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Santa Ana, CA 92702

Dear Mr. Walters:

Management Partners is pleased to provide this report that contains our analysis and
recommendations for budget stabilization. The purpose of the analysis was to identify ways to
reduce costs and increase revenue so the City can align expenditures with annual revenues.

Santa Ana has been affected by the serious economic recession as have other cities and has
taken steps to reduce costs. Nevertheless, costs continue to outpace revenues at a significant
level. Deficits of major proportions are projected in all five years of the forecast created as part
of this project. Steps will be needed immediately to reduce costs. A deficit of $13.6 million was
projected in the City’s adopted budget but with the new state budget, the reality is that your
current year budget is out of balance by several million dollars more. This annual deficit will
grow to $24 million or more in FY 2012/13 if no changes are made in ongoing costs during the
current fiscal year. The City does not have reserves to fill these gaps as the unrestricted fund
balance has been spent over the last few years. Additionally, other risks and uncertainties, along
with cash flow requirements, mean that remaining balances in the internal service funds are not
sufficient to maintain existing levels of expenditures. Simply put, the City must now take
substantial action to reduce its spending.

The options available to the City are difficult ones. Over the past several years, the City has
reduced positions, outsourced services, negotiated compensation deferrals and reductions, and
increased fees. To maintain services, the City has also used its unrestricted fund balance as a
major means of closing the gap between annual expenditures and revenues. The options that
are now available are largely compensation reductions and new service delivery models
involving reducing personnel and associated costs. With multi-year labor agreements in place,
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cost reduction options are even more challenging. There are some opportunities to increase
revenue, but not at a high enough level to eliminate the deficit without voter-approved tax
increases. While such increases are possible, the options are constrained by the current
economic situation with high levels of unemployment, a troubled housing market and stagnant
personal income growth.

In this report, we have identified a three-pronged approach to achieve a stabilized budget:

* Compensation reductions
* Service delivery model changes
* Revenue increases

The next step for the City will be to create a specific implementation action plan. The action
plan will identify cost reductions to pursue through negotiations, cost reductions that the City
can make without union agreement, and tax measures that the City Council may wish to
consider. In our view, timely implementation of the action plan is imperative, given the City’s
lack of reserves and growing deficit. We appreciate the assistance and collaboration of staff in
providing data and a variety of information essential to our analysis. Thank you for the

opportunity to serve the City of Santa Ana.

Sincerely,

Lo

Gerald E. Newfarmer
President and CEO
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Executive Summary

The City of Santa Ana engaged Management Partners to conduct a
budget stabilization study to assist the City in creating a plan to provide
services within its projected resource capacity. The study was initiated in
response to serious resource constraints occurring over the past several
years which were exacerbated by the economic recession beginning in
2008. With a significant drop in revenue, and with costs continuing to
increase through contractual obligations still in place, the City recognized
that steps had to be taken to reduce costs. The City’s general fund has a
significant structural deficit. It requires reductions in the underlying cost
structure in the current fiscal year that will ensure ongoing savings in
future years.

The City’s FY 2011/12 budget message as presented to the City Council on
May 16, 2011 summarizes the challenges quite well. The budget message
states:

Owerall, we anticipate a very slow recovery and growth in
our revenue. In the meantime, ensuring long-term financial
stability for Santa Ana will require the courage to
significantly reduce expenditures. In order to provide quality
City programs and services so they are financially
sustainable in the future, the City must look to reinvent
itself through the elimination of redundancies, by
consolidating programs, contracting out, and seeking
assistance from the various bargaining groups on wages and
benefits.

Management Partners has created a ten-year financial perspective that
includes five past fiscal years and a five-year forecast. Santa Ana’s current
financial condition illustrates the extraordinary economic declines central
urban cities are experiencing as a result of the recent recession.
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The recession has had a serious impact on total general fund revenues. As
compared with revenues of $208.3 million in FY 2007/08, projected
revenues for FY 2011/12 are $192 million, which is a 7.8% drop. During
the period FY 2007/08 and FY 2011/12, total expenditures decreased $10.1
million, representing 4.9% less than expenditures in FY 2007/08. This
reduction came from renegotiating labor contracts to defer or eliminate
raises, eliminating vacancies, outsourcing, laying off employees and other
cost control methods.

However, even though the City cut costs in those years, key general fund
revenues dropped at a faster rate. The result was that costs were not
reduced nearly enough, and recurring expenditures still exceeded
recurring revenues during that period. The consequent deficit was
bridged by using nearly all of the City’s fund balance, spending
approximately $40 million in fund balance over four years to maintain
City operations. Management Partners heard comments from staff that
the City had hoped revenues would grow sufficiently to make up the
gap. However, such revenue growth did not occur and now the City’s
general fund balance has been depleted to a critically low level of only $5
million.

Large, unexpected losses in revenues can and do occur (such as the
recently adopted state budget that includes revenue takeaways from the
City). Such losses require reserves to give the City time to reduce its
expenditures in effective, strategic ways. The Government Finance
Officers Association recommends at least two months of operating
expenses be maintained in general fund reserve, which would be between
$30 and 35 million for Santa Ana.

Significant General Fund Structural Deficit

The City has a deep structural deficit projected throughout the five-year
forecast period. The deficit is caused by a combination of eroding
revenues, multi-year labor contracts with scheduled compensation
increases and higher retirement costs. The City’s revenue base has not
recovered from the recession; rather, revenues are dropping and are
unlikely to reach levels achieved prior to the recession for a number of
years. The remaining fund balances cannot pay for ongoing operating
costs and large, sustained reductions will be required. Reducing ongoing
expenses must largely come from ongoing reductions in personnel costs
since these costs represent about 79% of total general fund expenditures.
Of the personnel costs in the general fund, about 83% are for police and
tire.
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The five-year forecast prepared by Management Partners for this analysis
was based on factors known as of May 2011. The deficit for FY 2011/12, as
presented in the City’s budget in May 2011, was projected to be $13.6
million. However, with adoption of the state’s budget in June 2011, the
City’s deficit is now likely to be $20 million or more in FY 2011/12. The
structural gap will grow even larger by July 1, 2012, to $24 million or
greater for the FY 2012/13 budget.

The state’s budget includes takeaways from cities in redevelopment
funding and some vehicle license fee revenues. The City’s
Redevelopment Agency pays $5 to $6 million annually for services
provided through general fund operations on behalf of the
Redevelopment Agency. Vehicle license fee (VLF) revenue losses from the
state budget appear to be about $1.2 million for FY 2011/12. The actual
losses from redevelopment and VLF takeaways are being confirmed by
City staff.

Obligations in labor agreements increased compensation costs over $10
million on July 1, 2011. Another $4 million in costs were added through
higher retirement system charges to the City. Increased retirement rates
are projected for the following two years as well, along with
compensation increases that are in long-term contracts.

New revenue sources would strengthen the City’s resources and are
needed. The significant new revenue sources all require voter approval,
which is uncertain and not within control of City government.

As noted, fund balance was used to bridge the gap over the past several
years. For FY 2011/12, a portion of the internal service funds is being
used to fill the gap between revenues and expenditures. This was
required because costs increased on July 1, 2011 without corresponding
increases in revenues. The particular funds being used (the liability fund
and workers’ compensation funds) contained a higher balance than
actuarially required, which is why they were identified as a gap closure.
However, it is important to note that the City has largely expended its
general fund balance and has no alternatives other than the internal
service funds for emergencies. The transfer from the internal service
funds for the current fiscal year should only be viewed as a one-time
bridge to a much lower expenditure base. Continuing to deplete the
balances in the internal service funds will only put off inevitable
operational reductions and increase the financial dilemma for the City.
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Mission of a Full Service City

The City’s mission, as stated in its annual budget is the following: “Our
purpose is to provide quality service to enhance the safety, livability and
prosperity of our community.” The City’s vision is one of a full-service
community, as shown in its vision statement: The dynamic urban center of
Orange County acclaimed for our:

e Investment in children

e Neighborhood pride

e Enriching cultural experiences

o Appreciation of diversity

e  Thriving economic climate

e Quality government services

o Leadership among California’s cities

Benchmarking with other cities shows Santa Ana to be among the
lowest in per capita expenditures for services. This makes the City’s
vision of being a full service city quite challenging and requires that the
City consider service mix and delivery options that may be different from
peer jurisdictions having higher revenue levels. The Santa Ana
community is a desirable place to live and work not just because of its
good public safety services but also because of a wide range of amenities
such as the library, Santa Ana Zoo and Bowers Museum, and services
such as code enforcement, planning, recreation, street repair, and park
maintenance.

In the last several years, service reductions have occurred much more
significantly in non-safety departments than in safety departments, which
is to be expected due to the priority placed on public safety. However,
given the size of the budget gap, and because most of the general fund is
now directed to police and fire, future service reductions will need to
come mostly from the safety departments.

Timing of Cost Reductions

Cost reductions will need to be identified early in FY 2011/12 and must be
ongoing in nature. Reductions will need to take effect in the second half
of FY 2011/12 so that costs are no higher than projected revenues by June
30, 2012. Cost reductions must take into account the recent state actions
affecting redevelopment and VLF funds. This will enable the City to
begin FY 2012/13 with a balanced budget.

The City does not have sufficient funds to fill the gap with one-time
measures and it will not grow itself out of the financial dilemma.




Budget Stabilization Study
Executive Summary Management Partners

Additionally, with the depletion of the general fund balance and the lack
of a general fund reserve, in order to meet cash flow requirements the
City must maintain its internal service funds at adequate levels.

Three-Pronged Approach

We have identified a three-pronged approach to reducing costs and
increasing revenue. We focused on practices that, if changed, could
reduce costs while preserving services.

The alternative to these options is to eliminate some services altogether,
outsource whole departments, or to do traditional “across the board”
reductions. We have not focused on those alternatives, although given the
size of the City’s current and future deficits, some of those are likely to be
required.

The three components are shown below in Figure 1.

Figure 1. Three-Pronged Approach to Financial Stability

Service Delivery
Model Changes

Compensation

New Revenue
e Changes

Reductions in compensation will need to be negotiated with employee
associations. The City is challenged by having multi-year labor
agreements in place. Most of the service delivery model changes will
impact personnel and, therefore, meet and confer processes must be
undertaken. Since the budget gap is so wide, it will be critical that the
City also identify its alternatives to negotiated agreements. That was
outside the scope of the Management Partners analysis and is not in this
report.
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The alternatives presented in this report are difficult and there are no
easy choices. Most of the options identified represent fundamental
changes in the number of employees and in compensation. A summary
of avenues for cost reduction and increased revenue to pursue in FY
2011/12 is provided Table 1 below. Attachment A contains the complete
list of recommendations from this study. Order of magnitude estimates
of savings are shown in Table 1, but more detailed analysis and, in some
cases, proposals from outside agencies or vendors will be required to
ascertain the actual savings.

An important caveat about this list of options is that the total of the items
for which there are estimated savings or new revenue without voter-
approved taxes is about $16 million. Now that state takeaways are a factor,
the amount of cost savings or revenue increases will need to be more than
this amount.

Reducing costs does not happen without work. Therefore, given the
urgency of the need to make structural changes, the City is advised to
assign staff to this task, setting aside other lower priority work.
Additionally, this is a time where other new initiatives should not come
forward. Since having a balanced budget and ensuring stability of the
City is critical for any other work to advance, Management Partners
suggests that policymakers and management prioritize this as the most
essential work to be done in the near term.

