, the Report makes five findings and recommendations that Staff addresses below.

GRAND JURY FINDINGS~ RECOMMENDATIONS AND CITY’S RESPONSE

Civil Grand Jury Findin~ & Recommendation 1:

Finding 1: The City has subsidized substantially higher than anticipated operating losses.

City Response: The City agrees with this finding. The new Management Agreement
with TSJ does provide for the City to track operating losses, but does not make them a
specific performance measure. The City Auditor reveals that this last fiscal year Team
San Jose exceeded their anticipated budgeted operating loss. It should be noted that
during the period of the previous agreement with TSJ, the City’s Convention and Cultural
Affairs Fund (Fund 536) grew to a balance to over $9.8 million at its peak, which is
partially attributed to TSJ’s efforts. This fund accumulation has been used by the City
and hotel community to proceed with the potential expansion and renovation of the
convention center and avoid General Fund subsidies due to the economic downturn.

However, the City is concerned that this fund balance, when coupled with the future
expansion, the economic downturn, and increased TSJ spending levels, will be depleted
in the near future and the General Fund may need to cover operational losses incurred by
Team San Jose. Especially concerning is the possibility of continued low TOT
projections, negative operating results from TSJ’s agreement with Nederlander, and
continued low building rental trends for the City’s convention center operations under
TSJ.

Recommendation 1: The current contract has a Termination for Convenience clause starting
July 1, 2012. The City should make use of that clause to re-establish revenue and operating loss
targets for TSJ. This will encourage cost control by TSJ in managing the Facilities.

City Response: The City partially agrees with this recommendation. Per the City
Auditor’s Report recommendation to re-negotiate the Gross Operating Profit performance
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measure, the City will pursue renegotiation of the Management Agreement, independent
of the Termination for Convenience clause. Additionally, the City Auditor’s Report
includes a recommendation to ensure that Fund 536’s budget is balanced without the use
of fund balance to subsidize operational losses. The City Administration agrees with this
recommendation and will incorporate this principle into performance targets in future
years.

Civil Grand Jury Finding & Recommendation 2:

Finding 2: A significant portion of TSJ’s operating losses is attributed to the costs of the Salaries
and benefits of Shared Employees and overhead paid to the City for the use of those employees
in TSJ’s operation.

City Response: The City agrees partially with this finding. While labor costs for the
Shared Employees represented a significant portion of 2009-2010 expenses in Fund 536,
many other factors can also be attributed to operating losses, including worsening
economic conditions and the unsuccessful concert series at the San Jose Civic
Auditorium. The City and TSJ have taken steps to balance operational costs in 2010-
2011, including reducing the number of shared employees, which in turn reduces the
amount of overhead paid to the City. The City Auditor’s Report includes a
recommendation for TSJ to be prepared to reduce spending below the budgeted level as
needed. The City will be directing TSJ to develop an expenditure reduction plan for
2010-2011 as a result.

Recommendation 2: The City should reassign the Shared Employees currently working for TSJ
and allow TSJ to replace those employees with private sector equivalents in order to reduce
TSJ’s operating loss.

City Response: The recommendation has been largely implemented. As part of the
2009-2010 Adopted Budget, the City and TSJ eliminated 29.75 City positions (Shared
Employees). In addition, as part of the 2010-2011 Adopted Budget, the City and TSJ
eliminated 42 City positions due to declining economic conditions and lower business
demand, bringing the number of City positions under TSJ management to 14. The
recommendation will not be implemented with regard to the remaining full-time positions
who are used for ongoing regular worldoad at the Convention Center and other facilities
such as HVAC, repair and maintenance, and electrical services. These services require
full-time positions and are not based on business demand, as the eliminated positions
were.

Civil Grand Jury, Finding & Recommendation 3:

Finding 3: The incentive fee in the current contract is based on revenues and contains no
incentive for TSJ to rein in costs which continue to escalate. TSJ continues to receive an
incentive fee while the City pays for its mounting costs.

City Response: The City agrees partially with this finding. Under IRS Revenue
Procedure 97-13, a management fee may be based on revenues, but it cannot be based on
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gross profits. Gross Operating Revenue is used as one of the measures for the incentive
fee. The contract does include a Gross Operating Profit measure, which accounts for the
relationship between revenues and expenditures, but this measure does not affect the
incentive fee. Incentive and Performance Measures are monitored monthly by the City
and TSJ. In addition, the City Council annually reviews these measures through the
City’s budget process and through the city’s annual performance audit completed each
year by the City Auditor. Pursuant to the City Auditor’s report the City will work with
TSJ to amend the 2010-2011 Performance and Incentive targets to align with the 2010-
2011 budget and increase coordination, and in future years will work with TSJ to ensure
that the budget for Fund 536 is balanced without use of fund balance to subsidize
operational losses.

Recommendation 3: The current contract has a Termination for Convenience clause starting
July 1, 2012. The City should make use of that clause to negotiate an incentive fee based on
TSJ’s operating profit.

