City
Treasurer’s
Handbook

CALIFORNIA MUNICIPAL TREASURER’S ASSOCIATION

Prepared by;

Ralph Andersen & Associates
Sacramento, California
McDonough, Holland & Allen
Attorneys at Law
Sacramento, California
August 1984

Revisecd and Updatal by;
McDonough, Holland & Allen
Attorneys at Law

Sacramento, California

November 2001






Preface

CALIFORNIA MUNICIPAL TREASURER’S ASSOCIATION

City Treasurer’s Handbook

Lewis Keller, former Associate Counsel of the League of California Cities, in 1958 prepared
the first paper on the duties of the City Treasurer, titled Treasurer and the Law. It was first
presented to the League in 1958 and has been used as a legal handbook for City Treasurers
in the performance of their official responsibilities and duties.

In 1959, Rodney Atchison, City Attorney of Santa Cruz, and in 1960, Carlyn Froerer, Staff
Attorney of the League of California Cities, prepared revisions to the paper. The paper was
last revised in 1963 by Jack D. Wickware, Assistant Legal Counsel of the League.

In 1977, at a Conference of the California Municipal Treasurers Association, the Board of
Directors indicated a strong desire and need for a legal handbook for the City Treasurer and
a complete revision and general updating of the paper. A committee was appointed and the
update was completed, resulting in the publication of the City Treasurer’s Handbook.

With the demise of the volunteer handbook committee, and in an effort to insure that it
would continue to be a viable information document with annual updates, the CMTA Board
of Directors, in 1983, hired municipal consultants Ralph Andersen & Associates and the legal
firm of McDonough, Holland & Allen to review the existing Handbook.

Representatives of these two firms, legal counsel from the League of California Cities and
a newly formed committee of CMTA members worked together to peruse, update and index
the Handbook. The 1984 Handbook was the final result of that combined effort.

We thank the League of California Cities for allowing us to use the contents of
Treasurer and the Law and all those who contributed to this publication.

Regularly since 1984, McDonough, Holland & Allen and CMTA have updated the Handbook.
In 2001, CMTA and McDonough, Holland & Allen prepared this comprehensive update,
beginning to expand the Handbook to cover issues related to all public agency treasurers.
This Handbook is currently updated through 2001.
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Treasurers’ Handbook

The office of Treasurer for public agenices agencies in California is a traditional and time-
honored local public office. Every governmental agency which administers funds must have
an officer who receives and handles these funds and acts in the capacity of Treasurer even
though the office may not carry that title. City Treasurer is an office in all general law cities
and almost without exception in chartered cities in California. The legal consequences

which flow from this status as a “public officer” carry important official and personal
responsibilities. This Handbook will review the constitutional, statutory and decisional law
applicable to California Treasurers in order to assist Treasurers in defining and understanding
their principal legal duties and liabilities.

As the duties and liabilities are reviewed, references will be made to specific constitutional
and statutory provisions. Where appropriate, mention will also be made of legal and fiscal
reference works that may assist a Treasurer who requires more detailed information about
a specific topic. In expanding this Handbook to cover public agency treasurer, sometimes
reference is made only to City Treasurers. Where this occurs, it is because the statute
reference applies directly only to general law City Treasurers. Treasurers from other
agencies will need to determine if similar requirements apply to their agencies.

The Appendices to this Handbook include copies of relevant statutes. In addition, the
Appendices include sample investment policies, additional information concerning public
investments and information on the California Municipal Treasurers Association and its
certification program.

This Handbook is intended as an informational guide for both new and experienced
Treasurers. However, as always, it is suggested that Treasurers consult with their Agency
Attorneys for advice in particular situations.



I. General Nature
of the Office
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[ General Nature of the Office

A. General Law and Charter Duties

The duties of the City Treasurer in California’s general law cities are set forth in statutes. For
the most part, City Treasurers or those discharging the treasury function in chartered cities
or special districts will have the same types of duties as City Treasurers in general law cities.
Sections 41001 through 41005 of the Government Code set forth the primary statutory duties
of general law City Treasurers. These duties are to receive and safely keep all money coming
into the treasury (Gov. Code, § 41001), to comply with all laws governing the depositing and
securing of public funds (Gov. Code, § 41002), to pay money only on warrants signed by
legally designated persons (Gov. Code, § 41003), and to submit a monthly written report
and accounting of receipts, disbursements and fund balances to the City Clerk and the City
Council (Gov. Code, § 41004). In addition, the City Treasurer is required to perform such
duties relating to the collection of city taxes and license fees as are prescribed by ordinance
(Gov. Code, § 41005). Section 53646 requires local agency Treasurer to render to their
Boards or Councils an annual statement of investment policy and quarterly reports with
specific requirements.