Because most of the changes impact employees, it will be important for
employees to be engaged in solutions. The City depends on its
committed, competent, capable staff to deliver valued community
services. Thus, budget balancing is not an independent act — it is one that
affects and involves employees, their families and their livelihoods. The
community is also affected when services are reduced. It means that a
transparent, open, engaging process will be essential to creating a
healthy, sustainable organization comprised of committed, competent,
and capable staff in the future.

The first step in achieving a healthy, sustainable organization is to
stabilize the budget, which is the focus of this report. Once the budget is
stable, the City can then focus on ways in which to grow and thrive.

Bold, decisive action will be needed to implement changes in the City’s
cost structure. Achieving financial health — both to stabilize the budget
and to realize sustainability and growth — will require a partnership of
the City Council, staff and community.
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Table 1. Summary List of Options for Cost Reductions and New Revenue

Strategies

NEW REVENUE

Estimated Annual

1: Improve Paramedic Subscription Program penetration

$500,000

2: Implement full-cost recovery for false alarm program

$50,000

3: Adjust fees charged to outside agencies to achieve full cost recovery

To be determined

4: Establish enterprise fund for the jail; ensure full cost recovery of services provided
to outside agencies

To be determined

5: Obtain voter approval for new or increased taxes (UUT, sales, 911)

5: Increase employee contribution to match the full “employee share” of PERS (8%
for non-safety, 9% for safety)

COMPENSATION CHANGES

$10,000,000*

$4,500,000

6: Institute two-tier retirement benefit

To be determined; no
early savings

7: Reduce premium pay (provide on the basis of business need)

$2.3M (at 25%
reduction)

8: Implement FLSA-approved methodology for calculating overtime

$1.6 to $2.4M

9: Increase contributions to employee and retiree health benefits

SERVICE DELIVERY MODEL CHANGES

To be determined

10: Convert four staff captain positions into non-sworn positions $300,000
11: Regionalize SWAT $500,000
12: Change EMS delivery system model $3,500,000
13: Contract for fire dispatch $500,000
14: In-source fire IT $45,000
16: Contract remaining animal control services $50,000
17: Contract background Investigations $130,000
18: Civilianize police training $475,000
19: Reduce take-home vehicles $165,000
20: Contract with County for library services $470,000
21: Privatize the Santa Ana Zoo $200,000
22: Merge Planning and Building Agency and the Community Development Agency $200,000
23: Conduct managed competition process for fleet maintenance $825,000
24: Outsource workers’ compensation administration $183,000
25: Implement direct purchasing and eliminate Stores and Property Unit $190,000
$26,683,000 to

TOTAL ESTIMATED REVENUE AND SAVINGS $27,483,000

*Estimate for 911 tax; actual revenue realized will depend on the specific tax pursued
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Project Approach

This section of the report describes the methodology used in conducting
this study, a forecasting model we have provided to the City and the peer
cities used for purposes of benchmarking.

Methodology

In completing this budget stabilization study, Management Partners
involved a Steering Committee comprised of Executive Management
Team members, interviewed people, analyzed a significant amount of
data, conducted benchmarking with other cities, and reviewed
preliminary information and recommendations with the City’s Executive
Management Team.

Interviews were conducted to hear observations about the City’s budget
balancing approach over the past several years and to obtain suggestions
for areas to analyze for either revenue increases or cost reductions. We
met with each member of the City Council, all members of the Executive
Management Team, a number of mid-managers, and the President and
another board member from each of the City’s bargaining units.

Documents analyzed included the following:

* Comprehensive Annual Financial Reports,

* Budgets for several years,

* Memoranda of understanding for the full-time employee
bargaining units,

* Data from all City departments showing the cost of many
programs,

* Compensation data, including overtime and special pays,

* (California Public Employee Retirement System (PERS) costs over
several years and projections,

* Workers’ compensation data and costs, and

* DPolice and fire statistics on calls for service.
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Forecasting Model

As part of this project, we created a forecasting model that has been
provided to City staff for future use. The model will allow staff to quickly
create various scenarios and prepare new five-year forecasts based on
different assumptions. Through the model, staff can make changes in
revenue forecasts as well as changes in expenditure assumptions and
then see the results of those changes. The five-year forecasting model
consists of three interdependent spreadsheets. The diagram in Figure 2
below shows the data flow of the forecasting model.

Figure 2. Five Year Forecasting Model Data Flow

Benchmarking

Peer agency benchmarking is used to identify where an agency stands in
comparison with similar organizations. Benchmarking typically provides
a snapshot and general comparison of budget and staffing. Management
Partners often conducts surveys of peer agencies because there is value in
benchmarking the general characteristics of one organization against
another. Such statistics can provide a rough sense of how the
organization compares to its peers. However, care must be taken not to
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become overconfident that the benchmarking statistics are indicative of
specific problems or support particular conclusions. Benchmarking
provides context, but should not be used to determine budget or staffing
changes.

Six cities were identified for purposes of comparing public safety
budgets, full-time equivalent (FTE) public safety employees, and general
fund revenues and expenditures. One of the criteria used to select peer
agencies was population. Table 2 below shows the comparison cities and
their populations.

Table 2. Peer Agencies and Populations

Peer Agency Population |

Anaheim 336,265
Chula Vista 243,916
Fremont 214,089
Long Beach 462,257
Riverside 303,871
Sacramento 466,488
Santa Ana 324,528

Source: 2010 US Census

Management Partners takes great care in conducting benchmarking
surveys. However, the benchmarking data are most effectively used as
one tool, along with the other detailed analysis provided in this report, to
make determinations about implementing budget stabilization strategies.
Results of the peer agency analysis are discussed in subsequent sections
of this report.
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Financial Analysis

This section provides an overview of the City’s current and projected
financial condition and key cost drivers within the general fund.

Regional and State Perspective

According to recent projections by the Center for Continuing Study of the
California Economy (CCSCE), California’s economy is moving out of the
recession as measured by many indicators, but continues to be hampered
by low job growth and high unemployment. These factors, along with the
collapse in housing prices, make timing for a full recovery for the local
government sector very uncertain. While the California economy has a
number of strengths, the depth of the recession and the asset values lost
mean that it will be at least 10 years before unemployment rates will
return to the 5% to 6% range. Santa Ana has exhibited lower levels of
income growth and taxable sales than Orange County as a whole and has
recently seen population growth ebb.

This context means that the City, while located in an affluent part of
California, faces significant challenges in the local economy. For long-
term sustainability it will be necessary to align growth in City
expenditures with the overall growth in the underlying local economy, a
reversal from recent periods in which expenditures for Santa Ana’s local
government have outpaced growth in the income base of the City and its
residents. For example, in FY 2006/07 through FY 2008/09 total City
expenditures grew by 6.6% while revenues fell by 0.6%. During this time
period taxable sales, personal income and private sector employment all
fell by an even larger amount than the decline in City revenues.

Additionally, according to the state’s Employment Development
Department May 2011 report, unemployment in Santa Ana is at 13.4%
which is above California’s unemployment level of 11.4%. According to
the California Association of Realtors, housing sales in Orange County
have decreased by 18% from May 2010 to May 2011. Additionally, as
shown in Figure 3 below, the Schiller Home Pricing Index indicates that
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home prices have fallen dramatically over the past five years in the Los
Angeles-Long Beach-Santa Ana metropolitan area.

Home prices are important to cities for two main reasons. First is their
link to property tax revenues, one of the larger municipal revenue
sources. Second is the fact that home equity is the major source of wealth
for most households and as wealth decreases so does spending,
impacting the other major source of municipal finance, sales tax.

Figure 3. Home Price Sales: Los Angeles-Long Beach-Santa Ana Metropolitan Area
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Total personal income growth in Orange County as a whole is shown in
Figure 4. After a somewhat steady increase between 2000 and 2008,
personal income decreased by 4.3% from 2008 to 2009.

Figure 4. Total Personal Income in Orange County
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All of these economic indicators suggest that the pace of revenue growth
for Santa Ana will be slow and that spending will need to be reset to a
lower level which is more consistent with the underlying local economy.

Budget Principles

An important strategy for avoiding structural budget deficits is to adopt
budget principles that are relatively easy to understand and can serve as
a meaningful framework for maintaining financial discipline. Reporting
the state of the municipality’s finances to the governing body for public
discussion is a way for the fiduciary responsibilities of the elected officials
and executive managers to be understood by the public and organization.

The League of California Cities” Institute for Local Government has
prepared a publication called “Financial Management for Elected
Officials: Question to Ask.” The publication provides guidance about
financial planning policies that should be in place. The following key
items are cited by the League.

*  Budget policy: Commitment to a balanced operating budget

* Long-range planning: Financial analysis and strategies to assess the
long-term implications of current and proposed expenditures and
related financial obligations

»  Asset inventory: Requirement for a current listing of major capital
assets, asset condition, and a plan for replacing assets

»  Long-range planning for pension and other post-employment benefit
costs: Identification of how the agency will meet such obligations

*  Reserve and other fund balances: Requirements to maintain prudent
level of resources and method of setting aside moneys to replace
assets

*  Revenue policies: Focus on diversification of revenue sources to
protect against fluctuations in individual sources

»  User fees and charges: Establishing expectations about covering the
cost of providing services and how costs are determined

*  One-time and unpredictable revenues: Use of such revenues for one-
time needs rather than on-going expenses

» Limited purpose revenues: Spending special purpose revenues for
the intended use only

»  Financial reporting: Comparing actual expenses and revenues with
what was predicted in the agency’s budget

» Debt financing: Specifying how debt financing will be used and
the level of debt allowed
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*  Cash management and investments: Ensuring prudent practices in
investment.

The following budget principles reflect best practice policies in public
financial management. It is a typical practice for cities to have adopted
budget policies of the type described below.

Structurally Balanced Budget. The annual budgets for all City funds
should be structurally balanced throughout the budget process. Ongoing
revenue should equal to or exceed operating expenditures in both the
proposed and adopted budgets. If a structural imbalance occurs, a plan
should be developed and implemented to bring the budget back into
structural balance.

Multi-Year Financial Forecasting. To ensure that current budget
decisions consider future financial implications, a five-year financial
forecast should be developed. The annual general fund proposed budget
balancing plan should be presented and discussed in context of the five-
year forecast. Any revisions to the proposed budget should include an
analysis of the impact on the forecast out years. If a revision creates a
negative impact on the forecast, a funding plan should be developed and
approved to offset the impact. The five-year forecast should be updated
quarterly to reflect changes in revenues and unexpected changes in
expenditures. The forecast should be presented to the City Council for
discussion and to provide information to the public.

Use of One-Time Resources. One-time resources (e.g., revenue spikes,
budget savings, sale of property, and similar nonrecurring revenue)
should not be used for current or new ongoing operating expenses.
Examples of appropriate uses of one-time resources include rebuilding
reserves, retiring debt early, making capital expenditures (without
significant operating and maintenance costs), and other nonrecurring
expenditures.

