
• 

• 

• 

FOR THE COUNCIL MEETING OF SEPTEMBER 1, 2009 

COUNCIL AGENDA REPORT 

September 1, 2009 

TO: City Council 

FROM: City Manager 
Prepared by: Assistant City Manager 

SUBJECT: STATE BUDGET IMPACT ON CITY FINANCES 

RECOMMENDATION: 

That the City Council receive and file this report on the recently adopted State Budget 
and its impact on City finances. 

BACKGROUND: 

On July 28, 2009, the State of California adopted their 2009-10 General Fund Budget. 
An integral part of the State Budget, intended to address their $26.3 billion budget 
deficit, was substantial funding reductions to cities, counties, and special districts. The 
budget included "borrowing" $2 billion in property tax revenues from local governments 
(commonly referred to as the Prop 1A Suspension), as well as seizing another $1.7 
billion in property tax revenues from local redevelopment agencies. 

It is estimated that the Prop 1A Suspension will result in a revenue loss of 
approximately $1.5 million to the City's 2009-10 General Fund budget and the seizure of 
Redevelopment Agency (RDA) funding will also negatively impact the City's General 
Fund by approximately $460,0001

. In total, a reduction in these two revenue sources 
will impact the City's General Fund by almost $2 million this fiscal year. 

However, as part of the State's budget package, cities have been given an opportunity 
to receive the Prop 1A monies being borrowed by the State upfront through a 
"securitization" financing arrangement. The loss of RDA funding is also questionable 
since the California Redevelopment Association (CRA) has announced their plans to 
litigate this action and stop the State from taking RDA funds from local governments. 

While the State Budget included raids on property taxes and RDA tax increments, it did 
not include the seizure of the City's share of the Highway Users Tax Account ("HUTA" 
or "gas tax"). Early on in the State budget process, there was a proposal to eliminate 

1 Since there is not sufficient tax increment in the RDA to cover the debt service obligations of the RDA, 
the General Fund is responsible for making up the balance of the debt service obligation; consequently, 
any revenue loss to the RDA is a direct expense to the General Fund. 
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the City's share of HUTA funds, and for Santa Maria that would have resulted in a loss 
of over $1.4 million in gas tax-related capital project financing. However, according to 
the League of California Cities, because the State is already operating in the red since 
the July 28th adoption of the State budget, the Governor is seeking a Special Session of 
the Legislature come this Fall to address more potential raids on local governments, up 
to and including HUTA funds. 

DISCUSSION: 

Property Tax Shift 
The State's budget includes borrowing $2 billion from local governments through the 
suspension of Proposition 1A and the redistribution of up to eight percent of local 
property taxes. The suspension of Prop 1A allows the State to redirect local property 
tax revenues from cities and counties to be used by the County Offices of Education, 
with the condition of repayment within three years, or no later than June 3D, 2013. 
However, once repaid, the State has the ability to immediately borrow these funds once 
more for an additional three years - making this one-time borrow not repayable until 
June 3D, 2016. 

The suspension of Proposition 1A, as mentioned previously, is estimated to result in a 
revenue loss to the City in 2009-10 of approximately $1.5 million in discretionary funds. 
This loss will be split in two equal payments, affecting the January 2010 and May 2010 
property tax allocations. 

As part of the State Budget package, the Legislature also created an option for local 
governments to relieve the burden of loaning the State a significant portion of their 
property tax revenues. The option, called "Proposition 1A Securitization," authorizes the 
California Communities Development Authority (commonly referred to as California 
Communities2

), a non-profit organization, to purchase the receivable due to local 
governments from the State. 

While details of the proposed securitization program are still being worked out, and only 
sketchy and preliminary information about the program is current available, the intent of 
the program would have the City sell its State repayment obligations to California 
Communities. In turn, California Communities, in a simultaneous transaction, would 
issue bonds securitizing the future payments by the State and remit the cash proceeds 
back to the City. The bondholders would receive repayment from the State at a later 
date. The legislation that authorizes this transaction also requires that all participating 
cities receive 100 percent of their respective Prop 1A receivables and that no city incur 
any interest costs or fees associated with the securitization. 

Included in this agenda report is a Frequently Asked Questions handout regarding the 
proposed Proposition 1A Securitization Program for Council's review and information. 