City Response: The City partially agrees with this recommendation. Per the City
Auditor’s Report recommendation to re-negotiate the Gross Operating Profit performance
measure, the City will pursue renegotiation of the Management Agreement and revise the
incentive fee payment structure such that TSJ receives incentive payment only if it
exceeds expectations, independent of the Termination for Convenience clause In
addition, the Auditor’s Report recommends that the Management Agreement be amended
to give the City the lead role in the annual development of TSJ’s budget and performance
incentive targets, with TSJ in an advisory role. This will allow the City to better align
incentive targets, including Gross Operating Revenue, to the budget.

Civil Grand Jury Findin~ & Recommendation 4:

Finding 4: The budget for salaries and benefits paid to TSJ’s employees (excluding Shared
Employees) has increased by 65% in the first year ot’ the new contract with additional funding
for TSJ’s executive team.

City Response: The City disagrees partially with this finding. The following
clarifications should be noted:

First, the TSJ executive team was previously funded through the General Fund’s portion
of the undedicated TOT funds that TSJ receives annually and the General Fund transfer
to the Convention and Visitors Bureau (CVB). Partial funding for these positions was
shifted to Fund 536 in 2009-2010 which enabled a reduction of contributions from the
General Fund to the CVB.

Second, according to TSJ, in an effort to streamline processes and provide better
customer service, TSJ brought food and beverage responsibilities "in-house." While this
action triggered an increase in TSJ employees and personnel expenses, it also saw a
decrease in contractual expenses. According to TSJ this shift has the potential to make
San Jose more competitive and increase revenue for the convention center and theater
food and beverage operations. According to the City Auditor’s Report, TSJ profitably
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operated catering operations at the convention center and food and beverage concessions
at the cultural facilities.

Lastly, according to TSJ (not verified by the City), in 2009-2010 the TSJ employees
reduced their base salary by 5% and the value of benefits by 11%. This reduction was
based on the downturn in economic conditions and was in addition to three waves of lay-
offs of CVB and TSJ employees.

Recommendation 4: The City should insure that the increased employee compensation costs
are justified by a higher level of Facilities usage and higher revenues.

City Response." The recommendation has not yet been implemented but it will be
implemented in the near future in accordance with the recommendations fi’om the City
Auditor to closely monitor the new food and beverage operation to ensure employee
salaries are justified by the level of profit this new endeavor captures.

Under the new Management Agreement, TSJ receives a fixed Executive Management
Fee and an Incentive Fee. The City will be seeking to amend the management agreement
to ensure these fees are based on actual composition of the fixed executive fee payment
structure such that TSJ receives incentive fee payments only if it exceeds expectations.

Civil Grand Jury Finding & Recommendation 5:

Finding 5: Although the City agreed in the TSJ contracts to transfer 25% of the estimated TOT
revenues to Fund 536 to cover TSJ’s operating losses, the City has consistently paid more than
25% of TOT revenues into Fund 536 to ensure that TSJ’s losses are adequately covered, no
matter how high they are. Overfunding Fund 536 has’ the effect of masking TSJ’s losses and
covering up its underperformance.

City Response: The City respectfully disagrees wholly with this finding. Fund 536 has
not received a disproportionate percentage of TOT funds over the past five years. A
thorough analysis is completed each year to ensure that the transfers are made in
accordance with the San Jose Municipal Code (SJMC). The City currently assesses a
10% TOT, 40% of which is allocated to the City’s General Fund, with the remainder
c)edited to the City’s TOT Fund and allocated according to the following formula after an
initial base amount is set aside for allocation to the City’s cultural grants and fine arts
division and to convention and visitors bureau services:

50% of the increase in receipts are allocated for convention and cultural facilities
(currently a transfer to the City’s Convention and Cultural Affairs Fund - 536);
25% of the increase in receipts are allocated for the cultural grant program and fine
arts divisions; and
25% of the increase in receipts are allocated for a convention and visitors bureau
(currently a transfer to the San Jose Convention and Visitor’s Bureau).

In accordance with the ordinance all allocations are subject to annual approval by the
City Council as part of the annual budget process.
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Recommendation 5: The City should adhere to the terms of the contract and transfer only 25%
or less of the TOT revenue to Fund 536.

City Response: The City disagrees with this recommendation. The City Auditor’s
recent report clarifies the extent to which TOT is used to fund convention center
operations, as well as making specific recommendations that the City will pursue. This
specific recommendation will not be implemented as it is based on a misunderstanding of
TOT funding as explained above.

EVALUATION AND FOLLOW-UP

Staff will forward the City’s responses to the Grand Jury and continue to ensure that the day-to-
day management and oversight of the Agreement between the City and TSJ is a priority. In
addition, staff is forwarding the results of the two audits noted above to the Santa Clara County
Civil Grand Jury along with this response. In addition, staff will forward six month status
reports to’ the Civil Grand Jury relating to any further corrective action plans that are
implemented in conjunction to the two audits.

PUBLIC OUTREACH/INTEREST

Criterion 1: Requires Council action on the use of public funds equal to $1 million or
greater.
(Required: Website Posting)

Criterion 2: Adoption of a new or revised policy that may have implications for public
health, safety, quality of life, or financial/economic vitality of the City. (Required: E-
mail and Website Posting)

Criterion 3: Consideration of proposed changes to service delivery, programs, staffing
that may have impacts to community services and have been identified by staff, Council or
a Community group that requires special outreach. (Required: E-mail, Website Posting,
Community Meetings, Notice in appropriate newspapers)

Although this memorandum does not meet any of the above criteria, the item will be posted on
the City’s website for the December 7th Council Agenda.