In charter cities, the duties and responsibilities of the City Treasurer are set forth in the city’s
charter. For special districts, the duties of the district treasurer are set forth in the statutes
governing the particular district. Since the specific statutory duties of general law City
Treasurers are identical, while the duties of City Treasurers in chartered cities and special
districts will vary, the emphasis in this Handbook will be on the general law City Treasurer.
Treasurers in charter cities should refer to their charters for their specific duties; treasurers
for special districts should refer to the statute governing the particular district for their
specific duties.

B. Tenure and Conditions of Office

In general law cities, the City Treasurer is one of the officers in whom the government of the
city is vested along with the Council, the City Clerk, the Police Chief and the Fire Chief
(Gov. Code, § 36501). The office of City Treasurer in general law cities is an elective office
(Gov. Code, § 36503) with a four (4)-year term unless, either in the general incorporation
(Gov. Code, § 36511) or as a result of an approving vote of the electorate on a proposition
(Gov. Code, §§ 36508, 36509 and 36510), the office of the City Treasurer has been
made appointive,
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An elective City Treasurer, like other elective officers of general law cities, must be an “elector” of the
city at the time he or she assumes office and must be a registered voter of the city when his
or her nomination papers are issued (Gov. Code, § 36502; see Smith v. Evans (1974) 42
Cal.App.3d 154). An elective City Treasurer must continue to be a city resident and elector
throughout his or her term or the office becomes vacant.

If the office of the elective City Treasurer becomes vacant, the City Council must, within thirty
(30) days, either fill the vacancy by appointment or call a special election (Gov. Code, §
36512). During the period before appointment or the period before the special election is
held, the city should appoint an Interim Treasurer to carry out the Treasurer’s duties pending
the filling of the vacant position. The person appointed or elected to fill the vacancy holds
office for the unexpired term of the former incumbent (Gov. Code, § 36512).

Although California statutes authorize term limits for Councilmembers in general law cities
upon approval of the voters, this statutory authority does not extend to elected City Treasurers
or City Clerks (Gov. Code, § 36502(b)). Therefore, general law cities do not have statutory
authority to impose term limits on elected City Treasurers.

Before entering upon his or her duties, the City Treasurer, like other officers of the city, must take
and file with the City Clerk the constitutional oath of office (Gov. Code, § 36507; Cal. Const., art.
XX, § 3). In addition, the Treasurer must execute a bond to the city prior to entering upon the
office in an amount recommended by the City Attorney and fixed by the City Council by resolution.
The amount of the bond may be changed during a City Treasurer’s term of office (Gov. Code,
§ 30518).

The compensation of City Treasurers must be fixed by ordinance or resolution. Unlike the
compensation of City Councilmembers, City Treasurers’ compensation may be changed
during the Treasurer’s term of office (Gov. Code, § 36517). The former rule that a City
Treasurer’s compensation could not be increased or decreased during the incumbent’s term
of office was repealed in 1971 (see former Cal. Const., art. XI, § 5; Stats. 1971, ch. 275, §
1, amending Gov. Code, § 36517).

The City Treasurer is authorized to appoint his or her own deputies, who hold office at the
Treasurer’s pleasure, unless the city has a civil service system or merit system that would
apply to the Treasurer’s deputies. The deputies’ compensation is determined by the City
Council (Gov. Code, § 41007). The City Treasurer and his or her bondsmen are responsible
for the acts of the deputies (Gov. Code, § 41006). In the event of a vacancy in the office of
City Treasurer, the city should immediately investigate, in light of general agency principles,
both the status of deputies appointed by the Treasurer and the coverage of the Treasurer’s
bond for those deputies.
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C. Basic Differences Between Elective and Appointive Office

In the majority of California’s general law cities, the office of City Treasurer is elective
although there are a large number of cities with appointed Treasurers. There are several
basic legal differences between the office of appointive City Treasurer and that of elective
City Treasurer. Elective officers are selected by the voters and their tenure normally extends
for a period of four (4) years, at which time they must again be approved by the voters of
the community. The appointive officer, on the other hand, is appointed either by the City
Council or by the City Manager and holds office at the pleasure of the appointing authority
unless his or her position is made a part of a classified service under a merit or civil service
system. Appointive City Treasurers, like other appointive officers, are not required to be
residents or electors in the city (Gov. Code, § 36510), nor may a city require residency
(Cal. Const., art. XI, § 10).

