
RESOLUTION NO: 2011-50 

A RESOLUTION OF THE CITY COUNCIL OF SANTA MARIA, 
CALIFORNIA, ADOPTING GOVERNMENTAL ACCOUNTING STANDARDS 
BOARD STATEMENT NO. 54 THAT INCORPORATES A FUND BALANCE 

POLICY INCLUDING A GENERAL FUND PRUDENT RESERVE AND 
AUTHORIZES THE DIRECTOR OF ADMINISTRATIVE SERVICES TO 

IMPLEMENT THE FUND BALANCE POLICY 

WHEREAS, the Government Standards Accounting Board (GASB) has issued 
Statement 54 Fund Balance Reporting and Governmental Fund Type Definitions (Statement 
54); and 

WHEREAS. Statement 54 will modify the reporting of fund balance for governmental 
funds and establishes a hierarchy of classifications for fund balance and requires 
documenting certain financial policies. some of which require approval by City Council; and 

WHEREAS. staff has determined that compliance with Statement 54 will clearly 
define new fund balance classifications and identify authority and actions that lead to 
committed and assigned fund balances; and 

WHEREAS, the Fund Balance Policy (Exhibit A) complies with the requirements of 
Statement 54. 

NOW, THEREFORE, IT IS HEREBY RESOLVED by the City Council of the City of 
Santa Maria, California, as follows: 

That the City Council adopt Governmental Accounting Standards Board 
Statement No. 54 that incorporates a Fund Balance Policy including a General 
Fund Prudent Reserve and authorizes the Director of Administrative Services to 
implement the Fund Balance Policy. 

PASSED AND ADOPTED at a regular meeting of the City Council of the City of 
Santa Maria held this 1 ih day of May, 2011. 

ATTEST: 

Chief Deputy City Clerk 
Pat Perez 

MAYOR 
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Uti FUND BALANCE POLICY 

Purpose: 

This Fund Balance Policy establishes procedures for reporting fund balance 
classifications, establishes prudent reserve requirements, and establishes a hierarchy of 
fund balance expenditures. The policy also authorizes the Director of Administrative 
Services to prepare financial reports, which accurately categorize fund balance per 
Governmental Accounting Standards Board (GASB) Statement No. 54; Fund Balance 
Reporting and Governmental Fund Type Definitions (GASB 54). Further, this policy is 
established in order to provide a measure of financial protection for the City against 
unforeseen circumstances and to comply with GASB 54. Unless otherwise authorized, 
no other policy or procedure supersedes the authority and provisions of this policy. 

I. Fund Balance Components 

Fund balance is essentially the difference between the assets and liabilities reported 
in a governmental fund. GASB 54 establishes the following five components of fund 
balance, each of which identifies the extent to which the City is bound to honor 
constraints on the specific purposes for which amounts can be spent. 

A. Non-Spendable Fund Balance 
The non-spendable fund balance classification includes amounts that cannot be 
spent because they are either (a) not in spendable form or (b) legally or 
contractually required to be maintained intact. The "not spendable" criterion 
includes items that are not expected to be converted to cash, for example, 
inventories and prepaid amounts. It also includes the long term amount of loans 
and notes receivable. 

B. Restricted Fund Balance 
The restricted fund balance classification includes amounts that reflect 
constraints placed on the use of resources (other than non-spendable items) that 
are either (a) externally imposed by creditors (such as through debt covenants), 
grantors, contributors, or laws or regulations of other governments; or (b) 
imposed by law through constitutional provisions or enabling legislation. 

C. Committed Fund Balance 
The committed fund balance classification includes amounts that can only be 
used for specific purposes pursuant to constraints imposed by formal action of 
the government's highest level of decision making authority. Those committed 
amounts cannot be used for any other purpose unless the government removes 
or changes the specified use by taking the same type of action (for example -
legislation, resolution, ordinance) it employed to previously commit those 
amounts. Committed fund balance should also incorporate contractual 
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obligations to the extent that existing resources in the fund have been specifically 
committed for use in satisfying those contractual requirements. 