2 California Communities is a joint powers authority created by the League of California Cities and 
California State Association of Counties back in 1988 to enable local governments to access low-cost, 
tax-exempt financing. California Communities conducted a similar bond securitization program back in 
2005 when the State borrowed Vehicle License Fees (VLF) revenues from local governments. Back in 
2005, the City did not securitize the VLF amount since there was a cost of bond issuance and the amount 
borrowed was manageable. 
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• RDA Property Tax Shift 
Another key provision of the State budget was the taking of $2.05 billion in 
redevelopment funds: $1.7 billion in 2009-10 and another $350 million in 2010-11. The 
potential impact to the City is approximately $460,000 in May 2010 and then another 
$95,000 in 2010-11 and annually thereafter. 

As Council is aware, the Redevelopment Agency does not generate enough tax 
increment to meet its debt service obligations, so by default, the General Fund assumes 
that responsibility. Consequently, a $460,000 revenue loss in RDA funding results in a 
direct and corresponding increase in operating expenses to the General Fund. 

The structure for the RDA revenue shift is similar to that in one of last year's budget 
trailer bills, AB 1389. This bill attempted to take $350 million from local redevelopment 
agencies and transfer it to the State's Supplemental Education Revenue Augmentation 
Fund to be distributed to meet the State's Prop 98 obligation to K-12 schools. Last 
year, the CRA was successful in their challenge to the State's attempt to shift RDA 
funds away from local governments. However, in an effort to get around last year's 
findings, the Legislature inserted new language into this year's legislation in an attempt 
to insulate this grab against some of CRA's expected arguments. Currently, CRA's 
legal team is preparing another lawsuit to challenge the State's action on a variety of 
constitutional grounds. So until the final outcome of this lawsuit is resolved, this 
potential revenue shift remains uncertain. 

• Local Economic Conditions 
Earlier this summer, the City Council authorized amendments and appropriation 
reductions to the 2009-10 Mid-Cycle Budget in order to close a $5.5 million hole in the 
General Fund. To address the $5.5 million financial challenge, Council authorized a 
multi-faceted approach using a combination of one-time reserves, operating reductions, 
and proposed employee concessions. Now, in the midst of an on-going recession that's 
continuing to erode City revenues, the City is faced with yet another financial challenge 
- how to absorb another $1.5 million revenue loss in Prop 1A funds and another 
potential $460,000 increase in operational expenses and still maintain existing service 
levels. Unfortunately, timing is everything and these State budget impacts have hit the 
Ciiy ai ihe same iime as on-going City revenues are declining and a turn-around In the 
local economy is still nowhere in sight. 

As Council is aware, City's revenues are, in large part, directly tied to the local economy 
and when the economy is down, so are City revenues. Last month, the City Council 
received the Fourth Quarter Financial Report. When comparing total General Fund 
revenues received last fiscal year to those received in the year prior, General Fund 
revenues were down $3.3 million. Back in June, staff estimated that this fiscal year 
General Fund revenues would be down another $3 million which prompted Council to 
authorize the necessary reduction in operating expenses, including the elimination of nine 
full-time and three part-time vacant positions. 

• Recently, staff met with the City's sales tax consultant, HdL Companies, and the news was 
not overly optimistic. In essence, the economic indicators show that any hoped-for 
economic recovery will be slow in coming, relatively small in nature and not expected until 



2011-12. According to the UCSB Economic Forecast Project, the current recession will 
continue to impact the local economy well into 2011. It is anticipated that the City can 
expect a continuation of the current economic environment resulting in revenues 
continuing to be on an unsustainable course to finance on-going operational expenses. 
Another multi-million dollar budget deficit awaits the City of Santa Maria once again come 
2010-11 and there is wide belief that the State's budget crisis is still not resolved. 

Critical questions remain as to when additional funding reductions or suspensions might 
be enacted by the State to balance their current budget, since State revenues are not 
materializing as planned and the State appears to be continuing to operate in the red. 
Consequently, conservative estimates indicate that another multi-billion dollar budget 
deficit awaits the State of California in 2010-11 which will result in more raids on local 
government. 

Alternatives to Consider 

Since the financial impact of the proposed RDA tax increment shift will not take effect 
until May 2010, and the fact that this matter will be litigated by CRA and ultimately be 
decided by the courts, staff recommends no action be taken at this time regarding this 
potential RDA revenue loss. But rather, to "wait and see" and monitor the events of the 
litigation and report back to the City Council on the status of this pending litigation as 
developments occur. 
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In addressing the anticipated $1.5 million Prop 1A revenue loss, there are two viable • 
alternatives: participate in the Proposition 1A Securitization Program or reduce 
operating expenses. 