COORDINATION

This memorandum was coordinated with the Budget Office, City Attorney’s Office, Finance
Department, City Auditor’s Office and Team San Jose.

FISCAL/POLICY ALIGNMENT

Not applicable.
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CEQA

Not a Project, File No.PP10-069 (a), Staff Reports / Assessments / Annual Reports / Information
Memos.

EDWARD K. SHIKADA
Assistant City Manager

For questions please contact Lee Wilcox, Downtown Manager, at (408) 535-8172.

Attachments
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INFORMATION

BACKGROUND

The 2009-2010 Santa Clara County Civil Grand Jury (Grand Jury) investigated Team San Jose’s
(TSJ) operating losses. Pursuant to Penal Code 933.05 (f) the Grand Jury provided the City a
copy of the portion of the Grand Jury report relating to Team San Jose operations on June 3,
2010. After review, City staff noted several inaccuracies with the report that could lead to
confusion. An example being the calculation for the Transient Occupancy Tax (TOT) used in
the report, and the basis for many of the Grand Jury conclusions is not accurate.

The "Analysis" section of this memorandum details major inaccuracies and provides factual
detail. This memorandum is not intended to be the City’s official response and does not respond
to the Grand Jury Recommendations.

ANALYSIS

City Employees Working for TSJ

Inaccuracy - "The new agreement signed in July 2009 includes a process called ’Convention
Facilities Staff Right-Sizing’ which reduces the number of shared employees... -1

This statement is incorrect. As part of the 2009-2010 Adopted Budget the City and TSJ
eliminated 29.75 positions, bringing the number of City positions under the management of TSJ
to 56. In the 2010-2011 Proposed Operating Budget, the City, in consultation with TSJ, is

1 2009-2010 Santa Clara County Civil Grand Jury. Should the City Council Continue to Subsidize Team San Jose’s
Increasing Losses? (2010) p. 5
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recommending an additional 42 positions be eliminated due to declining economic conditions
and lower business demand, bringing the number of City positions under TSJ management to 14.
These positions perform ongoing routine repair, maintenance and operations duties for the
venues managed by TSJ.

2nd Inaccuracy - "Also, beginning with the second contract, the City agreed to pay TSJ’s seven
member executive team $663,321-2

This represents approximately one half of the costs for these positions. These positions were
previously reimbursed by the City through the General Fund and TOT transfer to the Convention
and Visitors Bureau (CVB). Shifting responsibility for these positions to Fund 536 has enabled a
reduction to the General Fund CVB transfer.

Performance Measures

3ra Inaccuracy - "Unlike the first contract, the current contract does not establish targets for TSJ
to increase revenues and to decrease its operating losses. Without such targets,
there is a little incentive for TSJ to control expenses.

This statement isincorrect. Per the new Management Agreement, the City and TSJ work together
to establish annual performance and incentive measures that are approved by the City Council.
These measures include targets for both increasing revenue and decreasing operating loss.

4th Inaccuracy -"Even the $259,000 budgeted for TSJ’s incentive fee is based on TSJ’s revenue,
not on profit or loss. This formula encourages TSJ to focus solely on increasing
revenues even if this necessitates incurring additional expenses," its incentive fee
depends on the gross revenues only.-4

This statement is true. Nevertheless the incentive measure is based upon Gross Operating
Revenue per IRS Revenue Procedure 97-13; however a Gross Operating Profit measure is also
required by contract, which accounts for the relationship between revenues and expenditures.

O5th Inaccuracy - "In the current contract, the City agrees to transfer 25% of the estimated TOT
revenues to Fund 536. .... The balance of Fund 536 has grown because in each
of the five years of the initial contract, the City transferred to Fund 536 a
percentage of TOT revenues far greater than the 25% specified in the
contract. -5

2 2009-2010 Santa Clara County Civil Grand Jury. Should the City Council Continue to Subsidize Team San Jose’s
Increasing Losses? (2010) p. 6
a 2009-2010 Santa Clara County Civil Grand Jury. Should the City Council Continue to Subsidize Team San Jose’s
Increasing Losses? (20t0) p. 6
4 2009-2010 Santa Clara County Civil Grand Jury. Should the City Council Continue to Subsidize Team San Jose’s
Increasing Losses? (2010) p. 7
n 2009-2010 Santa Clara County Civil Grand Jury. Should the City Council Continue to Subsidize Team San Jose’s
Increasing Losses? (2010) p. 7-8
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Fund 536 has not received a disproportionate percentage of TOT funds over the past five years.
A thorough analysis is completed each year to ensure that the transfers are made in accordance
with the San Jose Municipal Code (SJMC). The SJMC allocates TOT special tax receipts
according to the following formula:

50% of receipts are allocated for convention and cultural facilities (currently a transfer to
the City’s Convention and Cultural Affairs Fund);
25% of receipts are allocated for the cultural grant program and fine arts divisions; and
25% of receipts are allocated for a convention and visitors bureau (currently a transfer to
the San Jose Convention and Visitor’s Bureau).

