MEMORANDUM

To: Joyce Crosthwaite, Executive Officer
Orange County LAFCO

From: Richard Berkson

Subject: Peer Review of Sunset Beach Incorporation
Preliminary Feasibility Analysis (PFA)
EPS #20077

The Economics/of Land Use

Date: June 24, 2010

As you requested, Economic and Planning Systems (EPS) has reviewed
the Sunset Beach Incorporation Preliminary Feasibility Analysis (PFA)
prepared by Willdan Financial Services (June 3, 2010).

Key findings of our review include:

1. Scenarios 1 and 2 do not meet the minimum criteria for feasibility
within the first three years as required by Government Code Section
56720. Net revenue (all funds) is negative, and reserves are
negligible or negative, by the end of the third year. The PFA should
show actual costs and revenues for the first year; a portion of
revenues are likely to be delayed, e.g., property tax and sales tax,
due to the timing of collections and payments relative to city
formation. These delayed revenues in the first year, as well as
potential County transition year services and repayment, will
significantly alter annual cash flows and fund balances in the first
several years.

2. Scenario 3, which includes a 10 percent Utility Users Tax, shows that
revenues exceed costs by more than 10 percent in year three, and
reserves exceed costs by more than 30 percent. However, by the
end of year five, when the additional Motor Vehicle License Fee

T revenues provided by the State end, the city experiences annual
2501 Ninth Street, Suite 200 shortfalls. The shortfalls continue to be negative by year 10; the
Berkeley, CA 94710-2515 shortfall is a negative 3 percent of costs, which should not be

SR deemed feasible.
510 841 9208 fax

3. The PFA indicates that there is likely to be a negative impact on the

Berkeley
Sacramento County if the city is feasible, however, the PFA does not calculate the
Denver impact or potential additional mitigation payments to the County

that may be required; County impacts and potential mitigation
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payments should be calculated in order to disclose all potential costs that may face the new
city.

4. Scenarios 1 and 2 presume that the County continues to provide certain services, even
though it has shifted revenues to the new city, including property tax revenues, which
currently fund those services. Scenario 3 assumes that the County continues to provide
beach services through year 5. Feasibility would be more unlikely if additional mitigation
payments are required and/or if the County does not continue providing services.

5. In addition to the utility users tax that will be required by the new city, expansion of the
Transient Occupancy Tax will also require a majority voter approval.

6. The PFA appears to have miscalculated the amount of property tax to be transferred from
the County to the new city. The calculation of the Auditor’s Ratio should not include “VLF
swap” revenues. The Auditor-Controller’s Office has calculated a ratio which excludes those
revenues and makes a number of other adjustments; the resulting ratio is 34.4 percent
rather than the 80.1% shown in the PFA, which reduces the transferred property tax
revenues by about $100,000, further adversely affecting feasibility.

7. The PFA assumes a relatively low contingency of 5 percent. This contingency may be
appropriate for a much larger city, but a city with a small budget has much less ability to
absorb potential adverse fiscal events, for example litigation, reduction in State revenues,
increases in maintenance costs due to a natural disaster, etc. The PFA has assumed low
staff and other costs, as noted below, which could also be greater than anticipated.

8. The Road Fund shows a shortfall in all scenarios, which adversely affects the ability to
provide General Fund services.

The following sections describe these findings in greater detail.

Costs

Service Levels

The PFA presents three scenarios, ranging from a “limited” set of services to assuming all the
municipal services currently provided by the County, after beach services are transferred in the
fifth year.

The limited transfer of services will depend upon concurrence by the County, therefore the
viability of scenarios 1 and 2 is highly uncertain. In addition, it is likely that the County will
consider the fiscal impacts of the scenarios before deciding about retaining certain services. The
PFA has not evaluated the fiscal impacts on the County; typically a PFA would include such an
analysis, particularly since fiscal mitigation (“revenue neutrality”) payments could have a
significant bearing on city feasibility.