Proposition 1A Securitization Program 
Since the State-financed securitization program conceivably allows the City to receive 
100 percent of the property tax monies being seized by the State, coinciding with the 
State property tax transfers come January and May of 2010, it seems financially prudent 
to participate with other cities and counties in this program. Should the City decide to 
participate in the Proposition 1A Securitization Program, the City Council would need to 
adopt enacting resolutions, rnosi likely in October 2009 as California Communities is 
targeting a completion of the securitization transaction for November or early 
December. The securitization would give the City cash of 100 percent of the amount 
borrowed by the State, thus providing certainty of cash flow and removing the risk 
associated with the potential lack of repayment by the State or possible extension of 
repayment until 2016. This option would also not infringe upon the City having to use 
one-time Local Economic Augmentation Fund (LEAF) financing in order to cover the 
unanticipated revenue shortfall or having to reduce operational expenses in each 
General Fund department. 

Reduce Operating Expenses 
If the City Council decides to not participate in the Proposition 1A Securitization • 
Program, the City can expect to lose $1.5 million in property tax revenue this year and 
receive repayment of that amount plus interest by June 30, 2013. However, as 
indicated earlier, once repaid, the State has the ability to immediately borrow these 
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funds once more for an additional three years - making this one time borrow not 
repayable until June 30,2016. 

While staff is not recommending a reduction of operational expenses at this time, should 
the City Council decide not to participate in the Proposition 1A Securitization Program, 
the following would be the proportionate share of cuts to each General Fund operating 
department. 

The below illustration is an example of the magnitude of what those reductions would 
be, taking into consideration a combination of one-time LEAF financing and operational 
reductions to make-up the $1'.5 million Prop 1A revenue loss. In the example below, 
staff would be recommending the use of one-time LEAF financing to make-up one-third 
of this revenue loss with the remaining two-thirds coming from reductions in General 
Fund operating departments. 

DEPARTMENTS: Reductions Budget 

Police $ 397,960 38.7% 

Fire 155,009 15.1% 

Recreation & Parks 152,530 14.8% 

Admistrative Services 148,360 14.4% 

Community Development 57,714 5.6% 
Public Works 49,977 4.9% 

City Manager 42,825 4.2% 

City Attorney 20,584 2.0% 

Mayor & Council 3,261 0.3% 
Total Expenses: $ 1,028,220 100% 

LEAF Financing: $ 506,437 

Total Adjustment: $ 1,534,657 

While the above addresses the $1.5 million Prop 1A revenue loss, should the City 
Council decide not to participate in the securitization program, staff is prepared to 
implement the above operational reductions immediately. However, it should be noted 
that the above will impact current service levels and in some cases, resulting in a 
decrease in service levels to the public. 

It should also be mentioned that should the City Council decide on participating in the 
Proposition 1A Securitization Program, the above operational reductions will just be 
postponed until a later date as staff does not foresee a turn around in the economy 
anytime soon and anticipates more significant operational cuts in 2010-11 in order to 
address the on-going structural budget deficit. 

Fiscal Considerations: 
The proposed Proposition 1A Securitization Program is designed to provide the City with 
the ability to receive 100 percent of its respective Prop 1 A receivables, and at no cost to 



the City. As part of the authorizing legislation, the State will incur the interest costs and 
fees associated with the securitization of the monies. So it would appear that the 
Proposition 1A Securitization Program is a viable option. However, staff will need to 
carefully study and evaluate the details of the securitization program, once it is 
released, before a recommendation can be made. 

In the alternative, a reduction in each General Fund department will result in a decrease 
level of service to the community in certain operating departments. However, this 
reduction, in addition to the one-time LEAF financing, would off-set the anticipated $1.5 
million revenue loss. 

Impact to the Community: 

There should be no impact to the community should the City participate in the 
Proposition 1A Securitization Program. However, should the City chose to reduce 
operating expenses as illustrated above, there will be a decrease in the level of service to 
the community in certain departments; principally in the public safety and leisure services 
areas. 

~ARD ~YOON 
Assistant City Manager 

Attachment: Proposition 1A Securitization 
Frequently Asked Questions 



• 

• 

• 

.... 'l"'.aI.:qfI1J.~ 

lC\ \ ~ o j 
CALIFORNIA 

COMMUNITIES" 
JOHn l'O'lniCS ","'T!101Ul)' 

PROPOSITION lA SECURITIZATION 

FREQUENTLY ASKED QUESTIONS 

What is Proposition 1A Securitization? 

On July 28, 2009, the California legislature and Governor Arnold Schwarzenegger passed the state budget and 
approved a provision allowing the state to borrow eight percent of the amount of property tax revenue 

apportioned to cities, counties and special districts. Under the provision, the state will be required to repay those 

obligations by June 30, 2013. 