Established Reserves. Santa Ana has multiple funds, based on different
revenue sources and requirements. Because there are risks (both known
and unknown), it is important that reserve levels in all funds be
maintained as a hedge against such risks. Without proper reserves, there
can be major disruptions in services when unforeseen financial demands
emerge, requiring immediate attention. The City should maintain an
adequate reserve level and/or ending fund balance for each fund, as
determined annually and as appropriate for each. For the general fund,
different types of reserves should be maintained, including an economic
uncertainty reserve to provide a cushion for unexpectedly low revenues
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in any given year, and a contingency reserve for other emergency needs
that arise. More about reserves is explained below, including
recommended levels. City Council authorization should be required for
the expenditure of established reserves, along with repayment
requirements.

Debt Issuance. A municipality should not issue long-term (over one year)
general fund debt to support ongoing operating costs (other than debt
service) unless such debt issuance achieves net operating cost savings and
such savings are verified by appropriate independent analysis. All
general fund debt issuances shall identify the method of repayment (or
have a dedicated revenue source).

Employee Compensation. Negotiations for employee compensation
should consider total compensation bargaining concepts and focus on all
personnel services cost changes (e.g., step increases and the cost of benefit
increases). Compensation costs should be included in the five-year
financial forecast to ascertain affordability to the municipality, within
context of expected revenues.

Fees and Charges. Fee increases should be utilized, where possible, to
assure that program operating costs are fully covered by fee revenue.
Opportunities should be explored to establish new fees for services where
appropriate.

Capital Improvement Projects. Capital improvement projects with
annual operating and maintenance costs exceeding $100,000 should not
proceed without City Council certification that funding will be made
available in the applicable year of the cost impact.

Grants. City staff should seek, apply for and effectively administer
federal, state and other grants that address the City’s priorities and policy
objectives and provide a positive benefit. Before any grant is pursued,
staff should provide a detailed pro-forma that addresses the immediate
and long-term costs and benefits to the City. One-time operating grant
revenues should not be used to begin or support the costs of ongoing
programs.

Performance Measures. All requests for departmental funding should
include performance measurement data so that funding requests can be
reviewed and approved in light of service level outcomes to the
community and organization.

To resolve its structural budget deficit and prevent a recurrence in the
future, the City needs to adopt budget principles to help elected and
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appointed officials maintain the financial discipline crucial to a large
organization like the City of Santa Ana.

Recommendation 1. Adopt a comprehensive set of
budget principles to provide a meaningful and easy to
understand framework for maintaining financial
discipline. Present a report to the City Council on the
financial results of the policies at least once a year. Present
an updated five-year forecast to the City Council at least
three times a year.

Existing and Forecast Budget Deficit

Without significant reductions in spending, there will be a continuing
significant gap between expenditures and revenues during the next five
years. Deficits are projected in all five years of the forecast.

The significant points in this analysis are:

* The City does not have sufficient resources to fill the ongoing
structural deficit and will not be able to maintain current levels of
services and costs.

*  While the City has had unrestricted fund balance to fill a large
portion of the gap in the past few years, that fund balance has
now been largely spent. The City does not have sufficient one-
time monies from other sources at its disposal to fill the gap.

» Significant reductions in expenditures will be required to meet the
limitations of available revenue.

The deficit in the adopted budget for FY 2011/12 is $13.6 million, or 6.5%
of the total general fund. A deficit of approximately $18.3 million is
projected for FY 2012/13, representing 8.4% of the total general fund.
Note: These estimates are based on information as of May 2011 and are
now out of date as they do not include the loss of redevelopment funding
and some portion of the vehicle license fee (as specified in the recently
adopted state budget). The City’s general fund receives about $5 to $6
million a year in payment for services performed by general fund
operations on behalf of the Redevelopment Agency. Therefore, the gap is
likely to be $20 million in FY 2011/12 and $24 million in FY 2012/13. These
are significant numbers and will require hard decisions in the near term.
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Figure 5 provides a ten-year financial perspective. It shows that the City
has had a deficit for several years. In the past five years, where there is a
gap showing between the top line (expenditures) and the bottom line
(revenues), the City used unrestricted fund balance to ensure delivery of
services.

Figure 5. Ten Year Financial Perspective
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The forecast shown is not a prediction of future policy decisions by the
City Council, nor is it our recommendation as to what spending and
revenue levels should be. It simply reflects negotiated employee
compensation commitments, California Public Employee Retirement
System (PERS) rates as currently known, and revenue projections based
on an assumption of modest growth in the economy. As can be seen,
revenue declined steadily from FY 2007/08 and is not expected to begin
rising until FY 2012/13. The rate of growth will not be sufficient to meet
the contractual obligations of the City. Additionally, since the
unrestricted fund balance has been spent down to about $5 million and
since the City does not have a reserve, there are no additional sources
with which to fill the gap.
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In the past several years, the major reason for the deficit was the sudden
drop in revenues combined with compensation increases. For the future,
key contributors to the deficit are compensation increases and PERS rates,
along with revenues that decrease in the near term and are expected to
grow only slightly during the period of the five-year forecast.

PERS rates are causing a greater portion of the City’s available resources
to be allocated to that purpose, rather than to service delivery. Increases
in PERS rates will cost the City about $10.5 million between FY 2010/11
and FY 2013/14. The percentage of general fund budget spent on PERS
benefits will go from 7.9% in FY 2006/07 to 9.6% in FY 2011/12, and to
12.35% in FY 2013/14, a 36% increase for an expenditure which is basically
an overhead cost for which the City has little control over in the short
term.

The FY 2011/12 budget gap is being closed with $8.2 million in transfers
from the liability and workers’ compensation funds and $5.4 million in
reductions in spending by City departments, requiring careful cost
control and management. The liability and workers” compensation funds
have been actuarially determined to contain more funds than required, so
this use is appropriate as a transition to cost reductions of an ongoing
nature. However, once those funds are used they are no longer
available, and therefore, structural, ongoing reductions in costs and/or
an infusion of sustainable, significant new revenues are required.

Past Budget Balancing Strategies

Over the past five years, the City has balanced its budget through a
combination of cost reductions (including layoffs, furloughs and labor
concessions), transfers from other funds, and use of fund balance.

Employee-related cost reductions included work furloughs of one Friday
per month in FY 2009/2010 for non-sworn personnel (excluding public
safety dispatch and jail operations), suspension of leave cash-outs on a
temporary basis, and deferral or elimination of some wage increases.

The City is lean and getting leaner. Santa Ana has gone through four
rounds of employee layoffs, which resulted in a total of 175 issued layoff
notices. A summary of the results of these four rounds of layoffs is shown
in Table 3 below.
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Table 3. Employee Layoffs in 2009 and 2010

Action ‘ Round 1 ‘ Round 2 ‘ Round 3 ‘ Round 4 ‘ Total

Employees Laid Off 19 13 13 29 74

Employee Retirements in Lieu of Layoff 17 5 3 6 31

Layoff Notices Rescinded 17 12 2 4 35

Employees Accepted Other Positions in

the City in Lieu of Layoff 3 6 1 9 19

Employees Appointed Temporarily 1 0 0 0 1

Employees Found Other Positions within

the City 0 2 0 11 13

Employees Accepted Voluntary Demotion 0 0 0 2 2
TOTAL 57 38 19 61 175

All City departments have made changes to reduce costs. For example,
training budgets have been virtually eliminated. This has helped save
costs, but is not sustainable in the long term because the City needs to
have highly skilled and trained employees, especially when there are
fewer of them. Other examples of cost savings are the move from
printing meeting agendas to posting them electronically, resulting in an
annual savings of over $17,000. Many employee positions have been
eliminated and others have been held vacant. Additionally, fees have
been increased to achieve a higher level of full cost recovery.

The nature of the problem facing Santa Ana can be found in the fact that
while expenditures have been reduced and many positions have been
eliminated, personnel costs per employee have continued to increase.
Specifically the general fund budget indicates that the City budgeted
approximately $167 million for personnel expenses in FY 2008/09 to
support 1,785 positions, approximately $93,812 per FTE. By FY 2011/12
the City had reduced budgeted personnel expenses of $153 million to
support 1,510 FTE, but per position costs increased to $101,570. This fact
does not mean that employees are seeing general increases in wages but
rather that overhead costs such as PERS rates are increasing and that
layoffs tend to impact positions with less tenure and, therefore, lower
rates of pay. Moreover, even with all of these cost reductions, unrestricted
general fund balance has been a primary resource to help close the
budget gap. In FY 2006/07, which is the base year of our ten-year model,
the fund balance was $41.4 million. It is estimated to be only $5 million
at the close of FY 2010/11. This amount is insufficient for a City of the size
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of Santa Ana, particularly with its lack of reserves (see discussion about
reserves below).

Personnel costs currently constitute approximately 74% of all general
fund expenditures. Therefore, personnel costs will need to be reduced in
order to create a stabilized budget. Public safety comprises 83% of the
general fund personnel expenditures, requiring cost reductions from both
police and fire to reduce the deficit.

Recommendation 2. Initiate significant immediate
changes to the expenditure and revenue base, with major
reductions in spending taking effect in FY 2011/12
increasing into FY 2012/13.

Santa Ana was compared with several peer cities as a way of ascertaining
relative position regarding revenues and expenditures. As Figures 6 and

7 show, Santa Ana’s expenditures per capita and revenues per capita are
below the average of the peer cities.

Figure 6. Total General Fund Expenditures per Capita
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Figure 7 shows total general fund revenue per capita.
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Figure 7. Total General Fund Revenue Per Capita
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Forecast Assumptions and Risks

Two important assumptions have been included within the baseline five-
year forecast. First, all negotiated increases and known PERS rates are
included. In addition, revenues are assumed to grow at modest rates,
reflecting a general improvement in the economy over the next five years.

There are several risks to the forecast, as described below.

The forecast does not include the potential loss of redevelopment
funding or vehicle license fee revenue which are now part of the
state budget. Analysis by City staff is underway to determine the
precise level of loss for Santa Ana.

The forecast does not include the creation of general fund
reserves. Therefore, if revenues are lower or expenditures are
higher than shown in the forecast, there is no reserve available as
a back-stop. There are limited funds available in the internal
service funds which potentially could be shifted to a reserve fund
(see below), although these are not sufficient to meet reserve
requirements. It is critical that the City establish adequate
reserves to mitigate unforeseen financial requirements and
emergencies. Unfortunately, building adequate reserves will also
add to the deficit.

Revenues are projected to increase at modest rates, reflecting the
underlying economy in Santa Ana and the region. Economists are
now suggesting the possibility of a double-dip recession. If that
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occurs, the modest gains built into this forecast will not
materialize. Housing foreclosures continue to be significant, and
unemployment is persisting at high levels, even higher in Santa
Ana than the state as a whole.

Known PERS rates are included for FY 2011/12 and FY 2012/13,
and PERS preliminary rate estimates for FY 2013/14 are also
included. The forecast does not include an assumption of PERS
increases in FY 2014/15 or FY 2015/16, although it is likely that
there will be increases in those years as well. PERS rates are
causing a greater portion of the City’s available resources to be
allocated to that purpose, rather than to service delivery. Due to
increases in PERS rates, the cost is increasing by about $10.5
million between FY 2010/11 and FY 2013/14. The percentage of
general fund budget spent on PERS benefits will go from 7.9% in
FY 2006/07 to 9.6% in FY 2011/12, and to 12.35% in FY 2013/14.

Recommendation 3. Engage a pension actuary to
provide estimates of PERS rates for fiscal years 2014/15
and 2015/16.

A series of cost allocation studies are underway to determine
appropriate internally charged rates for general fund services
provided to City departments, including to other funds. Once
those studies are completed, there may be a positive or negative
impact on the general fund, if rates are determined to be either too
low or two high. The results of those studies will be available
within one to two years.