The SJMC also states TOT allocations are subject to City Council appropriation on an annual
basis.

COORDINATION

This memorandum was developed by the City Manager’s Office and coordinated with the
Budget Office and City Attorney’s Office.

PAUL KRUTKO
Chief Development Officer
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SHOULD THE CITY COUNCIL CONTINUE TO SUBSIDIZE 
TEAM SAN JOSE’S INCREASING LOSSES? 

 
 
Issue 
 
Can the City of San Jose afford to continue subsidizing the escalating operating losses 
of Team San Jose, Inc. (TSJ)?  TSJ lost $20.2 million during its first five years of 
managing San Jose’s Convention Center and six other cultural facilities (the San Jose 
Civic Auditorium, Center for the Performing Arts, Montgomery Theater, Parkside Hall, 
South Hall, and California Theater) (collectively, the Facilities), and is projecting a $6.8 
million loss in fiscal year 2009 – 2010.  
  
Summary  
 
The 2009 – 2010 Santa Clara County Civil Grand Jury (Grand Jury) investigated TSJ’s 
operating losses and found that TSJ’s $20.2 million operating loss from fiscal year 2005 
through fiscal year 2009 was more than double the $9.8 million loss the City agreed to 
subsidize, and that TSJ’s losses are growing at an increasing pace. Despite these 
losses, which contribute to the City’s growing financial burden, San Jose’s City Council 
(City Council) renewed TSJ’s contract in 2009 and rewarded TSJ with more 
advantageous terms than in the prior contract, to the City’s detriment.  
 
The City subsidizes TSJ’s losses by transferring to TSJ a portion of the City’s Transient 
Occupancy Tax (TOT) and in several cases, money from the City’s general fund.  
 
The Grand Jury is primarily concerned about three issues:  (1) TSJ’s escalating net 
operating losses, while the City faces a $116 million budget deficit, which could force it 
to slash services to residents and eliminate hundreds of jobs; (2) the selection of 
performance measures in the new contract that do not seek to aggressively reduce 
TSJ’s operating losses; and (3) the funding for TSJ’s operation which relies heavily on 
City subsidies rather than on revenues generated by TSJ.  
 
Methodology 
 
The Grand Jury reviewed: 

• The Agreements for the Management of the San Jose Convention Center and 
Cultural Facilities between the City of San Jose and Team San Jose, Inc., 
effective as of July 1, 2004 and July 1, 2009, respectively, and the San Jose City 
Council agenda items related to those contracts. 

•  The annual audit of TSJ for fiscal year 2009, which also recaps the results of the 
four previous years. 
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• The San Jose fiscal year 2010 budget for TSJ and information on salaries and 
benefits of shared employees. 

• The 2006 – 2007 Grand Jury Report titled “City Fails to Hold Team San Jose 
Accountable” which examined the selection process of TSJ for the original five 
year contract. 

• The C.H. Johnson Consulting Report (October 2007) which compares the San 
Jose Convention Center to centers from peer cities. 
 

The Grand Jury interviewed officials from TSJ and the City’s Office of Economic 
Development and reviewed council meeting minutes. 
  
Background 
 
The First Five-Year Contract 
 
Citing a desire to improve efficiencies and reduce costs, in 2003 the City issued a 
request for proposal to find a new operator for the Facilities.  At that time, the City Arts 
and Entertainment Department (CAE) operated the Facilities.   
 
In 2004, San Jose awarded TSJ a five-year contract to manage and operate the 
Facilities.   TSJ is a private, nonprofit corporation that was formed in December 2003 
specifically to respond to the City’s request for proposal to find a new operator for the 
Facilities.  Despite its inexperience compared to the three other bidders – two with 
national and international facility management experience – TSJ obtained the contract.  
 
As part of the contract, TSJ agreed to absorb 86 City employees who worked for CAE. 
The City also agreed to subsidize a total loss of $9.8 million (approximately $2 million 
annually) during the five-year term of the contract.  Routinely other large cities accept 
an affordable level of loss in operating their cultural facilities in exchange for bringing 
business opportunities to their residents. 
 
The contract specified four performance measures to ensure that TSJ was meeting its 
obligations to the City.  The contract specified that if TSJ, in any year, did not meet at 
least three of the four performance targets, the City had the right to terminate the 
contract with TSJ. These performance measures established targets for: 
 

• Gross revenue. 

• Net operating loss. 

• Economic impact. 

• Customer satisfaction.   
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The contract also required annual performance and financial audits.  The City’s first 
annual performance audit, published in October 2006, revealed that the gross revenue 
and net operating loss targets were not met; the economic impact target was met but 
was set very low; and there was not enough data collected to determine if the last 
target, customer satisfaction, was met. Moreover, annually, TSJ was losing money at 
more than double the rate stipulated in the contract. 
 
The 2006 – 2007 Santa Clara County Civil Grand Jury investigated TSJ’s management 
and operation of the Facilities and concluded that the contracting process that selected 
TSJ to manage the Facilities was flawed and that the City failed to hold TSJ 
accountable for failing to achieve the performance targets.  That Grand Jury 
recommended that the City find another operator for the Facilities when the contract 
expired in 2009. 
 