The provision also created an option for California local public agencies to relieve the burden of loaning the state 
property tax revenues. The provision, called Proposition 1A Securitization, authorizes the California Statewide 
Communities Development Authority (California Communities) to purchase the receivable due to loca I agencies 

from the State. 

How does Proposition lA Securiti~ation work? 

The legislation for the Proposition lA Securitization authorizes cities, counties and special districts to sell their 

state repayment obligations to California Communities. In a simultaneous transaction, California Communities 

will issue bonds and remit the cash proceeds to the participating local public agencies. Bondholders will receive 
their repayment from the state at a later date. The legislation requires that local agencies participating in the 
securitization program will receive 100% of their respective Prop lA receivables. 

How much does it cost a public agency to participate in Proposition 1A Securitization Program? 

There is no cost to participate in Proposition lA Securitization Program. All interest costs and costs of the 

securitization wi!! be paid by the state. 

\,AJhen can my agency expect to receive payment? 

Depending upon cleanup legislation expected in the California legislature, California Communities is targeting 

completion of the securitization transaction for November or early December, 2009, which would result in 
payment to participating local public agencies prior to transfer of the first installment of property taxes. Should 

the legislature not pass the anticipated legislative amendments, however, California Communities' next 

opportunity to securitize will likely be March, 2010. 

Attachment 



Is participation in Proposition lA Securitization Program voluntary? 

Yes. The Proposition lA Securitization provision creates the option for cities, counties and special districts to 

receive early payment on their obligations from the state. No public agency is required to securitize. 

What are our options if we decide not to participate in Proposition lA Securitization Program? 

Public agencies that do not participate in Proposition 1A Securitization Program can expect to receive repayment 

plus interest from the state for its obligations by June 30, 2013. The interest rate to be paid by the state to local 

public agencies will be set by the State of California Director of Finance on or before September 28, 2009. That 
amount must be higher than the current Pooled Money Investment Account rate, but no higher than 6%. 

Has California Communities conducted a program like this before? 

Yes. In 2005, California Communities conducted a similar bond securitization program for local agencies when the 

state borrowed Vehicle License Fee (VlF) revenues from cities and counties. California Communities securitized 
$455 million in VlF payments due from the state to provide advance repayment to 146 participating cities and 

counties. 

How is Prop lA Securitization different from the VlF financing that California Communities conducted? 

Under the VlF financing program in 2005, local agencies in California were required to cover the costs of issuance 
and pay the interest cost. As a result, local agencies only received about 93 cents on the dollar from their loans to 

the state. Under the proposed Proposition 1A Securitization program, the state will pay for the borrowing 
interest incurred and the costs of issuance required for each agency to participate. The legislation requires that 
local agencies participating in the securitization program will receive 100% of their respective Prop 1A receivables. 

Do I need to become a member of California Communities to participate in Proposition lA Securitization? 

No, public agencies are free to participate in the program without becoming members of California Communities. 

Does a public agency incur any liability by participating in Proposition lA Securitization? 

No. The bonds issued by California Communities are not obligations of any of the local agency program 
participants .. The California Communities joint powers agreement expressly provides that California Communities 
is an entity separate and apart from the participating public agencies, and "its debts, liabilities and obligations do 

not constitute debts, liabilities or obligations of any party to the joint powers agreement." Participating public 
agencies are not responsible for any repayment of debt, nor are they named in any of the bond documents. 

What is California Communities? 

The California Statewide Communities Development Authority, known as CSCDA or California Communities, is a 
joint powers authority sponsored by the league of California Cities and the California State Association of 

Counties. 

California Communities was created by the California State Association of Counties and the League of California 

Cities in 1988 to enable local government and eligible private entities access to low-cost, tax-exempt financing for 
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projects that provide a tangible public benefit, contribute to social and economic growth and improve the overall 
quality of life in local communities throughout California. 

Who are the Commissioners of California Communities? 

The Commission is made up of local government representatives appointed by elected officials through the 
California State Association of Counties and the League of California Cities executive committees. 

How much public benefit financing has California Communities issued on behalf of its Program Participants? 

California Communities has issued more than $40.2 billion through 1,212 financings since 1988 and consistently 

ranks in the top 10 of more than 3,000 nationwide public issuers of tax-exempt debt, as measured by annual 
issuance amount. 

Previous public benefit projects have included financing more than $700 million in public infrastructure projects, 
$122 million in lease obligations for local governments to acquire equipment, vehicles, and computer technology 
among other needs, and $397 million of pension obligation bonds to provide an alternative finance mechanism 
for unfunded liabilities. 
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