The forecast does not include funding for capital costs or critical
positions that are likely to be required by the City for efficient
operations and facilities. For instance, major building repairs,
technology or equipment replacement, utility and commodity
increases or other similar added costs are not included in the
forecast. Some of those cost items have been identified and
included in alternate forecasts, but will need to be refined and
included in the base forecast.

Recommendation 4. Develop an integrated five-year
capital program that includes likely general fund
requirements for major building repairs, information
technology replacement, park maintenance and other
major capital maintenance items. This will help create a
true general fund forecast that incorporates anticipated
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spending levels on non-operating items that are critical for
successful operations.

Changes in Revenue

The recession has had a serious impact on total general fund revenues.
From the high of $208.3 million in FY 2007/08 total revenues dropped to
$201.5 million in FY 2008/09 (a 3.3% decrease), and then decreased again
in FY 2009/10 to $192.9 million (a 4.3% decrease). Since FY 2009/10 the
City has not seen any appreciable growth in total revenues, as they have
remained in the $192 million range through FY 2011/12. Total general
fund revenues are not expected to increase until FY 2012/13 and then only
modestly by 1.78% ($196 million), still a 5.9% decrease from the high of
FY 2008/09. The primary decreases in revenues came from the taxes
category. As shown in Table 4 below, anticipated taxes for FY 2011/12 are
lower by $19.5 million (or 12.8%) than taxes received in FY 2007/08.

Table 4. Changes in Revenue between FY 2007/08 and FY 2011/12

Taxes Actual Proposed % Increase
(Thousands of Dollars) FY 07/08 FY 11/12 (Decrease)
Business Tax S 10,444 S 10,050 (3.8%)
Documentary Stamp Tax 727 506 (30.4%)
Half-cent Sales Tax (Safety) 1,866 1,547 (17.1%)
Homeowner Property Tax Subvention 169 235 39.1%
Hotel Visitors Tax 7,714 6,600 (14.4%)
Property Tax 31,991 27,315 (14.6%)
Property Tax In Lieu Vehicle License Fees 26,432 25,202 (4.7%)
Sales tax 44,556 35,958 (19.3%)
Utility Users Tax 28,112 25,090 (10.7%)
TOTAL TAXES $ 152,011 $ 132,503 (12.8%)

Source: City of Santa Ana Finance and Management Services Agency

The projected annual revenue growth included in the five-year forecast is
shown in Table 5 below.
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Table 5. Projected Revenue Increases FY 2011/12 to 2015/16

Overall General Fund Revenue
Fiscal Year Increase Projected

2011/12 .19%*
2012/13 1.78%
2013/14 2.75%
2014/15 2.79%
2015/16 3.58%

*Estimated year end revenue from prior year
Source: City of Santa Ana Finance and Management Services Agency

Use of Fund Balance

The City was in a fortunate position of having nearly $43 million in
unrestricted fund balance going into the recession. This has enabled
Santa Ana to cushion its budget cuts in a significant way and maintain
operations. As noted previously, despite layoffs, furloughs,
compensation deferrals and numerous budget reductions, expenditures
still exceeded revenues by a significant amount. The gap was filled
through the use of the fund balance, as shown in Figure 8 below.

The fund balance started out at $42.9 million in FY 2005/06 and was
expended to $3 million in FY 2009/10. The fund balance has now
increased to $5 million as of the end of FY 2010/11. Figure 8 shows the
use of fund balance during the FY 2005/06 through 2009/10 period.
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Figure 8. Unrestricted Fund Balances during the Period FY 2005/06 to FY 2009/10
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Reserves

Reserves are essential for municipalities because of variations and risks in
revenues, lawsuits that may not be covered by insurance, natural
disasters that can disrupt services and cause significant facility damages
and other unforeseen financial requirements. Reserves are also often
needed for cash flow purposes to ensure the entity has sufficient cash on
hand to pay bills, given the timing of revenues received. Additionally,
cities often create reserves to build the capital needed to build facilities
and replace major assets.

The strength of a city’s financial position is judged on the basis of many
indicators, one of which is the level of reserves available to cover
unexpected losses and risks. The level of reserves maintained by
municipalities varies widely. Each fund should have its own reserve to
guard against risks. In 2002, the Government Finance Officers
Association (GFOA) issued a policy recommendation on general fund
reserves. The GFOA recommendation is as follow:

The adequacy of unreserved fund balance in the general fund
should be assessed based upon a government’s own specific
circumstances. Nevertheless, GFOA recommends, at a
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minimum, that general-purpose governments, regardless of size,
maintain unreserved fund balance in their general fund of no
less than five to 15 percent of reqular general fund operating
revenues, or of no less than one to two months of reqular general
fund operating expenditures. The choice of revenues or
expenditures as a basis for comparison may be dictated by what
is more predictable in a government’s particular circumstances.
In either case, unusual items that would distort trends (e.g., one-
time revenues and expenditures) should be excluded, whereas
recurring transfers should be included. Once the decision has
been made to compare unreserved fund balance to either
revenues or expenditures, that decision should be followed
consistently from period to period. In practice, levels of fund
balance (expressed as a percentage of revenues/expenditures or as
a multiple of monthly expenditures) are less for larger
governments than for smaller governments because of the
magnitude of the amounts involved and because the
diversification of their revenues and expenditures often results in
lower degrees of volatility.

A survey was conducted in 2007 by the California Society of Municipal
Finance Officers (CSMFO) on cities’ reserve policies. Seventy cities
reported results. Most of the reporting cities had a minimum or target
between 10% and 30% reserve level, calculated as a percentage of
operating expenditures. The specific survey results were:

= 4 cities had a reserve level of 4% to 9%

= 15 cities had a reserve level of 10% to 14%

= 11 cities had a reserve level of 15% to 19%

= 14 cities had a reserve level of 20% to 24%

= 13 cities had a reserve level of 25% to 29%

* 13 cities had a reserve level of 30% to greater than 70%

Lack of Reserve Policy

The City of Santa Ana does not have a reserve policy. Its unrestricted
general fund balance has essentially served as a reserve, which was
largely used during the recession and is no longer available. The
unrestricted general fund balance has been largely expended over the last
several years to fill the resulting budget gaps.

It is essential that governments maintain adequate reserves to mitigate
risks and to provide adequate cash flow during the first five to six months
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of every fiscal year. (The majority of municipal revenues are not received
until late December or early January.)

Fund balance levels are a crucial consideration, too, in long-term financial
planning. Credit rating agencies monitor levels of fund balance and
unrestricted fund balance in a government’s general fund to evaluate its
continued creditworthiness.

Many organizations have multiple reserves, each with a specified
purpose, funding sources, required funding levels, and repayment
requirements when used. For financial sustainability and long-term
financial health, the City should have reserve policies and begin to build
them to an adequate level. Internal service funds have been used for
budget balancing purposes during this recession, but they are not general
fund reserves (see discussion below).

Applying the GFOA’s recommendation of no less than two months of
regular general fund operating expenditures to the City of Santa Ana
would need a reserve (or unrestricted fund balance) at a level of $35.7
million in FY 2011/12. That represents about 17% of expenditures. A 15%
reserve would require $31.5 million for Santa Ana on a budget of $210.0
million. By way of perspective, the City had $42.9 million in unrestricted
fund balance in FY2005/06 for a general fund budget of $213.7 million.

The actual unrestricted fund balance in the FY 2011/12 general fund
budget is estimated to be $5.0 million. This is $30 million short of the
two-month operating expenses minimum.

Reserve levels vary widely by city and often reflect the risks they are
incurring and other non-general fund reserves that are available. Several
examples of reserve policies are provided below.

1. City of Anaheim “The City will strive to maintain a minimum
unreserved fund balance in the General Fund of between 7% and
10% of General Fund budgeted expenditures in order to moderate
revenue losses and maintain core services during times of
economic hardship.”

2. City of Fremont “The General Fund maintains three reserves: the
Contingency Reserve, the Program Investment Reserve, and the
Budget Uncertainty Reserve.”

a. Contingency Reserve: 10% of annual operating
expenditures

27



Budget Stabilization Study
Financial Analysis

Management Partners

b. Program Investment Reserve: 2.5% of annual operating
expenditures

c. Budget Uncertainty Reserve: amount determined by
measuring amount of financial risk associated with
revenue, the State budget, and uncontrollable costs.

3. City of Long Beach “The City shall maintain an Emergency

Reserve equivalent to 10 percent of General Fund recurring
expenditures and an Operating Reserve equivalent to 10 percent
of General Fund recurring expenditures. Once the General Fund
budget is brought into structural balance, a minimum of 5 percent
of all new (ongoing) discretionary revenue will be devoted to the
operating fund reserve. If these reserves are used, a plan will be
developed and implemented to replenish the funds used.”

City of San Luis Obispo “The City will maintain a minimum
fund balance of at least 20% of operating expenditures in the
General Fund and a minimum working capital balance of 20% of
operating expenditures in the water, sewer and parking enterprise
funds. This is considered the minimum level necessary to
maintain the City's credit worthiness and to adequately provide
for:

1. Economic uncertainties, local disasters, and other financial

hardships or downturns in the local or national economy.
2. Contingencies for unseen operating or capital needs.
3. Cash flow requirements.”

Recommendation 5. Establish a reserve policy adopted
by the City Council. Build reserves over a five-year
period sufficient to cover a minimum of 15% of ongoing
general fund operating expenditures.

Internal Service Funds

Internal service funds (ISFs) have been established for several uses,
pursuant to accepted governmental accounting practices. An ISF is a
fund for goods and services provided for specific purposes. Rates for
each ISF are established and charged to departments for the goods and
services provided to them. The City of Santa Ana has 10 internal service

funds:

Central Services - For the provision of printing, duplicating,
messenger and postal services.
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¢ Building Maintenance - For the provision of building
maintenance, janitorial services and utilities to the City
departments.

¢ Equipment Maintenance and Replacement - For the provision of
maintenance on, materials and supplies for, and replacement of,
City vehicles and other gasoline or diesel-powered equipment,
and maintenance of a warehouse inventory of materials and
supplies for all City departments.

¢ Liability and Property Insurance - For the administration of the
City's self-insurance programs and the payment of liability claims.

¢ Employee Group Insurance - For the administration of the City's
health and dental benefits.

¢ Workers Compensation - For the administration of the City's
workers' compensation and payment of liability claims.

¢ Information and Communications Services - For the design,
installation and maintenance of all data networking, voice, radio,
and facsimile services of the City's operating departments.

e City Yard Operations - For the maintenance and security services
at the City's corporate yard and fleet maintenance facility.

¢ Engineering and Administrative Services - For the provision of
engineering, design, project management and construction
inspection services for public facilities and infrastructure, and the
development and administration of transportation policy and the
City's capital improvement program.

® Quality Service Training - For the provision of training and
support services, through the use and application of total quality
improvement tools, for the continuous improvement of City
services.

Only two ISFs (workers” compensation and liability) have actuarial bases
for determining funding level. They appear to be presently funded at
adequate levels given the risks. However, other internal service funds
appear to be underfunded because portions of them have been used in
recent years as budget balancing mechanisms. There has not been an
analysis to actually determine what level of funding is needed to ensure
that basic services paid for by those funds can be maintained.
Additionally, since the City does not have a general fund reserve (or
sufficient unrestricted fund balance), any excess funding in the internal
service funds should be placed into a general fund reserve (unrestricted
fund balance) to begin building a reserve to adequate levels, as discussed
above.