The greatest security in office is undoubtedly that provided by civil service since most civil
service systems provide for employment termination only for cause. The comparative security
of appointment at the pleasure of the appointing authority and election by the people cannot,
however, be made the basis of generalization. Elective City Treasurers are responsible to,
and removable by, the voters of the city. They may lose their office either by a failure to be
re-elected or as the result of a recall initiated by petition of the citizens during their term
(Elec. Code, § 27000 et seq.). The appointive officer, on the other hand, owes his or her
responsibilities of office directly to the appointing authority, whether it be the City Council
or the City Manager, and may be removed from office at any time, with or without cause.
Both elective and appointive Treasurers lose their office upon the occurrence of one of
the enumerated events causing vacancy in office which are set forth in Government Code
section 1770.

If an elective officer performs his or her statutory duties, the officer need not perform any
duties required by ordinance of the City Council unless such ordinance-imposed duties relate
to “the collection of city taxes and license fees” (Gov. Code, § 41005). Appointive officers,
on the other hand, are subject to the legally expressed wishes of the appointing authority.
Elective status, therefore, confers on the elected City Treasurer the possibility of a2 much
greater degree of independence from the City Council and the City Manager. So long as the
elective officer performs the statutory duties of the office and the few duties which the Council
can by ordinance require the officer to perform, there is no basis upon which he or she may
be removed from public office other than recall or the occurrence of one of the events set
forth in Government Code section 1770.
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D. City's Authority to Change Duties, Working Conditions
and Compensation of City Treasurer

One question that arises from time to time is whether the City Council may change the duties
of an elective City Treasurer and transfer certain of the Treasurer’s duties to other city
officials and employees. In addition, since the prohibition against changing an elective City
Treasurer’s salary during a term of office has been repealed, the question also arises whether
the city can decrease a Treasurer’s salary if some of his or her duties are transferred to
other officials.

There is no clear law on whether the City Council has the authority to transfer a Treasurer’s
duties to other city officers or employees. Under Government Code section 41005, the
Treasurer is responsible for such duties relative to the collection of city taxes and license
fees as are set by ordinance. The Council, therefore, could establish those duties or could
transfer them to another city officer or employee by amendment of the ordinances dealing
with those duties (see 48 Ops.Cal.Atty.Gen. 109 (1966)). Since the Government Code does
not provide for transfer of the other principal duties of the City Treasurer, it is likely that
those duties must be performed by the Treasurer although no court has directly ruled on
this question.

One area where City Councils have attempted to transfer duties away from the City Treasurer
is that of investment authority. Again, this is an area where no court has ruled on whether
the City Treasurer, as opposed to any other city officer or employee, must have control over
city investments.

As discussed below, City Treasurers, like other public agency treasurers, have statutory
authority to invest city funds (Gov. Code, § 53635). In addition, a City Council, as a legislative
body, has authority to direct investment of surplus city funds (Gov. Code, § 53601). These
provisions also give the Council the authority to delegate investment decisions to the local
agency’s “Treasurer” (Gov. Code, § 53607). It is possible, therefore, that a Council may
itself take over investment, thereby divesting the City Treasurer of this authority (see Gov.
Code, §§ 53601, 53635). The difficult question is whether the Council may then delegate
this authority to a city officer other than the Treasurer. Unfortunately, since no court has yet
decided this question, it is impossible to predict the result.