D. Assigned Fund Balance 
The assigned fund balance classification includes amounts that are constrained 
by the government's intent to be used for specific purposes, but that are neither 
restricted nor committed. Such intent to be established by (a) the governing 
body itself or (b) a body or official to which the governing body has delegated the 
authority to assign amounts to be used for specific purposes. 

E. Unassigned Fund Balance 
The unassigned fund balance classification includes amounts that do not fali into 
one of the above four categories. This classification represents fund balance that 
has not been assigned to other funds and that has not been restricted, 
committed, or assigned to specific purposes within the General Fund. The 
General Fund is the only fund that should report this category of fund balance. 

The first chart below depicts the current versus the GASB 54 fund balance 
classifications and the second chart further displays the new hierarchy under GASB 
54. 

I 

PAST PRACTICE NEW GASB 54 
ELIMINATED CLASSIFICATIONS CLASSIFICATIONS 

Reserved 
Non-Spendable 

Restricted 
.... , . 

Committed 
Unreserved and Designated , .. 

ASSigned 

Unreserved and Undesignated Unassigned 

GASB 54 FUND BALANCE CATEGORIES 

Non-Spendable Fund Balance 

Restricted Fund Balance 

Unrestricted Fund Balance 

Not In Spendable Form 

Legally or Contractually Restricted 

Committed Fund Balance 
ASSigned Fund Balance 

Unassigned Fund Balance 
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II. Stabilization Arrangements (Prudent Reserve) 

Per GASB 54, governments have the option to formally set aside unrestricted fund 
balance amounts for use in emergencies, revenue shortages, or budget imbalances. 
The authority to set aside such amounts can be established by statute, ordinance, 
resolution, charter, or constitution. These amounts may be spent only if certain 
specific circumstances exist. Stabilization amounts should be reported in the 
general fund as committed. The notes to the financial statements disclose the 
authority for establishing the arrangement, the requirement for additions to the 
amount, the conditions under which the amounts may be spent, and the balance. 
The attached General Fund Prudent Reserve (Attachment 1) satisfies the GASB 54 
requirements. 

III. Hierarchy of Spending Fund Balance 

The City's current fund balance practice provides that restricted fund balance be 
spent first when an expenditure is incurred for which both restricted and unrestricted 
fund balance is available. Similarly, when an expenditure is incurred for purposes 
for which amounts in any of the unrestricted classifications of fund balance can be 
used; committed amounts are to spent first, followed by assigned amounts and then 
unassigned amounts. 
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GENERAL FUND PRUDENT RESERVE 

I. INTRODUCTION 

City finances are comprised of various funds, which for legal purposes have to be 
separated. For example, gas taxes have to be spent on street maintenance and 
cannot be used to hire police officers. One fund over which the City Council may 
exercise considerable discretion is the General Fund. It is also the fund used to 
account for the receipt of general taxes such as property and sales taxes. Most 
public safety services are also paid from the General Fund. Proposition 218 dictates 
that taxes can only be raised by a vote of the electorate. As such, the City must 
cautiously guard its General Fund to insure that expenses do not eclipse revenues. 

The mark of fiscal stability is a city's unassigned General Fund balance or an 
officially committed General Fund reserve or one derived from General Fund 
revenues. In the early 1990's, there was a recession and when revenues fell, there 
was not sufficient financial resources available to weather the storm and 26 full-time 
and 34 part-time positions were eliminated. During this period, the State had 
confiscated City revenues through property tax shifts to the newly created 
Educational Revenue Augmentation Fund (ERAF) at the county level. Since then, 
approximately $25.7 million in City ERAF shifts have occurred. 

The recession of 2008-09 resulted in the elimination and/or un-funding of twelve full
time positions and resulted in a deficit of $8 million or 15 percent of budgeted 
expenditures. Fortunately, the City had $11.7 million in a special reserve fund 
known as the "Local Economic Augmentation (LEAF) Fund." The City has since 
used about $7 million in LEAF funds and forecasts a LEAF balance of $4.7 million at 
June 30, 2011. The City is forecasting using an additional $3 million in LEAF 
funding to balance the 2011-12 General Fund leaving an estimated $1.7 million in 
LEAF reserves. 