29



Budget Stabilization Study
Financial Analysis Management Partners

Each of the internal service funds should be carefully analyzed to
determine the proper level of funding to pay for the services or
equipment that depends on those funding sources. The City has taken
the first step in this analysis by engaging MGT of America to conduct a
cost allocation study. This study will establish the basis for allocating
costs for the City’s internal service funds, beginning with fleet and
building maintenance.

Recommendation 6. Conduct an analysis of each
internal service fund to determine funding requirements
for the services and equipment paid for out of each of
those funds and create a five-year forecast for each ISF.
Set rates to departments based on a cost allocation study
and funding requirements for each ISF. Shift any excess
balances into unrestricted fund balance to begin building a
general fund reserve.

Cost Drivers

The major cost drivers for the City’s general fund are compensation and
PERS. Other costs are the City’s debt payment on the police building
($9.1 million a year), contracts, commodities and fixed charges which
represent about 16% of total general fund costs. The compensation and
PERS cost drivers are described in more detail below.

Compensation Increases

Table 6 shows contractually obligated memoranda of understanding
(MOU) increases by bargaining unit.
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Table 6. Negotiated Compensation Increases Taking Effect in FY 2011/12 and FY 2012/13

Bargaining Unit

FY 2011/12 FY 2012/13

Confidential Association of the City of Santa Ana (CASA) 2.50% 2.00%
Executive Management (Sworn and Non-Sworn) 3.00% 0.00%
Fire Benevolent Association (FBA) Non-Sworn 2.50% 4.00%
Fire Benevolent Association (FBA) Sworn 2.50% 4.00%
Fire Management Association (FMA) Non-Sworn 3.00% 3.50%
Fire Management Association (FMA) Sworn 3.00% 3.50%
Police Management Association (PMA) Non-Sworn 3.00% 3.50%
Police Management Association (PMA) Sworn 3.00% 3.50%
Police Officers Association (POA) Non-Sworn 3.00% 3.50%
Police Officers Association (POA) Sworn 3.00% 3.50%
Santa Ana Management Association (SAMA) 3.00% 3.50%
Service Employees International Union (SEIU) 0.00% 0.00%

Figure 9 shows the historical as well as the projected general fund salary
and wages expenditures, including scheduled increases. There are no

additional compensation increases after the current MOUs have expired,
and therefore, the projection does not include any future increases. This
table also does not include PERS costs or overtime costs.

Figure 9. General Fund Salary and Wages Expenditures
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Retirement Costs

The City’s costs for employee retirement have increased from $15 million
in FY 2006/07 to nearly $19 million in FY 2011/12. By FY 2013/14 the
annual cost will be over $25 million. To put this into perspective, the City
was spending about 7.2% of its general fund budget on retirement costs
in FY 2006/07. In FY 2011/12 it will need to spend 9% of the budget on
those costs, and by FY 2012/13 it will require 11.3% of the budget for
retirement obligations.

Figure 10 shows the past and projected costs during the ten-year period.
The last three years of the projection are based on an estimate from PERS
for FY 2013/14, with an assumption that there will be no increases from
that point on. Such an assumption may not be sound, and should be
checked through the actuarial analysis discussed in Recommendation 2
above.

Figure 10. General Fund Retirement Costs
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It should also be pointed out that PERS rates will be increasing even
without additional negotiated salary increases beyond FY 2012/13. The
amount of PERS increase show between FY 2012/13 and FY 2013/14 is $4.8
million (with no increase in salaries).

As Figure 11 below demonstrates, retirement costs to the City are
consuming a larger percent of general fund departmental budgets.
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Figure 11. Retirement Costs as Percent of Department Budgets
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About 75% of the City’s retirement costs are for public safety and the
balance is for miscellaneous employees. This reflects the compensation
structure of public safety, which is significantly higher than for non-
safety. Additionally, it reflects the higher retirement benefit level for
public safety than non-safety.

Figure 12 shows the cost allocation between safety and non-safety for
fiscal years 2011/12 through 2015/16 (with the caveat that the City does
not have a final rate for FY 2013/14 or any estimates for FY 2014/15 or FY
2015/16).
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Figure 12. General Fund Retirement Cost for Safety and Miscellaneous Employees
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Two Parts to PERS Costs

The City pays the majority of PERS costs. PERS divides the rates into two
parts: 1) employee rates and 2) employer rates. It has been a common
practice for Santa Ana and many other agencies to pay both parts of the
rates.

What is referred to as employee rates are set by PERS at 9% for safety
employees and 8% for miscellaneous (non-safety) employees. Through
negotiated agreements, Santa Ana’s employees pay varying levels of the
employee share, as shown in Table 7 below.

The City could negotiate any level of sharing with its employees and is
not limited to 8% for miscellaneous and 9% for safety as the employee
share. Some cities are planning for a greater share of PERS costs than
what has commonly been referred to as the “employee share” as shown
below. For instance, the City of Newport Beach has a new City Council
policy that says, “The retirement benefits portion of total compensation
will be structured over time to achieve a 50/50 cost sharing between the
City and the employees, including the implementation of defined
contribution programs in the event such programs are authorized for the
City’s use.”?

ICompensation philosophy adopted by the Newport Beach City Council on June 14, 2011.
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Table 7. Employee Payments for Retirement

Employee Share

Bargaining Unit Percent Paid by Employee Established by PERS
FBA 1.43% 9%
FMA' 0.93% 9%
POA’ 2.42% 9%
PMA 2.42% 9%
SEIU 8.00% 8%
SAMA 6.33% 8%
CASA 7.33% 8%
Unrepresented3 6.33% 8%/9%4

IFMA employee contributions will increase to 1.43% on 1/1/12, 2.43% on 1/1/13, and 3.43% on

1/1/14

2POA employee contributions will increase to 3.42% on 7/1/12, but will revert back to 2.42% on

7/1/13

3Police Chief pays 1.42%; Fire Chief pays 0.93% until 1/1/12, when it increases to 1.43%, then
2.43% on 1/1/13, and 3.43% on 1/1/14

¢ PERS

“employee share” is established at 8% for miscellaneous (including unrepresented)

employees and 9% for safety employees (including unrepresented).

The rates charged by PERS to the City of Santa Ana represent the
employer-only portion of the cost. Whatever portion of the employee
share is not paid by employees is also a cost to the City. Figure 13 shows
the PERS rates charged to the City over a ten-year period. It should be
noted that rates are only known through FY 2012/13. PERS has provided
an estimate of the rates they may charge in FY 2013/14, and that is shown
in the following line chart. In FY 2014/15 and FY 2015/16, the rates shown
in the bold line assume the same rates as the PERS estimate for FY
2013/14. However, the rate for those years could be different. The dotted
line shows what the rate could be if the existing trajectory continues. The
five-year forecast does not assume those higher rates. However, it is a
risk in the forecast that should be noted.
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Figure 13. PERS Rates for Employer Share for Ten-Year Period
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Note: Recommendation 2 suggests the City engage an actuary to obtain an estimate of PERS rates in FY
2014/15 and FY 2015/16 to improve the financial forecast perspective.

Other Compensation Drivers

In order to obtain a perspective on total compensation costs to the City,
Management Partners assessed the compensation of the top 100 earners
citywide (which includes police and fire), the top 50 earners in the Police
Department, and the top 50 earners in the Fire Department. In each case,
an average percentage was calculated for base salary, overtime, premium
pays and non-pay benefits. Table 8 below compares the percentage make-
up of each category that comprises total compensation.

Table 8. Total Compensation

Category Base Salary Premium Pays Overtime Non-Pay Benefits

Top 100 Citywide 45% 8% 17% 30%
Top 50 Police 50% 7% 10% 33%
Top 50 Fire 39% 9% 21% 31%

Premium Pays

As can be seen from the above figures, premium pays constitute a
significant portion of compensation of top wage earners. The total
amount of premiums paid in calendar year 2010 equaled $9,231,089. This
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does not include overtime, which is a separate type of compensation.
Santa Ana has 67 different types of premium pay. By comparison, the
City of Fremont has 24 types of premium pay, costing about $1.6 million.

Table 9 shows the total amount of premiums that were paid by
bargaining unit, the number of employees in each bargaining unit who
received premium pay, and the average amount of premiums each
employee received.

Table 9. Premiums Paid by Bargaining Unit

Number of
Total Amount Employees Average Amount
of Premiums Receiving Received per
Bargaining Unit Paid Premiums Employee
POA 5,017,609 499 $10,055
FBA 3,286,257 201 $16,350
SEIU 6 602,940 242 $2,491
PMA 114,856 14 $8,204
FMA 69,824 5 $13,965
SEIU Part -time 64,743 147 $440
Unaffiliated Confidential 32,840 25 $1,314
Seasonal Part-time 19,912 6 $3,319
Executive Management -
Sworn 12,659 1 $12,659
Administrative
Management 4,725 3 $1,575
Mid Management 4,725 3 $1,575
TOTAL $9,231,089 1,146

In calendar year 2010, approximately $5 million was paid to members of
the POA and $3.29 million was paid to members of the FBA in premium
pays. Premium pays are largely “PERS-able” which means they are
included as compensation counted toward calculating retirement benefits
and, therefore, are a factor in the City’s pension costs.

The top three types of premium pays, senior pay for police and fire and
bilingual pay citywide, constitute two-thirds of the total premiums paid.
The top 12 (which total more than $100,000 each) are shown in Table 10,
and constitute the majority of the $9.2 million paid in calendar year 2010.
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It is not clear that everyone receiving premium pays are actually
performing the work for which the pay is intended on a regular basis.

Table 10. Top 12 Premium Pay Categories

Type of Premium Pay

Senior Pay (Police Career Development Pay)

{ Total Dollars Paid
3,045,564.42

Senior Fire Personnel

2,036,476.29

Bilingual Pay

1,327,341.58

Paramedic Duty

489,832.50

Shift Differential

282,235.28

Hazardous Materials

249,117.00

Detective Investigator

229,013.76

Technical Truck

220,882.92

Shift Overlap

170,802.31

Education (POA)

143,940.67

Assistant Team Leader

136,092.91

Field Training Officer

100,616.46

TOTAL

8,431,916.10

Expenditures by Type of Expense

Figure 14 shows that 79% of the general fund is allocated to personnel
expenses. Commodities have been reduced significantly over the years
and there is no real opportunity for additional reduction. Personnel costs
is the only area where savings could be significant enough to eliminate

the deficit.
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Figure 14. FY 2011/12 General Fund Expenditure Budget of $210 Million by Type of Expense
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Figure 15 below shows that 83% of the City’s personnel costs in the
general fund are within police and fire.

Figure 15. Allocation of Personnel Costs Within the General Fund
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Public Safety Costs

The City of Santa Ana places a high priority on public safety services.
The percent of the general fund allocated to public safety is growing.
During budget balancing cuts in recent years, non-safety operations have
experienced larger reductions than public safety. As a result of those cuts,
and as a result of PERS costs and negotiated compensation increases, the
City’s allocation to public safety is growing as a percent of the general
fund. Figure 16 shows this change.