City Council Authorizes a Second Five-Year Contract with TSJ 
 
On December 17, 2007, the City Council authorized the city manager to negotiate a 
new agreement with TSJ to manage the Facilities for a five-year term beginning July 1, 
2009, and continuing through June 30, 2014.  In December 2008, the City Council 
added the directive that the new agreement also provide for: (1) two three-year options 
to renew; (2) a set of performance measures of which the highest weight is given to the 
economic benefit to San Jose; and (3) streamlining processes with regard to shared 
City employees working for TSJ. 
               
According to the July 2009 contract, the City Council decided to renew the TSJ contract 
because it found, “…that the primary objectives of the Original Agreement have been 
advanced in that the City’s cost of operations of the cultural facilities has decreased, 
and the occupancy and revenue-producing capabilities of the City’s cultural facilities 
have increased.”  
 
 
Discussion 
 
TSJ’s Escalating Net Operating Losses 
 
The first contract between the City and TSJ set targets for four performance measures; 
two of which were to (1) increase revenues and (2) decrease TSJ’s operating losses.  
As shown in Table 1, TSJ’s revenues modestly exceeded target by 6% and 5% only in 
the last two years of the contract.  TSJ’s operating loss, however, gradually exceeded 
the target at a rate ranging from 24% to 548%.    In fiscal year 2009 alone, TSJ lost 5.5 
times its targeted loss.  
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Table 1:  TSJ’s Operating Losses vs. Revenues 
 

    Comparison Between Targeted and Actual Revenue/Expenses 

 
2004-05 
Actual 

2005-06 
Actual 

2006-07 
Actual 

2007-08 
Actual 

2008-09 
Actual 

2009-10 
Projected 

Targeted 
Revenue  $8,698,000  $9,943,000  $10,600,000  $11,303,000  $11,739,000  (1) 
 Revenue  $7,158,813  $8,774,322  $10,554,562  $12,013,456  $12,350,975  $17,270,831 
Revenue 
Variance  -18%  -12%  0%  6%  5%    
Total Expenses  $11,787,880  $12,643,221  $13,886,717  $14,968,013  $17,772,374  $23,218,054 
Targeted Loss  ($3,745,000)  ($1,966,000)  ($1,432,000)  ($975,000)  ($836,000)  Note 1. 
 Loss  ($4,629,067)  ($3,868,899)  ($3,332,155)  ($2,954,557)  ($5,421,399)  ($5,947,223) 
Loss Variance  -24%  -97%  -133%  -203%  -548%    
(1)  This performance target was eliminated in    

the current contract.         
 
City Employees Working for TSJ 
 
A major component of TSJ’s operating expenses is the salaries and benefits of 86 City 
employees it inherited from the City (Shared Employees) when it became the operator 
of the Facilities.  When TSJ was awarded the contract, TSJ agreed to keep the Shared 
Employees under an arrangement by which the Shared Employees keep their status as 
City employees with commensurate salaries and benefits but work directly for TSJ.   
 
During the first five years of the contract, the Shared Employees’ salaries and benefits, 
as well as an allocated share of the City's overhead costs for indirect support and 
services, ranged from $5.8 million in fiscal year 2006 to $6.8 million in fiscal year 2008.  
This represented approximately 46% of TSJ’s total expenses.  During the same period, 
the salaries and benefits of the non-civil service employees working for TSJ ranged 
from $872,271 in 2006 to $1,972,234 in 2008, which represented approximately 13% of 
TSJ’s expenses.  
 

TSJ Shared Employees:  Salaries, Benefits and Overhead Costs 
 

  FY 2005  FY 2006  FY 2007  FY 2008  FY 2009 
Number of 
Employees 

86  86  86  86  86 

Salaries, Benefits and 
Overhead 

$6,228,160 $5,820,023 $6,645,397 $6,745,513  $6,662,719

 
The total cost of the Shared Employees far exceeds the total for non-civil service 
employees because the former are full-time employees and their compensation and 
working conditions are governed by memoranda of understanding between the City and 
its labor unions.  Non-civil service employees are mostly part-time workers whose hiring 
is dictated by the schedule of events at the Facilities. Through negotiations, the 
compensation package for civil service employees has become very expensive; for 
example, the cost of the benefits skyrocketed in the last few years to approximately 
50% of the employees’ salary in San Jose.   
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The new contract signed in July 2009 includes a process called “Convention Facilities 
Staffing Right-Sizing” which reduces the number of Shared Employees to 56, down from 
the original 86; the estimated savings included in TSJ’s 2010 budget is a little over $3 
million.  
 
The Grand Jury believes TSJ has taken an important first step towards cutting costs but 
that it is not aggressive enough.  TSJ eliminated 30 positions and stated in its 2010 
budget that: “This action should have minimal impact on the quality of events for 
customers as the reductions align with anticipated reductions to activity at the 
convention facilities. In the event that activity levels increase, TSJ has the ability to 
quickly react through usage of contract labor.”   
 