A General Fund Prudent Reserve, otherwise known as a Stabilization Fund or 
Emergency Reserves, would provide for severe economic downturns or major 
unforeseen events (as determined by City Council action) where a significant portion 
of revenues supporting critical basic operations are projected to decline for more 
than two years, (the normal budget cycle), and such decline cannot be absorbed by 
the operating departments or fund. In these events, the City will need to affect 
reductions, consolidate operations, reprioritize critical programs or implement an 
alternative revenue source. A General Fund Prudent Reserve will provide temporary 
support to minimize the impacts to citizens who rely on these critical operations. 

II. WHAT IS THE AMOUNT OF A FISCALLY PRUDENT RESERVE? 

There is no easy answer to this question. What is okay to one city may not be okay 
to another. The author notes that, "If you asked 1 00 finance professionals this 
question, very few would provide the same answer. The elements that are right for 
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one city are entirely wrong for another." Data from surveys conducted by the 
Government Finance Officers Association (GFOA) and the California Society of 
Municipal Finance Officers (CSMFO) indicated that respondent cities differ 
significantly in this regard. 

III. MEASUREMENTS TO DETERMINE PRUDENT RESERVES 

Although finance professionals may not have the same answer as to what is a 
prudent reserve, most agree on a set of parameters by which such a question could 
be examined for a specific city. The need for reserves is determined primarily by the 
degree of risk associated with revenues and revenue sources, and by the likelihood 
of major contingencies and the amount of funds required to respond to them. Here 
are some important questions to consider: 

1. How stable is the tax base in the face of adverse economic conditions? 
2. How broad is the City's General Fund revenue base? 
3. What is happening with NHIS revenue? 
4. Is any City revenue source at risk due to State or Federal political action? 
5. What are the cash flow needs of the City? 
6. Does the City have any unfunded liabilities? 

IV. EXAMINATION OF THE CITY'S FISCAL POSITION AGAINST THE 
MEASUREMENT TOOLS 

Measurement #1 - Tax Stability 

In 2011-12, it is estimated the City will receive $53.5 million in General Fund 
revenue. Of this amount, $35 million is from taxes with the balance from fees, 
grants, fines, and transfers in. Keep in mind that fees and grants are paying for a 
specific service such as building permit fees, recreation programs and safety 
services. General Fund taxes are used to support community services for which 
there is no fee. This is primarily police and fire protection (public safety). Of this $35 
million in taxes, $14 million (40 percent) is from property taxes and $14.9 million (43 
percent) is from sales tax. The remaining $6.1 million are other taxes and consist 
primarily of franchise fees and bed tax. 

In judging the stability of the tax base, the recession of 2008-09 proved that both 
property and sales tax are considered less stable sources of revenue. The housing 
downturn resulted in significant declines in assessed values for both commercial and 
residential parcels. The median home value fell from $444,000 in 2006 to $217,000 
in 2010. In 2009-10, the annual adjustment to assessed values was a negative 
0.237 percent, the first time this has occurred since 1978 with the passage of 
Proposition 13. Total property tax revenue fell from a high of $15.3 million in 2008 to 
a low of $13.9 million in 2010, a decline of $1.4 million. 
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A two-year economic recession had the affect of a $1.4 million decline in property 
tax over the two year period and the recovery would be at least another two years 
minimum. 

• Recommended modest vulnerability reserve for property tax is $2.8 million. 

Sales tax is generally more volatile than property tax. Furthermore, an analysis of 
the City's sales tax reveals that 24 percent comes from retail stores (department, 
clothing, furniture), 15 percent from auto sales, and 10 percent from building 
materials. These areas of sales are vulnerable to affects of recession and constitute 
49 percent of the City's sales tax. In addition, rising gas prices in recent years have 
had an effect on sales of certain types of vehicles (i.e. SUVs) that typically are more 
expensive (and hence more sales tax paid). Also within sales tax, one must be 
concerned with the growing number of Internet transactions that escape taxation and 
replace those transactions for which the City would otherwise receive sales tax. 
This trend has steadily grown and will continue to do so, impacting future sales tax 
revenue. 