40



Budget Stabilization Study
Financial Analysis

Management Partners

Figure 16. Public Safety as Percent of General Fund Expenditures
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Given the high percentage of the general fund allocated to public safety,
Management Partners compared public safety budgets on a per capita
basis with peer jurisdictions. Peer comparisons of this sort are difficult
and should not be used for drawing firm conclusions. The ways in which
each city organizes its departments and the availability of outside
funding sources and fee structures of services are very different.
However, benchmarking can be useful in pointing to where additional is
analysis needed or general trends.

The percent of general fund budget allocated to police and fire is higher
in Santa Ana than the peer cities. Additionally, as was shown in the
revenue comparisons above, general fund revenue is lower on a per
capita basis for Santa Ana compared with peer cities.

Police

The Santa Ana Police Department is unique compared with peer cities in
that it administers a very large full-service jail facility. For comparison
purposes, the figures below show costs associated with the Santa Ana jail
in two ways: 1) included and 2) excluded from police department costs.
It is important to note that an assessment of jail budgets and employees in
the peer cities was outside the scope of this project.

Figure 17 shows the FY 2010/11 police department budgets per capita for
each of the peer agencies in comparison to the City of Santa Ana. Again,
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absolute comparisons are not possible, given year-to-year fluctuations in
costs that any one city may have. The following is shown only as a
general point of comparison.

Figure 17. Police Budgets per Capita
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Figure 17 shows that the Santa Ana Police Department budget per capita
(including the jail) is higher than average, while the Santa Ana Police
Department budget per capita (excluding the jail) is below average.

Figure 18 shows Police FTEs per 1,000 population for the comparison
cities. Again, when Santa Ana includes police FTEs those associated with
the jail, the number per 1,000 population is above average, while when
jail staffing is excluded, Santa Ana is below average.
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Figure 18. Police FTEs per 1,000 Population
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Figure 19 below compares each city’s police department budget as a
percentage of the city’s total general fund budget. Santa Ana’s police
budget (without the jail included as well as with the jail included) is
higher than the average.

Figure 19. Police Budget as Percentage of Total General Fund
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Fire
Figure 20 compares fire department budgets per capita.

Figure 20. Fire Budget per Capita
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Santa Ana’s Fire Department budget per capita is lower than the peer
average.

Figure 21 shows each peer city’s full time equivalent fire department
employees (FTE) per 1,000 population. The number of FTEs per 1,000
population in Santa Ana’s Fire Department is slightly below the average.
As stated above, absolute comparisons are not possible, given year-to-
year fluctuations in costs that any one city may have. The following is
shown only as a general point of comparison.
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Figure 21. Fire Budget FTEs per 1,000 Population
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Figure 22 below, compares each city’s fire department budget as a

percentage of total general fund budget. As

is shown below, Santa Ana’s

Fire Department makes up a slightly higher percentage of general fund

budget compared with the peer agencies.

Figure 22. Fire Budget as Percentage of Total General Fund
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Public Safety as Percent of General Fund

After comparing police and fire departments to peer agencies separately,
Management Partners compared public safety and non-public safety
spending with peer cities. Figure 23 shows these comparisons. As can be
seen below, compared with peer agencies, the City of Santa Ana has the
smallest percentage of non-public safety spending.

Figure 23. Public Safety Budget as Percentage of General Fund
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Figure 24 shows that Santa Ana is slightly above the peer average, when
comparing public safety budgets per capita.

Figure 24. Public Safety Budget per Capita
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Budget Stabilization Alternatives

Eliminating the estimated deficit in FY 2011/12, FY 2012/13 and future
years will require hard decisions. The City already has lean staffing in
many areas, so reducing costs will not be a matter of determining what is
not important. Rather, it can be assumed that every service and program
provided is important to someone. Therefore, decisions will need to be
made between numerous important services and interests. Given the
size of the gap, revenue increases alone will not eliminate the deficit and
put the City on stable financial footing. Therefore, as previously
mentioned, a three-pronged approach including these components is
suggested.

* New revenue
» Service delivery model changes
= Compensation changes

Each is described in this section of the report, with specific suggestions
for consideration. Any public organization has a need to balance services
to the community with employee compensation and benefits. Most of the
budget balancing solutions will need to come through reducing personnel
costs. The total number of personnel and the compensation cost drivers
are no longer sustainable given the City’s resource base.

The ideas presented here resulted from discussions with members of the
City’s Executive Management Team, analysis of costs, and viability of
alternative methods of providing services. The focus is on delivering
valued services to the public, so options represent the following
principles were identified.

* Santa Ana desires to be a full-service city, which requires a range
of services beyond public safety.

* What is most important is that valued services be delivered, not
that they all be delivered by City employees when services can be
provided less expensively by the private sector or another agency.

* The fundamentals of the municipal corporation must be
maintained to properly manage the organization, and reduce risk
and liability.
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Revenue

* Financial stability and sustainability is important to employees
and to the City’s ability to recruit and retain motivated, competent
and capable individuals.

Opportunities exist to increases fees for a few services to match fees to
costs of the service being provided, consistent with the City’s policy of
tull cost recovery where possible. Sizeable revenue, however, would
need to come from voter-approved tax increases. Both components are
described in this report section.

Information about Santa Ana’s revenues was previously gathered for
benchmarking as part of an analysis of budget balancing strategies
conducted by Management Partners for the City of Anaheim in late 2010.
Peer jurisdictions examined for that study were Anaheim, Irvine, Long
Beach, Riverside, Sacramento, San Jose and Santa Ana.

The benchmarking showed that Santa Ana’s general fund revenues per
capita were significantly below the median. On a per capita basis, all of
Santa Ana’s major revenue sources were below the median except for
transient occupancy tax (which was at median) and business tax (which
was higher than median). Santa Ana’s sales tax was significantly below
median, at $103 per capita, compared with the median of $135. Utility
users taxes for Santa Ana totaled $79 per capita, compared with the
median of $85. Because Santa Ana is below the market for such revenues,
increasing utility users, sales, and other taxes should be considered.

Potential Tax Increases

City staff have estimated the potential revenues associated with the
following tax increases. All would require voter approval.

Utility User Tax

Many cities charge a tax on utilities, ranging up to 9% (Los Angeles).
Santa Ana currently charges 6%. Each 1% increase on utilities currently
taxed (telephone, electric, water and gas) would yield approximately $3.9
million annually. Each 1% on utilities not currently taxed (cable
television, sanitary sewer service, sanitation, refuse collection) would
yield approximately $2.6 million per year.
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Utility user taxes are paid by Santa Ana residents and businesses and are
collected and remitted by the utility providers who serve them. In turn,
the utility then remits the tax payments to the City.

Annual revenue in FY 2009/2010 from utility user taxes (electric, gas,
water, land line phone, and cell phone) was $26,153,203. The City has
made annual revenue projections considering possible tax increases at 1%
and 2%. Further, cable TV, sanitary sewer service, and refuse collection
are currently not part of utility user tax. The City is considering
modernizing and expanding the utility users tax to cover utilities not
currently included. Revenue projections for both current and potentially
new utility user taxes are shown in Table 11 below.

Table 11. Utility User Tax Revenue Projections

Projected Projected Projected

Utility Users Tax

Annual
Revenue

FY 2009/10

Annual Revenue
at current 6%
level

Annual Revenue
with each 1%
Increase

Annual
Revenue with

a 2% Increase

Current: Electric, gas, water, phone $26,153,203 $26,153,203 $3,978,600 $7,957,200

Potential: Cable TV, sanitary sewer

service, sanitation fund, refuse

collection $2,241,160 $2,614,688 $2,988,600
Total Projected Utility User Tax $28,394,362 $6,593,288 $10,945,800

Source: City of Santa Ana

Santa Ana projects that at 6%, monthly residential costs for the utility
user tax are $2.30 and monthly business costs are $5.00. A utility user tax
increase can only be voted on during a general election (a simple majority
is needed), unless the City Council declares a fiscal emergency and puts
the potential tax increase to a vote during a special election. It should be
noted that costs for special elections are higher. For Santa Ana, a special
election costs approximately $300,000, three times the amount of the
consolidated general municipal election (approximately $100,000).

Sales Tax

The current sales tax rate in Santa Ana is 7.75%. Annual revenue for FY
2009/2010 was $32,986,012; sales tax revenue for FY 2010/2011 is projected
to be $35,957,909. The City estimates that each 1% increase in sales tax
would yield approximately $21 million per year.
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911 Communications Fee

While often called a “fee” this potential revenue source is actually a tax
requiring voter approval. A 911 communications fee would yield
approximately $10 million a year if each residence was charged $3.08 per
month and businesses were charged $21.53 per month. The tax would be
charged on most personal and business telephone lines and cell phones in
the City. Some exemptions typically exist, mainly relating to customers
on lifeline service and service to non-profit organizations and
government offices.

The City of San Jose has this fee and estimates that approximately 90% of
the phone accounts in their community are taxed. The justification for
charging a fee to telephone subscribers is that only people who have
telephones can call 911 for emergency services. As stated in the San Jose
ordinance, “Subscribers to telephone service derive significant benefits
from ongoing operation of the modernized integrated system installed at
the San José Emergency Communications Center” in the form of more
efficient dispatch of services to a 911 emergency request.

Recommendation 7. Determine the City Council’s
interest in asking the voters to approve new or increased
taxes. Once that is ascertained, develop an action plan and
schedule to seek voter approval of new revenues.

Fee Increases

A fee is a charge imposed on an individual for a service that the person
chooses to receive. A fee may not exceed the estimated reasonable cost of
providing the particular service or facility for which the fee is charged,
plus overhead. Examples of city fees include water service, building
permits, recreation classes, paramedic subscriptions, false alarms and
development impact fees.

The City makes annual adjustments to fees and has instituted full cost
recovery for development fees (with annual cost adjustments). Areas that
may generate increased revenues for the City are related to utility
franchises, the Santa Ana jail, paramedic subscription fees and false alarm
fees.

Utility Franchise Fee

City staff have identified a potential revenue source that would require
state legislative action to revise the utility franchise fee paid to
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municipalities in areas served by Southern California Edison (SCE).
Inequity exists in what older communities such as Santa Ana receive from
franchise agreements when compared with newer cities which have
negotiated with SCE.

The Franchise Act of 1937 sets one-half of one percent as a minimum
franchise fee charged. Because of the methods used by the California
Public Utilities Commission to set and account for investor-owned utility
rates, SCE blends the cost of all franchise fees across its entire rate base,
regardless of the return to each respective city. As a result, every SCE
customer is subject to a 0.84% franchise fee charge, regardless of whether
the customer resides in a city that is being paid a 1% fee or a 0.5% fee.

Santa Ana receives only 0.5%, while some other, newer communities
receive 1% franchise fee because of rates they negotiated with SCE. The
result is that some cities are subsidizing others. Analysis should be
conducted of the potential new revenue to the City if a legislative change
was enacted. The potential of legislative change should be monitored,
with Santa Ana advocating for change.

Recommendation 8. Analyze the amount of additional
revenue that would be received by the City if a change in
the utility franchise fee allocation were implemented.
Advocate for a change in legislation to correct the inequity
of payments to cities of utility franchise fees.

Jail

Santa Ana sells jail space to several outside agencies as a way to recover a
majority of the costs of operating the jail. The Police Department’s jail
operation revenues and expenditures are shown in Table 12 below.