The same rationale could be used for the remaining 56 employees. TSJ could hire 
workers with the same set of skills, on a full-time or part-time basis, at a much reduced 
cost. There is no credible reason for keeping City employees in a private corporation.  
Appendix 1 compares the 56 remaining Shared Employees’ salaries and benefits and 
the cost of similar employees in the private sector. 
 
Increased Salary and Benefits Costs and Higher Management Fees 
 
After eliminating 30 full-time civil service positions in July 2009, TSJ is still projecting an 
operating loss of $6.8 million in fiscal year 2010, which is 25% more than its 2009 
operating loss and far more than the annual $2 million loss the City agreed to subsidize 
in the original contract.  The increasing losses are due to the rapid growth of TSJ’s 
salaries and benefits, and higher management fees, which negates the effect of 
reducing civil service positions. 
 

Table 2: TSJ’s Costs for Salary and Benefits, and Management Fees 
 

 
FY 2005 FY 2006 FY 2007 FY 2008 FY 2009 FY 2010 

(Budgeted)
TSJ Salary & 
Benefits (1) $645,366 $872,271 $1,237,668 $1,972,234 $1,923,319 $3,172,887
Executive 
Management 
Salaries and 
Benefits -- -- -- -- -- $663,321

    Subtotal $645,366 $872,271 $1,237,668 $1,972,234 1,923,319 $4,836,108
Management 
Incentive 
Fee $150,000 $150,000 $150,000 $150,000 $150,000 $259,062
          
Totals $795,366 $1,022,271 $1,387,668 $2,122,234 $2,073,319 $4,095,270

        (1)  Excludes Shared Employees. 
 
As shown in the table above, TSJ’s salaries and benefits (excluding the Shared 
Employees and executive team) grew by 65% from fiscal year 2009 to 2010.  Salary 
and benefits costs for Shared Employees and outside contractors in fiscal year 2010 are 
projected to be $4,766,316 and $444,318, respectively. 



 

6 

Also, beginning with the second contract, the City agreed to pay TSJ’s seven-member 
executive team $663,321 annually for executive management salaries and benefits.    
 
TSJ will also receive a management incentive fee, effectively a bonus, which is a 
percentage of TSJ’s revenue.  This incentive fee varies, depending on TSJ’s revenue.  
At the lowest achievement level, the executive team still will be rewarded with an 
incentive fee of 0.5% of TSJ’s total revenue.  For example, the executive team would 
receive $100,000 if TSJ’s revenues were $20 million.  The percentage increases with 
the achievement level. 
 
Under the first contract, TSJ was eligible to receive $150,000 annually if it met the 
performance targets.  Under the current contract, TSJ is eligible to receive more if it 
increases its revenue even if it fails to decrease its operating losses. 
 
Second Contract Provides New, Less Rigorous Performance Measures   
 
In the last year of the first contract (2009), TSJ met three of its four performance 
measures targets: (1) increase revenues; (2) economic impact measured by the number 
of attendees; and (3) customer satisfaction.  The performance target that TSJ fell far 
short of achieving was in reducing its operating loss.  In fact, the loss doubled from 
2008 to 2009 and is projected to grow larger in 2010. 
 
The 2009 City audit notes that “since 2004 when TSJ took over management and 
operations of the facilities, it has performed better as compared to the City’s past 
operation of the Facilities”; thus the City Council waived its right to delete the fixed 
payment of $150,000 in Year 5 of the contract, even though TSJ had not met the four 
performance metrics.  The City Council did this despite the City’s precarious financial 
state. 
 
The current contract specifies a new set of weighted performance measures that 
establish targets for: 
 

• Economic impact measures (includes hotel room nights, attendance and the 
City’s return on investment - 40% weight).  

• Gross operating profit (excess of revenues over expenses - 35% weight). 

• Theater performance (measures activation and use of theaters - 15% weight).  

• Customer service survey results (10% weight).  
 
Unlike the first contract, the current contract does not establish targets for TSJ to 
increase revenues and to decrease its operating losses.  Without such targets, there is 
little incentive for TSJ to control expenses.    
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Even the $259,000 budgeted for TSJ’s incentive fee (See Table 2) is based on TSJ’s 
revenues, not on profit or loss.  This formula encourages TSJ to focus solely on 
increasing revenues even if this necessitates incurring additional expenses; its incentive 
fee depends on the gross revenues only.  For example, in fiscal year 2010, TSJ’s 
budget projects revenues of $17 million (an increase of 40% over the previous year’s 
budget), and at the same time projects expenditures of $23.8 million (an increase of 
37% over the previous year’s budget), producing an operating loss of $6.8 million. This 
loss is subsidized by the City and does not affect TSJ’s incentive fee.  In TSJ’s final 
approved budget, expenditures were re-budgeted at $20.5 million in anticipation of 
reduced revenues. 
 
TSJ’s Funding Sources 
 
Although TSJ generates its own operating revenues, its revenues are not sufficient to 
cover its expenses.  Therefore, TSJ depends on City subsidies from three primary 
sources to fund its operations:  
 

• Revenues from the City’s Transient Occupancy Tax (TOT). 
• Transfers from parking fees. 
• Transfers from the City’s general fund. 