Should a Council divest a City Treasurer of some of his or her duties, the next question is
whether the Council can then reduce the Treasurer’s salary. Government Code section 36517
provides that a City Treasurer shall be compensated in an amount set by the Council by
ordinance or resolution. As discussed above, a Council may change a Treasurer’s salary
during the Treasurer’s term of office.
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There is no case addressing the scope of discretion of a City Council in setting the compensation
of a City Treasurer. However, Government Code section 36506 contains language similar to section
36517 and relates to the fixing of compensation for appointed officials. This statute has been
interpreted to impose a duty on a City Council to fix compensation in good faith and at a reasonable
level (Mitchell v. Walker (1956) 140 Cal App.2d 239, 243). In addition, it has been held that
section 36506 authorizes the compensation to be decreased as well as increased (Young v. City
of Sausalito (1961) 189 Cal.App.2d 768). It is likely, therefore, that the California courts may
determine that the proper interpretation of section 36517 would impose a similar duty of good
faith and reasonableness on the setting of compensation for an elected City Treasurer. As such,
while it is not yet decided, a City Council can probably change the compensation of an elective City
Treasurer at any time so long as it does so in good faith and provides reasonable compensation
for the duties performed. Recently, the California Attorney General opined that the electorate of
a general law city may set an elected city treasurer’s compensation by initiative measure and may
set the amount of compensation at the same level of compensation as that received by city
councilmembers. Under Government Code section 36516, depending on the size of the city,
councilmembers receive between $300 to $1000 per month plus statutorily permitted annual
adjustments. In this opinion, the Attorney general stated that “A city council, and thus the
electorate, is not authorized to set the salary for a city office at so low a figure that no competent
person would accept the office.” This would have the effect of abolishing the office. However, the
Attorney General then concluded that a monthly salary of $600 is not unreasonable because “the
duties [of the treasurer] do not necessarily require the city treasurer’s full-time attention,
especially if the city has a finance department. ..” The Attorney General then concluded that an
initiative measure may set the salary of an elected general law treasurer at the same amount as
received by the city council (Ops. Atty. Gen. No. 00-905, January 24, 2001.).

There are also no express statutory provisions empowering the Council to regulate the place of
work, working hours or conditions of work of the Treasurer. However, the California Attorney
General has opined that a City Council may specify the location where the Treasurer conducts city
business (69 Ops.Cal.Atty.Gen. 25 (1986)). At the same time, the Attorney General cautioned that
a City Council may not deprive the Treasurer of adequate quarters, help and equipment as is
necessary to carry out his or her statutory duties. The California Attorney General has also opined
that a City Council’s authority to set a City Clerk’s salary gives the Council the implied authority to
regulate the Clerk’s working hours (43 Ops.Cal Atty.Gen. 119 (1964)). The Attorney General’s
opinion addressed a City Council’s ability to expand a City Clerk’s duties, to increase the number
of hours worked by the Clerk and to establish the hours the Clerk’s office was to be open to the
public. The same reasoning can be applied to an increase or decrease in the duties and working
conditions of a City Treasurer. Although, again, undecided by the courts, a Council probably may
decrease the hours the Treasurer is required to work, commensurate with the decrease in duties,
as long as the decrease does not conflict with the performance of the Treasurer’s statutory duties.

_6—
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I Principal Statutory Duties and
Responsibilities of the Office

A. Receipt and Custody of Funds

One of the most important single statutory duties of the Treasurer is receipt and safekeeping
of funds. For example, Government Code section 41001, provided that the “city treasurer
shall receive and safely keep all money coming into his hands as treasurer.” The full scope
of the Treasurer’s legal duty to assure the safekeeping of money coming into the Treasurer’s
custody has never been precisely determined in California. Some departments have the duty
to promptly turn moneys received by them over to the Treasurer (see, e.g., Gov. Code, §
41609 (requiring the Police Chief to immediately deposit all money collected by the Police
Department with the City Treasurer as required by ordinance); and Gov. Code, § 53680
(requiring a tax collector of a local agency to immediately deposit all money under his or
her control with the Treasurer unless otherwise directed by the Treasurer)). Officers and
employees having control of funds are required to deposit the funds in accordance with the
Public Deposit Law (Gov. Code, § 53679). These procedures would insure that, to the extent
possible, all public funds are deposited for safekeeping in a depository or properly invested
(Gov. Code, § 53635).

Between the time of receipt and deposit of public funds, however, the California courts
appear to have followed the somewhat liberal view that the Treasurer is held only to the
obligation which the common law would impose upon a bailee for hire. This duty is that of
exercising a high degree of care in the safekeeping and custody of funds (see City of
Healdsburg v. Mulligan (1896) 113 Cal. 205). Further, by statute, the Treasurer and other
public employees are not liable for money stolen from their official custody so long as the
loss was not sustained as a result of their own negligent or wrongful act or omission
(Gov. Code, § 822).