While it may be appropriate to show “scenarios” which assume various levels of continued
County services, depending on the outcome of negotiations, the PFA should show a “base case”
that assumes no continued County services beyond initial transition year services (for which the
County may require repayment). The Base Case will be adversely affected if the County does
not agree to continued provision of services at no cost.
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Proposed Staffing Plan

The PFA proposes a half-time position for the city manager, and a combined assistant city
manager/city clerk position. Although the size of the new city is very small and it is essentially
built-out, it would not be likely that part-time city manager position would be sufficient to handle
the full range of responsibilities that will be required, including management of contracts for
services, compliance with legal and regulatory requirements, inter-governmental relations and
participation in regional agencies. The assistant city manager/city clerk position would provide
assistance, however, based on the proposed $52,000 annual salary that position appears to be
more clerical in nature and therefore less likely to provide management services.

A part-time city treasurer will not be sufficient to provide for the segregation of accounting
responsibilities under generally accepted accounting standards for municipal governments. The
budge does not includes any additional costs for outside contract support or auditing. City
attorney costs are likely to be higher in initial years as contracts are negotiated, city codes and
ordinances are adopted, and intergovernmental agreements established.

The PFA includes a contract with a traffic engineer, however, no other public works engineering
costs. The new city will require the services of an engineer to assist with road maintenance and
other capital projects.

The PFA adds 30 percent to salaries to account for taxes and benefits based on comparable
cities, however, the rate appears low; 35% to 40% or more would be more likely, depending on
the position and salary level. The PFA did not provide comparable information for specific cities
to document the salaries or the 30% factor.

The PFA does not show any staff for human resources or information technology support, nor
does the PFA include any contract costs for these services in the non-departmental cost
category.

City Council

The PFA proposes minimal costs for the city council, which is appropriate for a city of this size.
Council members would receive a nominal stipend per month, and a small allowance for
expenses (e.g., attendance at conferences, etc.).

Police

The PFA assumes that Seal Beach would contract for services at an annual cost of $375,000, the
PFA should note that if Seal Beach did not provide a contract, the only option may be a contract
with the County. The County’s estimate of service costs was $1.4 million (see Table A.2 in PFA),
although a negotiated contract could differ. If the sheriff contract cost were significantly greater
than the $375,000 the new city would be infeasible. The sheriff contract cost could be less than
$1.4 million, but the contract would not benefit from Prop. 172 funds which remain with the
County and would not be applied to contract services.

Animal Control

The animal control costs of $800 appear to be low. These costs are typically at least $2-$5 per
capita, which would be $2,500 to $5,500. The OC LAFCO Data Matrix indicated a current cost of
$500, but the basis for this cost was not documented.
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Non-Departmental Costs

Facility costs appear low. The PFA assumes that city office space would be accommodated
through the purchase of the existing fire station for $200,000. It is not known whether the
station would be available for sale at that price. It is understood that the station does not meet
current seismic or accessibility standards, which could add significantly to the facility costs. The
annual cost budgeted in the PFA for city office space is approximately equal to 500 to 1,000
square feet of rented space, depending on prevailing rents (e.g., at $2.00/sqg.ft./month, the
budgeted $15,000 would pay for 625 square feet). This would be inadequate for city offices and
council space, if the city did not purchase/rehab the fire station.

The PFA appears to underestimate initial equipment costs. The city would have to provide
equipment, including computers, for contract employees while on the premises, as well as for
permanent employees. Equipment would include computers/network equipment, printers,
copier, furniture and desks, filing and storage.

The PFA apparently does not allow for other expenses such as computer support (IT) services, or
human resources (e.g., payroll, tax services, benefits accounting, etc.). The new city will also
require annual audit services from an outside firm, which apparently are not shown in the
budget.