With 49 percent of the City's sales tax from segments vulnerable to recession and 
with 43 percent of the City's General Fund taxes coming from sales tax, it is prudent 
to reserve funds. In other words, the City has an exposure of a less stable tax base 
in the face of adverse economic conditions. A two-year economic recession, which 
would have the effect of a sustained ten percent reduction in sales tax over the two 
years, would result in a possibility of a $3.4 million dollar reduction in sales tax. 
Total sales tax revenue fell from a high of $18.1 million in 2008 to a low of $14.7 
million in 2010, a decline of $3.4 million. 

• Recommended modest vulnerability reserve for sales tax is $3.4 million. 

Measurement #2 - Broadness of Revenue Base 

Another measurement to quantify an appropriate level of reserves concerns how 
broad a range of General Fund revenue in the City and what the future holds for 
such revenue. Some cities have a very broad range of General Fund revenues not 
associated with fees. For example, a resort city enjoys a large amount of transient 
occupancy taxes (hotel/motel tax). Often this exceeds the amount the city receives 
from property or sales tax. Some cities with parking limitations receive large 
amounts of revenue from the sale of parking passes, parking meters, parking 
garages and even parking tickets! Many cities have a utilities users tax. The users 
tax is often five percent on the cost of all utilities that the citizens of the city use, 
including gas, electric, phone, cable TV, and even the city's own utilities of water, 
sewer and garbage. Utility users tax is sometimes the largest General Fund source 
of revenue for a city. Many cities have a gross receipts business license tax that 
provides a large General Fund amount. Finally, a few cities even have a payroll tax. 

Cities with a less broad base of General Fund revenue will require a greater amount 
in reserves in order to weather a downturn in just one revenue area. This is true for 
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the City. Transient occupancy tax will net only $2.2 million in 2010-11, which is but 
eight percent of what the City will receive from property and sales tax. The City 
does not have a utility user's tax or a gross receipts business license tax. The City's 
modest business license tax will result in $340,000 in 2010-11. Again, this is about 
one percent of what property and sales tax will produce. The City has no parking 
fees or parking meters. In short, the City has a very narrow base of General Fund 
tax revenue. The City is almost totally dependent upon property tax and sales tax. 

The following illustrates differing reserve methodologies given the broadness of 
General Fund tax revenue sources. Logic would dictate that the fewer number of 
revenue sources would require additional layers of reserves. Conversely, the 
greater number of revenue sources would require fewer layers of reserves. 

Number of 
Revenue Sources 

1 
2 
3 
4 

Reserve 

25% 
20% 
15% 
10% 

As the property and sales tax comprise $29 million of the $35 million in General 
Fund taxes, the City has a narrow base of revenue - just two significant categories. 
As such, a reserve of 20 percent of $35 million would be reasonable to account for 
the narrow band of tax revenue sources as opposed to cities that enjoy a wider or 
broader range of tax revenue sources. 

• Recommended reserve is $7 million. 

Measurement #3 - Non-hazardous Impacted Soils Revenue (NHIS) 

The NHIS program at the City's landfill is an innovative program that utilizes soil, 
with low levels of petroleum, to achieve proper elevations for final closure of the 
landfill. NHIS is delivered mainly from various oil companies, including Chevron, 
which has contracted with the City since 2003. Over 2.5 million tons of NHIS has 
been brought to the landfill by Chevron. The City receives approximately $4 million 
annually in NHIS revenue. 

However, the primary source of NHIS, from the Guadalupe Restoration Project 
(GRP), has been declining resulting in decreasing revenues of approximately $1.4 
million per year. 