In safeguarding public funds, the Treasurer must comply with all laws covering the deposit
of public funds (Gov. Code, §§ 41002, 53630 et seq.).
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B. Deposit of Public Funds

In California, the authority and procedure for the deposit of public funds in banks is rather
precisely spelled out in Government Code section 53630 et seq. These sections apply to
cities, counties, and other local public agencies and vest in the Treasurer of the local agency
the authority to select the depository bank (Gov. Code, § 53635) and to determine the
amounts of money in the treasury which are to be deposited as inactive, active and interest-
bearing active deposits (Gov. Code, § 53633; see 8 Ops.Cal.Atty.Gen 39 (1946)). The basic
difference between inactive and active deposits is the time within which such deposits are
subject to withdrawal. The Treasurer is authorized to enter into agreements with depositories
concerning the terms and conditions of any part of the money deposited (Gov. Code, §§
53649, 53682). In the absence of such an agreement, active deposits and interest on active
deposits may be withdrawn on demand, subject to any penalties prescribed by federal law
or regulation, while inactive deposits are subject to at least thirty (30) days’ notice before
withdrawal (Gov. Code, § 53644).

The following is intended as a summary of the major statutory provisions governing the
making of deposits by the Treasurer.

Depositories eligible for public deposits are state or national banks, state or federal savings
banks or savings and loan associations, state or federal credit unions and federally insured
industrial loan companies (Gov. Code, § 53630). The use of state and federal credit unions
was authorized for the first time by the approval of Proposition 45 in 1986, amending article
XI, section 11 of the California Constitution. Treasurers may deposit public funds in credit
unions so long as no agency boardmember or employee of the administrative office, budget
office or Treasurer’s office with decision making authority serves on the board of the credit
union (Gov. Code, §§ 53637, 53648, 53679). Deposits in locally based savings institutions
are permitted if they comply with all legal requirements for the deposit of public funds.

Federally insured industrial loan companies are industrial loan companies licensed under
the Financial Code whose investment certificates are insured by the ED.I.C. Federally insured
industrial loan companies became eligible depositories when Proposition 88 was approved
by the voters at the November 1988 election.

In 1995, to eliminate conflicts between California statutory law and changes in federal
banking laws enacted in the Riegle-Neal Interstate Banking and Branching Efficiency Act of
1994, the definition of depository eligible for use by local public agencies was broadened
to include California branches of the banks of other states or nations authorized to be
established under federal or state law (Gov. Code, § 53630.5).
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The Treasurer is required to deposit funds in a depository with the objective of realizing a
maximum return, consistent with prudent financial management (Gov. Code, § 53637).
However, in choosing a depository, Treasurers should also bear in mind that, by statute, the
primary goal of investment of public funds is to safeguard the funds, the secondary goal is
meeting liquidity needs, and the third and last goal is achieving a return on the funds
(see Gov. Code, § 53600.5 and discussion of investment requirements, infra).

In addition, the Code prescribes the maximum amount of deposits in any one depository
(Gov. Code, § 53638). Deposits may not exceed the shareholders’ equity of any depository.
Further, the deposit may not exceed the net worth of any depository savings association or
federal association except that deposits not exceeding $500,000 may be made to a savings
or federal association if insured, or secured, without regard to net worth. Similarly, a deposit
in a credit union may not exceed the total of the credit union’s unimpaired capital and
surplus except, again, for insured or guaranteed deposits of $500,000 or less. Deposits in
investment certificates of a federally insured industrial loan company also may not exceed
the total of the unimpaired capital and surplus of the company.