Table 12. Annual Jail Revenues and Expenditures

Year Revenue Expenditures | Net General Fund Cost
FY 2007/08 (Actual) $11,837,595 | $14,515,378 (52,677,783)
FY 2008/09 (Actual) $14,244,083 | $14,857,357 ($613,274)
FY 2009/10 (Actual) $14,415,990 | $15,593,252 (51,177,262)
FY 2010/11 (Projected)’ | $14,100,000 | $13,695,843 $404,157

Source: Santa Ana Police Department Budget
LAnnual figures projected by Santa Ana Police Department
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It should be noted that the budgeted expenditures do not include indirect
costs associated with the jail operation, such as building maintenance,
liability insurance, utilities, uniforms, employee parking, training and
computer services. Such indirect costs are currently funded elsewhere in
the Police Department’s budget. The jail’s fair share of these costs is
estimated to be approximately $1.8 million. This means that the general
fund subsidy for jail operations is significantly greater than is currently
being reflected in the City’s budget document.

Given that the significant majority of the costs for this service are paid by
outside sources through fees, it would be appropriate to establish an
enterprise fund for the jail and remove it from the general fund. The City
currently has seven enterprise funds:

o Water

e Parking

e Refuse Collections

e Transportation Center

o Sewer

e Sanitation

e Federal Clean Water Protection

At the same time that jail operations are established as an enterprise fund
a detailed analysis of costs and fees should be undertaken. This will
ensure that 100% of the direct and indirect costs of providing the service
are recovered and will eliminate any general fund subsidy.

Recommendation 9. Analyze jail operations and set
rates to ensure that there is full cost recovery in the fees
being charged to outside agencies.

Recommendation 10. Convert the jail operation to an
enterprise fund with the goal of having it be self-
supporting.

Paramedic Subscription Fees

Paramedic subscription programs function as a form of insurance in that
subscribers are not responsible for paying out-of-pocket costs for
emergency medical services (EMS) above what is covered through
insurance, Medicare or Medi-Cal.

California cities that have paramedic subscription programs charge from
$36 to $60 annually per household. The most common rate is $48 per year.
Some cities have varying rates for local businesses, convalescent homes,
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and low-income residents (e.g., residents who qualify for low-income
discounts on their city water bill). Revenues vary by city and can be
evaluated in terms of market penetration; the ratio of subscribing
households to the total number of households. Table 13 compares several
cities” paramedic subscription programs (data are from 2009 and 2011).

Table 13. Comparison of Paramedic Subscription Programs

Number of | Membership

Housing LGLUE] Number of Market Annual
units Revenue members Penetration Fee
Arcadia* 20,304 $160,000 11,000 54% $40
Buena Park* 24,280 $400,000 13,000 54% $45
Corona* 45,485 $1,050,516 23,244 51% S48
Anaheim* 101,791 $1,710,000 38,980 38% $36
Fullerton* 47,044 $815,000 16,981 36% $42
Anaheim** 101,791 $1,206,000 33,500 33% $36
Huntington Beach* 78,007 $1,426,000 23,600 30% $60
Huntington Beach** 78,007 $1,300,000 23,000 29% $60
Orange* 44,319 $650,000 10,896 25% S48
Westminster* 27,419 $235,000 5,419 20% $42
Newport Beach* 42,711 $297,600 6,200 15% $48
Alhambra* 30,216 $100,000 3,744 12% $48
Monterey Park* 20,734 $115,000 2,538 12% $50
Santa Ana** 73,174 $154,362 7,344 10% $48
Burbank* 44,055 $180,000 4,064 9% S48
Montclair* 9,677 $24,250 674 7% $36
* May 2009 data

**2010/11 data

The City charges a $48 annual paramedic subscription fee, which is
within the range charged by other cities. However, in FY 2009/10, the
City collected only $154,000, which is less than 50% of the anticipated
revenue based on the number of subscribers. With 7,344 subscribers, the
annual $48 fee should equate to revenues of $352,500. The overwhelming
majority of paramedic subscriptions (approximately 6,500) are paid by
residents as an $8 per bill charge assessed through the City’s bi-monthly
utility bill. Other subscribers receive an annual statement and pay a
lump sum.
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According to City staff, the variance between the number of subscribers
and revenues appears to be related to individuals inconsistently paying
the subscription fee on their utility bills or opting out of the program
without notifying the City. Allowing subscribers to opt in and out of the
program at will not only affect revenues, it also creates additional work
for staff and the City’s billing agency who must reconcile whether an
individual subscriber is “current” before issuing a bill for emergency
medical services. Prohibiting subscribers from opting in or out of the
program at will and improving management and oversight of the
program would enhance the City’s ability to recover associated revenues.

Recommendation 11. Modify the paramedic subscription
program to encourage existing subscribers to pay their
fee so as to maximize revenue collection.

Market penetration rates are related to how the programs were initially
implemented: opt-in or opt-out. Both Anaheim and Huntington Beach
launched paramedic subscription as an “opt out” program, meaning all
residents were expected to pay unless they opted out of participation. A
complaint and resulting court case caused these cities (as well as other
Orange County cities having such programs) to convert to an “opt in”
program in the early 1990s. The number of subscribers in Anaheim and
Huntington Beach also dropped between 2009 and 2011, which can be
attributed to an increase in residents opting out of the programs. Cities
instituting their paramedic subscription programs as an “opt in” program
may partially account for the lower number of subscribers.

Market penetration rates are also related to community demographics,
population density, whether transport services are provided, and the
amount of EMS fees. According to Firemed officials (a private firm that
operates an EMS membership program throughout Oregon),
communities with a high percent of residents over 60 years of age and
those in rural areas have higher market penetration (i.e., number of
members).

Assuming the City is able to address the revenue collection issue,
increasing the annual subscription fee from $48 to $54 (an increase of
$0.50 per month) or $60 (an additional $1.00 per month) would increase
revenues by about $44,100 or $88,100, respectively (based on the existing
number of subscribers). Since many cities in the area have subscription
fees of $48. Management Partners does not recommend that Santa Ana
increase the rate without ascertaining from subscribers whether
increasing the fee could increase the number opting out of the program,
thus reducing potential new revenues.
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Santa Ana’s market penetration rate is one of the lowest of the cities listed
in Table 13 at about 10%. Increasing the market penetration through
intensive and continual marketing efforts would increase revenues.
Excluding the three cities with the highest and lowest market penetration
in Table 13 yields an average market penetration rate of 25%. Paramedic
subscription fees should be attractive to lower income residents who may
not have health insurance. A 20% market penetration rate, combined
with better program management to maximize revenue collection would
generate total revenues of $702,480, a net increase of $548,480. Based on
participation rates achieved in other cities this is a conservative estimate
and an achievable goal.

Recommendation 12. Develop a marketing program for
paramedic subscriptions with a goal of increasing market
penetration to at least 20% of households. Develop
marketing efforts to target those most likely to subscribe
and plan a campaign that will be ongoing.

False Alarm Fees

Responding to false alarms wastes Police Department resources. The
Police Department estimates that on average 37.84 minutes are spent per
alarm response, and almost half of total alarm calls were false alarms.
Based on the fees currently charged and the costs of officers responding,
it appears that the City is losing between $50,000 and $75,000 each year in
lost response time that is not paid for by fees (based on performance for
2008 and 2009). All City costs (police response and administrative
overhead) incurred by false alarms should be paid for by the alarm
owner.

Recommendation 13. Determine the fee level required to
recover all City costs associated with false alarm
response and increase fees accordingly.

Asset Management

Cities own many buildings and physical facilities such as parks, garages,
and corporate yards. Asset management, the process of monitoring the
inventory and leasing of these investments, can and should be considered
as a cost reduction strategy.

The City of Santa Ana has an asset inventory now. It should develop a
comprehensive asset management program, identify market rental rates
and subsidies, and sell unneeded and under-performing properties. Over
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the long term, an asset management program should integrate with
maintenance and replacement schedules for the development of long-
range capital improvement program funding needs.

The identification of surplus, unneeded properties that can be sold will
result in one-time revenues and a reduction in ongoing maintenance
costs. Market rate rents should be calculated and updated periodically for
all City properties that are rented or leased. Market rental rates as well as
the level of subsidy should also be identified for properties rented or
provided to community and non-profit organizations and for economic
development purposes. The subsidies should then be supported by the
appropriate program and funding source. This will identify the true costs
of such programs, allow them to be properly charged, and provide relief
to the general fund.

Recommendation 14. Develop a comprehensive asset
management program, identify market rental rates and
subsidies, and sell unneeded and under-performing
properties. Conduct an analysis of all property assets as
part of the asset management program.

Compensation and Benefits

With personnel costs accounting for about 73% of the general fund,
reducing them will be essential to bring spending in line with resources.
Changes to compensation or benefits are subject to negotiation with
bargaining units. High cost drivers are noted in this section for possible
negotiations.

Pension Costs

Pension reform is being much discussed at the state and local levels
because costs are increasing at rapid rates significantly beyond increases
in revenue and are no longer affordable to most public agencies. In Santa
Ana, City-paid pension costs have grown from 7.9% of the general fund
in FY 2006/07 to 9.8% in the upcoming FY 2011/12 budget. Costs are
projected to grow to 12.2% in FY 2013/14.

Pension costs are a combination of an “employer” and “employee” share.
PERS sets the employer share for each agency depending on actuarial
assumptions. For Santa Ana, the employer share is 28.8% of
compensation for public safety employees and 18.373% for non-safety
employees. Those levels will grow to 36.6% for safety and 19.3% for non-
safety in FY 2013/14. The employee share is set by PERS at 9% for public
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safety and 8% for non-safety, although agencies and their employees can
negotiate a higher cost distribution between the agency and employees
than the “employee” shares set by PERS.

The City’s expenditures in the general fund would be reduced by
approximately $4.5 million if employees were to pay the full employee
share (9% for safety, 8% for non-safety). The budgeted cost of PERS to be
paid by the City in FY 2011/12 is $18.9 million. Given the high cost of the
employer share of the pension and the very attractive pension benefits
provided by the City, asking employees to pay the full PERS employee
share is equitable and an approach successfully applied in a number of
California local governments, including the cities of Fremont and
Mountain View. Several Orange County cities, such as Fullerton and
Newport Beach, have been negotiating to have staff pay the full employee
share as a budget reduction strategy.

Recommendation 15. Negotiate payment of the full
employee share of PERS costs at 9% for public safety and
8% for non-safety.

Two-tier retirement benefits also are being negotiated in a number of
cities, including several in Orange County. Savings are based on
workforce turnover and thus initial cost reductions are modest. However,
the savings to the city in the long term are significant. The current
retirement benefits are a relatively recent change, occurring during the
early 2000s. Thus returning to the pre-enhanced level would save the
City money in the long term.

Recommendation 16. Negotiate a two-tier retirement
benefit, returning to the benefit levels in place prior to
the existing benefits. Doing so would mean new safety
employees would be hired with a benefit level of 2% at 50
and non-safety employees would be hired with a benefit of
2% at 55.

Premium Pay

As noted earlier in this report, Santa Ana has 67 different types of
premium pays that cost $9,231,089. The average amount received by a
POA employee was $10,555, with 499 employees within the POA actually
receiving premium pays. The average for 2010 for an employee in the
FBA was $16, 350, with 201 employees receiving such pays. See
Attachment B for the complete listing of premium pays.
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Premium pays should reflect a documented business need and should be
considered when making salary comparisons to establish appropriate
compensation levels. If a premium pay is received by virtually all
employees in a classification, and the City determines it serves an
important business need, it should be added to base compensation to
properly reflect it as such.