The overall budget includes a 5 percent contingency, which is the minimum amount that should
be evaluated. However, considering the small size of the city and its budget, a 10 percent
contingency would be more prudent and conservative. The Office of Planning and Research
Incorporation guidelines recommend 10 percent.

Greenbelt, Restrooms and Parking Lot Costs

These costs were based on current County costs, including private contracts. There is no reason
to believe they would vary significantly for the new city. If the incorporation process moves
forward, the Comprehensive Fiscal Analysis prepared for LAFCO will update the costs based on
the most recent, actual cost data.

Beach Maintenance

The costs for beach maintenance are based on estimates from Seal Beach for beach cleaning.
Whether Seal Beach will commit to a contract at this cost is speculative; the PFA should also
provide estimates based on current County costs.

The costs include current County costs for sand replenishment. According to information
submitted to the City of Huntington Beach (Lymon Lokken, June 7, 2010), future sand
replenishment costs could increase by $16,000; this cost increase is not shown in the analysis.

Lifeguards

The PFA assumes the City of Seal Beach would contract to provide this service, although the
basis for the cost estimate is not provided. The PFA estimate of $310,000 is less than the
current County contract cost of $360,000 to $380,000. The PFA should be based on current
County costs due to the uncertainty about whether Seal Beach will provide a contract at the
lower costs.

P:\20000s\20077SunsetBch\Report\24June_revised\20077EPS_24Jun2010_incorp.doc



Peer Review of Sunset Beach Incorporation PFA June 24, 2010
EPS #20077 Page 5

Information submitted to the City of Huntington Beach (Lymon Lokken, June 7, 2010) indicated
that costs could exceed $500,000 per year based on discussions with the current vendor. The
higher cost could result if the current vendor is not also providing service to other County
beaches, which is beyond the control of the new city. This higher cost would have a significant
adverse impact on the city’s financial viability.

Road, Traffic Signal and Streetlight Maintenance Costs

The PFA utilizes data from the OC LAFCO Data Matrix, based on average countywide costs. The
resulting amount appears reasonable considering the miles of roadway and relative light use,
however, other costs such as street sweeping could increase the costs above countywide
averages.

Revenues

Property Tax

The PFA calculates the amount of property tax transferred to the new city by multiplying the cost
of County services to the area by the “Auditor’s Ratio”. The Auditor’s Ratio is the ratio of total
County property taxes to all revenues available for general purposes. The revenues are then
increased based on property appreciation and sales, then adjusted to constant 2009 dollars.

The PFA incorrectly calculates the Auditor’s Ratio by including “property taxes in lieu of VLF” in
the same category as property taxes generated from the County’s share of the 1 percent
property tax. The “property taxes in lieu of VLF” represents a “swap” of State property tax
revenue from the State to the County to compensate for the County’s loss of VLF; the swap is
independent of the allocation of the 1 percent property tax based on the County’s Tax Allocation
Factor (described in the PFA). The new city will receive its share of VLF per a statutory formula,
as noted below; the PFA effectively attributes an additional share of VLF allocations by including
it as a County property tax that increases the shift of property taxes from the County to the new
city.

Excluding the “swap” revenues from the property tax transfer reduces the property tax to the
new city by about half. The Auditor-Controller has provided LAFCO with a calculation of the ratio
which excludes “swap” revenues and other dedicated revenues (January 20, 2010). The
resulting Auditor’s Ratio was calculated by the County to be 34.4 percent, thereby reducing the
property tax to the new city by about $100,000. This loss has a significant adverse impact on
city feasibility.