The Treasurer is authorized to enter into contracts with depositories relating to deposits
which fix the duration of the deposit and the interest rate and provide for compliance with
the other statutory requirements for government deposits. The contract must also provide
that, upon notice to the Treasurer from the California Administrator of Local Agency Security,
the Treasurer may withdraw deposits if the depository fails to pay fines or penalties assessed
by the Administrator and that the Treasurer may withdraw authorization for placement of
pooled securities with an agent of the depository, again if there is a failure to pay fines or
penalties imposed by the Administrator (Gov. Code, § 53649). A copy of each such contract
must be filed with the auditor, controller or secretary of the local agency. The Treasurer is
also authorized to enter into contracts with depositories for services to be rendered by the
depository to the agency (Gov. Code, § 53682). These contracts must specify: (1) the
duration of compensating deposits, if any; (2) the interest rate on those compensating
deposits; (3) the services to be rendered by the depository; (4) whether the depository will
bear the expense of transportation of moneys to and from the depository; (5) the
consideration payable by the agency for the depository’s services (Gov. Code, § 53682); and
(6) who may deposit money into the Treasurer’s active account and how those persons are
to make deposits. In the absence of an agreement pursuant to section 53682, the depository
is obligated to handle, collect and pay all checks and other exchange without cost to the
agency (Gov. Code, § 53640) and bear the cost of transporting moneys to and from the
agency (Gov. Code, § 53639).
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It should also be noted that depositories have duties and responsibilities toward public
moneys on deposit that may differ from their duties relative to nonpublic funds (see, e.g.,
Gov. Code, §§ 53652-53667). California law requires public funds to be collateralized; that
is, the depository must secure its public fund accounts by maintaining with the agent of the
depository securities having a market value of at least one hundred ten percent (110%) of
the value of the public fund accounts (see Gov. Code, § 53652). If a depository uses
mortgage-backed securities (i.e., promissory notes secured by first mortgages or first deeds
of trust) as collateral for public deposits, the market value of the mortgage-backed securities
must be at least one hundred fifty percent (150%) of the value of the public fund accounts
(see Gov. Code, § 53651(m)). There are also extensive rules for determining what mortgage-
backed securities are eligible for use as collateral (Gov. Code, § 53651.2), and the
depository must comply with additional reporting requirements (Gov. Code, § 53651.4).
However, the requirement for collateralization may be waived by the Treasurer when local
conditions warrant waiver, to the extent that the funds are insured by the Federal Deposit
Insurance Corporation (FDIC). For deposits equivalent to the maximum insured amount,
the Treasurer, at his or her discretion, may also waive security for interest accrued on the
deposit, provided that the interest is computed by the depository on the average daily balance
of the deposits, paid monthly and computed on a 360-day basis (see Gov. Code, § 53653).
Under present FDIC regulations, funds deposited by an official custodian of public funds are
insured up to $100,000. The law insures the official custodian rather than the public agency
itself. Where public agency funds are under the control of different official custodians, each
custodian is insured up to $100,000. For example, deferred compensation accounts
generally have different custodians, and each account is insured up to $100,000. All funds
belonging to a public agency and invested by the same official custodian in an insured
institution are aggregated and insured to the $100,000 maximum, regardless of the number
of accounts. If the same person is the official custodian for funds of more than one public
unit, he or she is separately insured up to $100,000 with respect to funds of each public unit
held by him or her in properly designated accounts.

Treasurers should be aware that FDIC has adopted procedures that must be followed by
depositors to collect insured account funds in the event of a bank failure. After an insured
bank failure, FDIC will pay insured accounts in cash or by transferring the insured account
to a new bank (see 12 U.S.C., § 1821(f)). However, the depositor may be required to file
a claim for the insured account before payment is made. Failure to file this claim may
preclude recovery of the insured amount from FDIC. Should one of the agency’s depositories
close or fail, the Treasurer should immediately ascertain the steps he or she must take to
guarantee that the city will be paid through FDIC.

—10 -
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The necessity for continual and careful attention to the several statutory guides for the deposit
of public funds was pointed out by an opinion of the Attorney General (35 Ops.Cal.Atty.Gen.
162 (1960)) which considered the restriction in Government Code section 53638 against
deposits exceeding “the total of the paid-up capital and surplus of any depositary.” Although
some of the statutory rules have been amended since the opinion was rendered, the opinion
is still instructive. In the factual situation presented, a county-depositor had engaged in the
practice of exchanging with its depository groups of checks received by the county in
payment of taxes for cashier’s checks issued by the bank. The cashier’s checks were not
issued merely for the transmission of funds but the greater part were expected to remain
outstanding for protracted periods. The Attorney General found that the aggregate amount
of funds on deposit by the county in the form of active and inactive deposits and cashier’s
checks exceeded the maximum permissible deposit authorized by the Public Deposit Act
(Gov. Code, § 53638). In addition, the Attorney General held that, discounting any other
public moneys which may have been on deposit in the same bank, the situation evidenced
aviolation by the depository of the statute prohibiting a bank from accepting public deposits
exceeding in the aggregate a stated percentage of the bank’s entire capital and surplus (see
Fin. Code, § 856). It was finally noted that:

“Bven though the excess deposits may arise only twice a year during
two magjor tax collection periods, Financial Code section 856 is quite
explicit in its requirement when it states that a bank shall not have
on deposit ‘at any one time’ moneys in excess of that permitted by
this section and, although this language is not used in Government
Code section 53638, it is subject to the same construction.”