Additional strategies for reducing premium pay costs include eliminating
premium pays for new employees where there is no documented
business need for providing the extra compensation, and negotiating the
elimination of such special pays for existing employees. Examples of
premium pay where there may be no business need include dictation pay
(given current technology) and the above-mentioned senior pay for police
and fire employees, particularly if compensation surveys determine that
it is not necessary to achieve market level compensation and if
recruitment and retention are not issues. Reducing the total amount of
premium pay costs by 25% would generate approximately $2.3 million in
savings.

Recommendation 17. Renegotiate labor contracts to
provide only those premium pays required for sound
business purposes and eliminate premium pay for
employees who are not performing the work on a regular
basis. Negotiate with employee associations to reduce the
amount of premium pays provided.

Overtime Calculations

Public safety MOUs currently dictate that an employee’s leave time is
counted as time worked and contributes toward calculating overtime. If
the FBA and POA MOUs are amended to pay overtime based on the Fair
Labor Standards Act (FLSA), then only actual time worked would count
towards calculating overtime. In other words, the City has negotiated to
pay for more overtime costs than is legally required.

The City sampled 20 public safety employees (ten in police and ten in
fire), to estimate the cost of paying overtime based on FLSA compared
with pay based on language in the MOUs. For employees in each
department, FLSA work schedules were used (9 days/172 hours for fire
and 28 days/162.5 hours for police).

In FY 2009/10, the Santa Ana Fire Department incurred over $7.1 million
in overtime costs, while the Police Department incurred over $3.7 million.
The City estimates that if FLSA work schedules are used to calculate
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overtime, then the Fire Department could save 23.4% of overtime costs,
and the Police Department could save 22.2% of overtime costs. This
would result in over $2.5 million in annual overtime cost savings.
Estimated savings are summarized in Table 14 below.

Table 14. Public Safety General Fund Overtime Costs

Actual FY 2009-2010 General Estimated Potential General Fund

Department Fund Overtime Cost Savings Overtime Cost Savings
Fire $7,121,678 23.4% $1,666,473
Police $3,755,653 22.2% $833,755

Total $10,877,331 N/A $2,500,228

Recommendation 18. Calculate overtime using the FLSA-
approved methodology, which excludes leave time as
time worked.

Health Benefits

The City provides health insurance coverage for employees, which cost
$13.7 million in FY 2010/11. The amount paid varies by bargaining unit.
This cost could be reduced by negotiating to have employees pay a larger
share of the premium. The City also pays varying amounts for retiree
health benefits, depending on bargaining unit. The overall City cost for
these benefits is budgeted at $1.2 million for FY 2011/12. This could be
reduced by negotiating lower City contribution levels. Some cities are
reducing or eliminating City-paid retiree health insurance entirely. For
instance, both Sunnyvale and Anaheim have recently scaled back retiree
health benefits. Further analysis is required to determine the appropriate
level of City benefit for the various groups.

Recommendation 19. Analyze employee and retiree
health benefits to determine the appropriate level of
contribution by all parties.

Take Home Vehicles

The City provides vehicles for approximately 30 employees to drive to
and from work and respond to calls when off duty. The estimated annual
cost in FY 2010/11 was $200,348, excluding fuel consumption costs. The
City has not calculated the actual mileage driven for commuting
purposes, nor for call-outs. If an average of 25 miles per day were
assumed for commuting purposes, it would mean 750 miles per day for
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the 30 individuals with take-home vehicles. At 20 miles per gallon
costing $3.00 to $4.00 per gallon, fuel would cost the City $112 to $150 per
day. That equates to $20,000 to $35,000 per year in fuel charges. Actual
costs could be higher if the number of miles driven or fuel costs are
higher. Conservatively, this benefit costs the City $225,000 a year.

There are no clear records on the actual number of times employees
responded to calls while off duty and the provision of vehicles is largely a
benefit rather than a necessity for meeting an identified business need.
The City could reduce these expenses by reimbursing employees for
mileage when they are called out for official City business. Doing so
would eliminate the practice of paying for the cost of commuting to and
from home in their City vehicles (which is not generally available to most
employees) and would reduce costs associated with vehicle maintenance
and replacement. Provisions for approximately 15 of these take home
vehicles are included in MOUs and therefore, are subject to negotiation.
For estimating purposes, if 75% of the take home vehicles were
eliminated and replaced with mileage paid for call-outs, the total cost
would be reduced to about $60,000 (for a savings of at least $165,000).

Recommendation 20. Provide vehicles only to those
individuals who are responding to City business after
hours on a regular basis and to those who must have
access to specialized equipment when called out.
Require employees to pay fuel costs for commuting to and
from home, not including callouts, and require individuals
with vehicles to report the number of callouts monthly.
Analyze the costs and benefits of providing take home
vehicles compared with mileage reimbursement.

Salary-Step Increases

Traditional civil service salary schedules with an average of five or six
steps in the range were developed before the onset of widespread
collective bargaining and were intended to provide an opportunity to
reward employees annually for their performance and for the growth of
their experience and productivity as they become more effective on the
job. The increases are often known as merit increases, although they are
virtually automatic.

The majority of Santa Ana’s salary schedules have only five or six steps.
Consequently, it only takes three and a half to four years for the average
Santa Ana employee to get to the top step. During this period the
employee is typically awarded a step increase, plus cost of living
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adjustments negotiated by their bargaining group. Because of this
practice, new employees have sometimes received raises of between eight
and nine percent annually in the first few years of their position. Most
employees at the City are at the top of their salary range.

The executive manager (EM), mid-manager (MM) and two fire
management classifications are on a 15-step salary schedule, with
approximately 2.5% between each step. Employees may advance up to
three steps per year based on evaluated performance. These management
classifications (excluding the EM position) are scheduled to be increased
to 16 steps in FY 2012/13 and to 17 steps in FY 2013/14, through the
addition of steps at the top of the range. It should be noted that adding
steps to the top of the range (as opposed to the bottom) has the effect of
increasing the City’s costs instead of decreasing them.

A 10 to 15 step range for administrative manager and non-management
employees would reduce the City’s costs and could spread the
opportunity for performance increases over six to nine years rather than
the current three and a half to four years. Such a change in the salary
schedule would need to be negotiated with each of the City's bargaining
units and would be considered by both sides as part of the total
compensation package during negotiations.

Recommendation 21. Implement a 10 to 15 step range to
spread out merit (performance) increases over six to nine
years rather than the current three and a half to four
years.

Market-Based Hiring

The success of City services and the perception of the quality of those
services by Santa Ana residents depend on the City's ability to attract and
retain the best and most productive employees possible. Consequently,
the City’s compensation policy should be to offer total compensation at
the level that allows the organization to attract and keep quality
employees. If the City underpays, it will not be able to attract and keep
employees. Conversely, if it overpays, it is spending resources on salaries
and benefits that could be invested elsewhere.

The most common method used to evaluate position in the market is a
survey of the total compensation for various job classifications of other
comparable cities. This provides a benchmark of Santa Ana’s total
compensation compared with the public sector market. Using market-
based hiring, if there is high turnover in a particular classification (i.e.,
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greater than 10%) and there are very few qualified applicants when the
City recruits, the City should consider increasing the salary range for the
classification. Conversely, if turnover is low and there are large numbers
of qualified applicants during recruitment, the City should consider
lowering the salary range. However, this is not common practice in the
public sector, primarily because it is common for salary range limits to be
incorporated into negotiated labor agreements, which limits
management’s ability to adjust salaries commensurate with market
changes.

Recommendation 22. Conduct an analysis of
recruitments completed during the past five years to
ascertain positions for which large numbers of qualified
applicants apply and reduce entry-level compensation
for these positions.

Fire Department Cost Savings

Significantly reducing Fire Department costs requires changes to staffing
models, as well as the compensation items noted in the Financial Analysis
section above. The department recently changed staffing in one area by
eliminating a fully-staffed hazardous materials response (hazmat) unit,
making hazmat duties collateral with other assignments.

Other methods of reducing costs that could be considered include
civilianizing positions that do not require sworn firefighters to do the
work, closing stations, “browning out” stations when there are not
enough personnel on duty to staff the stations without overtime,
reducing the number of trucks, or changing the emergency medical
services delivery model.

Before discussing the specifics of service delivery in Santa Ana, some
background on fire staffing industry concepts is helpful. In general fire
departments are designed to respond to two primary types of incidents,
tires and emergency medical conditions. In both types of incidents the
speed of response and the ability to perform critical tasks once on scene
are critical parameters. Both the necessary speed of response and the
ability to perform critical tasks once on scene have been extensively
studied, and have led to the development of industry standards aimed at
providing for an effective and safe response.

In developing targets for response time researchers have primarily
modeled fire behavior in structures and cardiac survival rates. With
respect to fires, the industry generally tries to provide an effective
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response before a fire reaches a critical “flashover” point. Once this point
is reached combustible materials simultaneously ignite, safe rescue is
problematic, the fire is much more difficult to extinguish and structural
failure can occur. While there are many variables, it is typically estimated
that flashover can occur within 6.5 to 10 minutes of ignition. To prevent
this from occurring firefighters must take action such as “fast attack” with
portable extinguishers, venting and accomplish search and rescue during
this time. In order to provide time for this intervention most fire
departments try to design response so that initial responders are on site
within four minutes 80% to 90% of the time.

Staffing a fire requires that responders be able to safely accomplish the
tasks aimed at life safety, preventing “flashover” or if necessary
preventing a full structure fire from spreading to other structures. OSHA
requires that except in exigent circumstances involving safeguarding a
life, two people should be available to rescue a two-person crew inside a
burning structure, which means a four-person initial response to a
structure fire is usually a service delivery design consideration. Extensive
research has been done with regard to three-, four- and five-person
engine staffing configurations. This has led to conclusions that having
more staffing results in faster accomplishment of performance objectives
and that additional staffing is most useful in dense higher risk
occupancies (like multi-story apartments) and less pronounced for less
dense single family occupancies. Effective response to full structure fires
(which are a small subset of all fire calls) requires even more staffing,
which is typically estimated at between 12 and 15 people.

With respect to emergency medical call response timing, cardiac arrest
survivability has been extensively studied. For example, research in King
County, Washington (Seattle) determined that if a cardiac arrest patient
obtained a BLS (basic life safety CPR and defibrillation) response in four
minutes and an ALS (advanced life support drugs and telemetry to a
hospital) response in another four minutes, the patient had a 43%
survival rate. However if the BLS/ALS response times were doubled the
survival rate was just 6%. Based on this analysis fire department
responses often use the same “four minute” rule with respect to EMS and
tire responses.

To address staffing levels the National Fire Protection Association
(NFPA) drafted guidelines for fire/rescue service delivery for career fire
departments. The title is Standard for the Organization and Deployment of
Fire Suppression Operations, Emergency Medical Operations and Special
Operations to the Public by Career Fire Departments (2001 Edition). The
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standard is commonly known as NFPA 1710, and it has dominated
debate about staffing levels since its adoption. The facts about NFPA 1710
with respect to fire apparatus staffing are as follows:

1. All the standards are recommended guidelines not law
Travel times should be four minutes or less 90%percent of the
time for fire calls and for delivery of BLS services on emergency
medical calls

3. Initial fire staffing should be four