 
Appendix 2 illustrates TSJ’s funding sources.   
 
According to the 2008 – 2009 City audit of TSJ: “In order for TSJ to continue its 
operations, it relies on the City for operating contributions…Accordingly, any significant 
changes in the TOT or parking garage revenues or decision to change the amount of 
support could greatly affect TSJ ability to continue as a going concern.” 
 
TOT Tax  
 
Like many cities, San Jose collects a TOT, a 10% tax on each hotel bill; 4% of which is 
deposited in the City’s general fund and the remaining 6% is deposited in a special fund 
– the TOT Fund.  According to the San Jose Municipal Code Sections 4.72.060 and 
4.72.065, TOT Fund revenues may only be used to:  (1) fund the City’s convention and 
visitors bureau; (2) fund the cultural grant program and fine arts division; and (3) fund 
the City’s operating subsidy to its convention and cultural facilities.  
 
The City relies heavily on the TOT Fund to subsidize TSJ’s operating losses.  During 
the first five-year contract, the City transferred $29 million from the TOT Fund to TSJ.  
However, the City is projecting lower TOT revenues, primarily as a result of the 
recession.  
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The City’s Five-Year Economic Forecast and Revenue Projections for the General Fund 
and Capital Improvement Program predicts the following for TOT revenues: 

 

      $M 
FY 

2005 
FY 

2006 
FY 

2007 
FY 

2008 
FY 

2009 
FY 

2010 (2) 
FY 

2011 (2) 

Total collected  $16.0  $19.2  $21.5  $23.9  $19.4  $16.3  $16.7 
Allocated To General Fund (1)  $  6.4  $  7.6  $  8.6  $  9.5  $  7.7  $  6.5  $  6.7 
Allocated To TOT Fund  $ 9.6  $11.5  $12.9  $14.3  $11.6  $  9.8  $10.0 
Allocated To Cultural Affairs Fund(3)  $ 2.4  $  2.8  $  3.2  $  3.5  $  2.9  $  2.4  $  2.5 
               

(1)  The general fund receives 40% of the TOT collections.  
(2)  Numbers for FY 2010 and FY 2011 are estimates made by the City. 
(3)  25% of the TOT Fund is allocated to the Cultural Affairs Fund. 

 
In addition, the City has planned significant renovations for the Convention Center 
starting in 2012.  This will have a negative effect on the number of conventions to be 
held during reconstruction and is reflected in the budget projections.  
 
The City maintains a fund called the Convention and Cultural Affairs Fund (Fund 536) 
which contains (1) proceeds from the parking lots adjacent to the Facilities, and (2) a 
percentage of the estimated TOT revenues from the TOT Fund to cover TSJ’s operating 
deficits.  In the current contract, the City agreed to transfer 25% of the estimated TOT 
revenues to Fund 536.  The contract also provides that if the actual TOT revenues 
decline, the City will decrease the amount it contributes to Fund 536.  
  
The balance of Fund 536 has grown from a negative $101,000 in June 2005 to $10 
million in June 2009.  According to the City Office of Economic Development, the 
balance has been allowed to grow over the past five years (1) to support a proposed 
Convention Center expansion; (2) to build a sinking fund to support capital needs of 
various Facilities; and (3) to protect the general fund from having to transfer more 
money due to TSJ’s operating deficits. 
 
The balance of Fund 536 has grown because in each of the five years of the initial 
contract, the City transferred to Fund 536 a percentage of TOT revenues far greater 
than the 25% specified in the contract; from 40% of estimated TOT receipts in 2005 to 
57% in 2009.  See Appendix 3.  If the City had not been so generous to TSJ and limited 
its contributions from the TOT Fund to 25%, the total amount transferred in five years 
would have been $15 million.   Instead, the City chose to transfer funds at a much 
higher rate; $29 million for the same period. The growth in the fund balance to $10 
million is directly attributable to overfunding by the City rather than to TSJ’s operational 
management.  When Fund 536 receives more than 25% of TOT revenues, the cultural 
and fine arts programs that are not managed by TSJ receive less than their 75% share 
and might be in jeopardy. 
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General Fund 
 
If TOT revenues are insufficient to cover TSJ’s losses, the City is obligated to transfer 
money from the general fund.  The City has contributed general fund money to TSJ 
twice – at a total cost of $2.86 million.  
 
 
Conclusions 
 
Twice in the last six years, San Jose has negotiated a contract with TSJ which seems to 
be financially advantageous only to TSJ.   
 
In the first contract, the City covered $20.2 million in losses when it had agreed to 
subsidize a loss of $9.8 million.  Many decisions contributed to that loss, one of which 
was to place 86 City employees on TSJ’s payroll when other, less-costly alternatives 
could have been chosen.  
 
In the current contract, it appears that neither TSJ nor the City is focused on reducing 
TSJ’s operating losses, which would reduce the City’s subsidy.  In fact, TSJ’s operating 
losses are escalating, largely as a result of increased salary and benefits costs.   
 