The PFA shows property taxes declining slightly in “constant 2009” value, which is a conservative
estimate. Given the relatively high property appreciation rate assumed in the PFA of 6.7 percent
annually, property taxes should grow in constant dollars; however, the PFA incorrectly calculates
the change in assessed value, thereby offsetting the likely assessed value growth. The PFA
assumes that when property sells, its price will only reflect one year of appreciation; in fact, the
total appreciation of all property sold in a year will include many properties assessed at values
far below current market values because they were last sold several years earlier. Properties
that have not sold for many years will jump substantially in value, even given recent market
value reductions.
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Sales Tax

The PFA cites County data as the source for the $186,857 sales tax estimate. This data
apparently is derived from the OC LAFCO Island Data Matrix. It is not clear whether the amount
includes “Property Tax in lieu of Sales Tax” which is 25 percent of the 1 percent local sales tax.
Further research is recommended to clarify this issue.

Neither the Study nor the OC LAFCO Island Data Matrix indicate whether the sales tax estimate
includes a share of the State and County “pool” revenues, which could add approximately 10
percent to the sales tax estimate.

Property Transfer Tax

The transfer tax calculation considers the value of property that sells, multiplied by the tax rate.
As noted for property tax, the actual jump in value upon sale of units is likely to be higher than
the annual appreciation rate; however the appreciation rate is optimistic and likely to be lower
than 6.7 percent annually. Consequently, the result is within a reasonable range of values.

Transient Occupancy Tax

The estimated amount of $151,356 is based on actual TOT revenues from the area. The
estimate is derived from the OC LAFCO Data Matrix, which indicates that the numbers are for
calendar year 2008. The numbers should be updated and based on the most recent 12 months
for which data is available.

The PFA assumes that the new city will expand the current County TOT ordinance to apply to
vacation rentals. The estimate of vacation rentals includes a range of rents, however, does not
indicate whether all of the rental units are 100 percent occupied for the full 20 weeks. If not, the
revenues would differ from the estimates shown.

Revisions to the TOT ordinance may require 50 percent voter approval.

Utility Users Tax

The PFA estimates the potential tax revenues from a new tax at different rates, depending on the
amount required by a city budget. The PFA indicates that the average utility bills are based on a
survey of residents. Overall, the amounts appear reasonable.

Vehicle License Fees

The PFA estimates the VLF to the new city based on $50 per capita, adjusted by a “bonus”
allocation in the first five years. This “"bonus” starts at 150 percent, and declines to 100% after
5 years.

Franchise Fees

The PFA estimates franchise fee revenues based on the same survey data used for the utility
users tax. The revenue assumes that the new city will negotiate franchise fees of 5 percent for
gas, electric and cable.
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Fines, Forfeitures and Penalties

The PFA includes a minimal amount of revenue from these sources. The amount appears
reasonable.

Charges for Services

The PFA assumes a cost recovery of 80 percent for planning, development and code enforcement
services. This recovery rate is reasonable for services, which are largely fee based such as
development services; however, the recovery rate may be too high when considering the full
range of city functions. For example, code enforcement typically generates revenue from
penalties which is often much lower than the costs, depending on enforcement policies, e.g.,
compliance with warnings vs. issuance of citations and legal action.

The city’s planning costs need to account for costs of long-range planning and updates, as well
as participation in regional planning activities, planning for provision of affordable housing
opportunities, and environmental and coastal planning, which will not generate fee revenues. As
noted previously, the city staffing does not provide sufficient staff to address these needs.

Parking Meters

The PFA estimates revenue based on national averages, which result in amounts lower than
generated by parking spaces in Huntington Beach and other beach communities, according to the
PFA. The method and estimates appear reasonable.

Junior Lifequards

The PFA estimate is based on current revenues received by the County.

Use of Money and Property

The PFA assumes 1 percent of revenues, which is reasonable. The actual amount can vary
significantly depending on fund balances and prevailing interest rates.

Business License Tax

The PFA assumes no business license tax revenue. Currently the County does not charge a
business tax.

Gas Tax

The PFA estimates gas tax revenues that are generally consistent with the per capita revenues
received by Huntington Beach in FY09. Gas Tax revenues declined in recent years and may be
less than projected in the PFA. The PFA did not include Measure M taxes that would be available
for transportation purposes.
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