• Recommended reserve is $2.8 million 
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Measurement #4 - Revenues at Risk Due to State or Federal Action 

When the State faced fiscal challenges in the early 1990s the State simply shifted 
property tax away from local government This shift in taxes (known as the ERAF 
shift) necessitated many local governments to reduce services, cut expenditures and 
dig into reserves. Proposition 1A (which passed in November 2004 with an 
unprecedented 84 percent approval) and Proposition 22 (passed in November 2010) 
established strong, new constitutional protections for the City's largest sources of 
general fund revenues including property and sales tax. Note however, that 
although Proposition 1A and 22 protect local government from increased State raids, 
the ERAF shift already in place continues to this day and will do so in the future even 
with Proposition 1A and 22 protection. While Proposition 1A and 22 have 
substantially reduced the political risk to California city finances, recent events attest 
to the fact that risks remain (Governor Brown eliminating Redevelopment Agencies 
(RDA). 

The elimination of the RDA would result in increased General Fund debt service 
payments of $1.2 million per year. The remaining balance on the RDA debt is $3.8 
million. 

• Recommended reserve is $3.8 million. 

Measurement #5 - Cash Flow Requirements 

Cash flow needs of a city have a direct bearing on the amount of reserves needed. 
Since about 75 percent of all General Fund expenditures are for labor costs, the City 
has a fairly even outgoing cash flow demand. While cash is going out at a fairly 
even monthly rate, cash is not received in a like manner. The first receipt of property 
taxes is usually not paid to the City until the last day of December. Even then, the 
payment is only 40 percent of the total for the fiscal year. This means from July 1st 

to December 31 st
, the City has had about half of its cash flow for the fiscal year 

going out, but has yet to receive any cash from property tax. Keep in mind property 
taxes are 40 percent of the total of all General Fund tax revenues. 

Compounding the cash flow problem is the City used to receive its sales tax 
allocation monthly but now receives only 75 percent of this allocation with the other 
25 percent coming in two times a year. This is the result of the budget deficit bonds 
issued seven years ago by the State of California. One quarter of the local sales tax 
(0.25 cents of the one cent local) was technically used as a pledge for the bonds. 
The State does make up this 0.25 cents but does so only two times a year and does 
so after the fact 

The City needs to have reserves to cover this cash flow demand until cash catches 
up to expenses in the last half of the fiscal year. If there were not sufficient reserves, 
then the City would have to borrow funds to cover the cash needed for the first half 
of the fiscal year. This borrowing is called Tax and Revenue Anticipation Notes 
(TRANs). In the early 1990s when the City had few reserves, there were several 
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years when the City had to issue TRANs. To avoid borrowing the City would need to 
have in reserve 50 percent of its Property tax revenue plus 25 percent of 50 percent 
of its sales tax revenue . 

• Recommended reserve is $9 million. 

Measurement #6 - Unfunded Liabilities 

In 2004, the Governmental Accounting Standards Board (GASB) issued Standard 
#45 relating to accounting for other post employment benefits (OPEB). OPEB are 
non-pension benefits the largest of which is health insurance. Many governments 
have provided for paid medical benefits for retired employees. This benefit can be 
lifetime or until the retired employee reaches Medicare age. Some offer the benefit 
only after a certain number of years of service to that organization. GASB 45 
requires municipalities to account for OPEB liabilities much like municipalities 
already account for pension liabilities, generally adopting the actuarial 
methodologies used for pension. Most municipalities have not set aside any funds 
against this liability, choosing instead to just pay the annual expense for the existing 
set of retired employees and not accounting for future payments. 

The City provides post-retirement health benefits, in accordance with State statutes, 
to all employees retiring from the City and enrolled in an insurance program under 
the California Public Employees' Medical and Hospital Care Act (PEMHCA). The 
PEMHCA is a defined contribution, multiple employer, healthcare plan providing 
benefits to active and retired employees. The PEMHCA is administered by the 
California Public Employees' Retirement Agency (CaIPERS). 