The San Jose Convention and Cultural Facilities Notes to Financial Statements for the 
Year Ended June 30, 2009 include the following statement: 
 
“In order for [TSJ] to continue its operations, it relies on the City for operating 
contributions…Accordingly, any significant changes in the TOT or parking garage 
revenues or decision to change the amount of support could greatly affect [TSJ’s] ability 
to continue as a going concern.” 
 
San Jose is facing the worst budget deficit crisis in its history.  The City should be 
working with TSJ to aggressively reduce TSJ’s operating losses, thereby reducing the 
City’s subsidy.   
 
 
 
Findings and Recommendations 
 
Finding 1 
 
The City has subsidized substantially higher than anticipated operating losses.   
 
Recommendation 1 
 
The current contract has a Termination for Convenience clause starting July 1, 2012. 
The City should make use of that clause to re-establish revenue and operating loss 
targets for TSJ. This will encourage cost control by TSJ in managing the Facilities.  
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Finding 2 
 
A significant portion of TSJ’s operating losses is attributable to the costs of the salaries 
and benefits of Shared Employees and overhead paid to the City for the use of those 
employees in TSJ’s operation.  
 

Recommendation 2 
 
The City should reassign the Shared Employees currently working for TSJ and allow 
TSJ to replace those employees with private sector equivalents in order to reduce TSJ’s 
operating loss.  
 
 

Finding 3 
 
The incentive fee in the current contract is based on revenues and contains no incentive 
for TSJ to rein in costs which continue to escalate.  TSJ continues to receive an 
incentive fee while the City pays for its mounting costs. 
 

Recommendation 3 
 
The current contract has a Termination for Convenience clause starting July 1, 2012. 
The City should make use of that clause to negotiate an incentive fee based on TSJ’s 
operating profit.  
 
 

Finding 4 
 
The budget for salaries and benefits paid to TSJ’s employees (excluding the Shared 
Employees) has increased by 65% in the first year of the new contract with additional 
funding for TSJ’s executive team.   
 

Recommendation 4 
 
The City should insure that the increased employee compensation costs are justified by 
a higher level of Facilities usage and higher revenues. 
 
 

Finding 5 
 
Although the City agreed in the TSJ contracts to transfer 25% of the estimated TOT 
revenues to Fund 536 to cover TSJ’s operating losses, the City has consistently paid 
more than 25% of TOT revenues into Fund 536 to ensure that TSJ’s losses are 
adequately covered, no matter how high they are.  Overfunding Fund 536 has the effect 
of masking TSJ’s losses and covering up its underperformance.  
 

Recommendation 5 
 
The City should adhere to the terms of the contract and transfer only 25% or less of the 
TOT revenues to Fund 536.   
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Appendix 1 
 

Comparison of Salaries and Benefits of Shared Employees and Their Private Sector 
Equivalents 

 

Classification  Number of 
Employees 

Hourly 
rate 

TSJ annual 
salary per 

classification(1) 

TSJ total 
annual 

salaries per 
classification 

Private sector 
average 

annual salary 
per 

classification(2) 

Private sector 
total annual 
salaries per 
classification 

                    

Air Conditioning 
Mechanic  2  $44  $90,522  $181,043  $63,000  $126,000 

Air Conditioning 
Mechanic, Sr.  1  $47  $97,344  $97,344  $81,000  $81,000 
                    
Custodian  6  $23  $47,986  $287,914  $37,000  $222,000 
Custodian, Sr.  1  $26  $54,787  $54,787  $44,000  $44,000 
                    
Electrician  2  $45  $94,390  $188,781  $81,000  $162,000 
                    
Facility Attendant  23  $24  $50,419  $1,159,642     $50,419(3)  $1,159,642 
Facility Attendant, Sr.  5  $28  $57,450  $287,248  $57,450(3)  $287,248 
                    
Facility Repair 
Worker  4  $33  $68,120  $272,480  $60,000  $240,000 
                    
Security Officer  9  $27  $55,286  $497,578  $45,000  $405,000 
Security Officer, Sr.  1  $32  $67,496  $67,496  $62,000  $62,000 
                    
Supervisor of 
Facilities  2  $46  $95,846  $191,693  $95,846(3)  $191,693 
                    
 Totals  56        $3,286,005     $2,345,582 

Retirement, Medical, 
Dental, & OPEB(4)           $1,643,002     $703,675 
Total for TSJ 
Employees           $4,929,007     $3,049,257 
             
(1)  Annual cost (salaries and benefits) of Shared Employees at TSJ for fiscal year 2010. 
(2)  Private sector annual salaries taken from www.salary.com. 
(3)  No clear equivalent was found in the private sector; the public sector salary was repeated here. 
(4)  Benefit costs are calculated as 50% of annual salaries for TSJ and 30% for private sector. 
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APPENDIX 2 
 

Convention & Cultural Affairs Fund (Fund 536) Flow 
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APPENDIX 3 
 
 
 

Funding of Convention and Cultural Affairs Fund (Fund 536) 
Planned vs. Actual 
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This report was PASSED and ADOPTED with a concurrence of at least 12 grand jurors 
on this 6th day of May, 2010. 
 
 

 

Angie M. Cardoza 
Foreperson 
 

Judy B. Shaw 
Foreperson pro tem 
 

Mary Nassau 
Secretary 
 