PEMHCA determines the amount contributed by the City toward retiree health 
insurance. Currently, the City is required to contribute $108 per month toward the 
cost of the retiree health insurance, which is the same amount contributed toward 
active employee health insurance. The balance of the premium, averaging 
approximately $663 per month, is paid directly by the retirees to CaIPERS. 

At June 30, 2009, the City had an actuarial valuation prepared resulting in an 
accrued liability of $6,798,520. This is the amount actuarially determined to be 
required to fund healthcare benefits for current employees and retirees in the future. 
Under GASB 45, the City is required to have an actuarial valuation prepared every 
two years. 

• Recommended reserve is $6.8 million. 

V. SUMMARY OF RESERVE LEVELS PER RISK MEASUREMENT 

Six criteria have been analyzed in order to ascertain what constitutes a prudent 
reserve level for the City given its unique set of circumstances. While each criteria is 
an important measurement, a few overlap with others. For instance, as long as 
there is at least $9 million in reserves as a result of other measurements, this same 
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$9 million could be used to satisfy cash flow needs. This is a fiscally prudent 
measure as there is a need for maintaining adequate cash flow reserves in the 
General Fund to compensate for fluctuations in revenue receipts. 

Measurement Amount Redundancy Total 

#1 Tax Stability $ 6.2M $ 6.2M 
#2 Broadness of Tax Base $ 7.0 $ 7.0 
#3 NHIS Revenue $ 2.8 $ 2.8 

#4 Revenues at Political Risk $ 3.8 $ 3.8 

#5 Cash Flow Needs $ 0.0 $ 9.0M $ 9.0 

Subtotal $19.8 $ 9.0 $ 28.8 

#6 Unfunded OPEB Liability $ 6.8 $ 6.8 

Grand Total $ 26.6M $ 9.0M $ 35.6M 

The above chart illustrates that by using five of the six criteria to measure what 
constitutes a "prudent" reserve (without regard to the OPEB liabilities) for the City, 
the figure would be $19.8 million as of June 30, 2010. As a percentage of General 
Fund operating expenditures for 2011-12 ($53.5 million) this would be about 37 
percent. It would take an additional $6.8 million to cash out the OPEB liabilities. 

VI. OTHER FACTORS TO CONSIDER 

Reserves Generate Investment Earnings to Fund Operations 

An important, yet often overlooked consideration, when deciding on the level of 
reserves is to examine what impact on operating revenue and programs would there 
be if reserves were reduced or eliminated. Keep in mind that the reserve funds of 
the City are invested. The estimated General Fund Prudent Reserve balance at 
June 30, 2010 is $19.8 million. If invested at three percent for a year, this generates 
approximately $594,000 in investment earnings available for General Fund 
programs. 

Appropriations from Prudent Reserve Ba/ance 

Once established, appropriations from the Prudent Reserve commitment can only be 
made by formal City Council action. Generally, appropriations and access to these 
funds will be reserved for emergency situations. Examples of such emergencies 
include, but are not limited to: 

• An unplanned, major event such as a catastrophic disaster requiring 
expenditures over five percent of the General Fund adopted budget. 

• Budgeted revenue taken over by another entity. 

• Drop in projected/actual revenue of more than five percent of the General Fund 
adopted revenue budget. 
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Should the Prudent Reserve commitment be used, and its level falls below the 
minimum amount of as described herein, the goal is to replenish the fund within 
three fiscal years. 

VII. CONCLUSION 

It is important that the City maintain a prudent level of reserves. The City has 
exposure to certain risk factors when looking at future revenues. What constitutes a 
prudent level of reserves is different for each city. There is, however, a series of 
measuring tools by which the City can examine its financial base and determine an 
appropriate level of reserves for the City. Using these tools, it has been suggested 
that the amount of $19.8 million or roughly reserves equal to 37 percent of the City's 
current General Fund operating budget is not unreasonable. It has been noted that 
the current reserves of the City currently serve in an endowment-like fashion that 
provide General Fund operating income of approximately $594,000 in interest 
earnings, which has been used to fund operations. 
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