The difficult task confronting the Treasurer is that of managing the agency’s deposits so as
to safeguard the principal of the city’s fund, maintaining an adequate cash balance on hand
to meet all immediate cash needs of the agency and, if appropriate, achieve a return of the
funds (see Gov. Code, § 53600.5).

—11 -
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C. Investment of Funds

1. Authority to Invest Moneys

The authority to invest surplus funds is delegated by the legislative body to the
Treasurer for a one year period, to be renewed annually. The Treasurer, unless
otherwise directed by the legislative body, has the authority to invest funds in certain
eligible securities (Gov. Code, § 53635). Eligible investments for public moneys
under the control of the Treasurer are covered by Government Code section 53635.
Eligible investments for surplus moneys by the legislative body are covered by
Government Code sections 53601 and 53601.1.

The investment choices for surplus funds are limited by several requirements and/
or prohibitions set forth in the statutes. For example, the legislative body may invest
only in notes, bonds, bills, certificates of indebtedness, warrants or registered
warrants which are legal investments for savings banks in the state (Gov. Code,
§ 53602). Investments under section 53601, other than certain securities underlying
repurchase or reverse repurchase agreements, may not have a term or maturity at
the time of investment of longer than that authorized by section 53601 or five years,
unless the legislative body has granted express authority for the investment, either
specifically or as part of an investment policy approved by the legislative body no
less than three months prior to the investment.

Further, a local agency is prohibited from investing in inverse floaters, range notes
and interest-only strips derived from a pool of mortgages (Gov. Code, §§
53001.6(a), 53631.5(a)). Local agencies also may not invest any funds in any
security that could result in zero interest accrual if held to maturity. In addition, this
prohibition against zero interest instruments does not apply to local agency
investments in shares of beneficial interest issued by diversified management
companies registered under the Investment Company Act of 1940 (15 U.S.C., § 80a-
1 et seq.) if the shares are eligible investments under Government Code section
53601(k) (Gov. Code, §§ 53601.6(b); 53631.5(b)).

Together, these statutes governing eligible investments for public agencies have been
frequently amended. Rather than refer specifically to such provisions here,
Treasurers should research the most current statutory provisions on investments.
Section 53007 permits the “legislative body” to delegate the authority to invest or
reinvest the local agency’s funds, or to sell or exchange securities so purchased, to
the “Treasurer” of the local agency, who shall thereafter assume full responsibility

—12-
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for such transactions until such time as the delegation of authority is revoked. This
delegation of authority is usually accomplished by passage of a resolution or
ordinance adopted by the legislative body of the local agency. This delegation of
authority must be renewed annually.

Legislative bodies, Treasurers or other persons authorized to make investment
decisions on behalf of the agency are trustees and, therefore, fiduciaries of the
agency and subject to the prudent investor standard.

This standard provides that when making decisions, the prudent investor “shall act
with care, skill, prudence, and diligence under the circumstances then prevailing,
that a prudent person acting in a like capacity and familiarity with those matters
would use in the conduct of funds of a like character and with like aims, to safeguard
the principal and maintain the liquidity needs of the agency” (Gov. Code, § 53600.3).

Within the limits of the prudent investor standard and considering individual
investments as part of an overall strategy, agency trustee is authorized to acquire
investments as authorized by law.

In addition, California law provides that the primary objective of a trustee is to
safeguard the principal of the funds under his or her control. The secondary
objective is to meet the liquidity needs of the agency, and the third objective is to
achieve a return on the funds (Gov. Code, § 53600.5).

General law cities and other local agencies, are limited in their investments of
surplus moneys to the securities enumerated in Government Code section 53601 et
seq. In legislation effective January 1, 1996, the Legislature declared that deposit
and investment of public moneys was a matter of statewide concern (Gov. Code, §§
53600.6, 53630.1). While, generally speaking, only the courts can determine
whether a particular matter is a matter of “statewide concern” or a “municipal
affair,” if deposit and investment of local public funds is held to be a matter of
statewide concern, charter cities would also be required to comply with, and be
limited to, the investments authorized by state law.

— 13—
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2.

Investment Policies and Reports

The Treasurer of a local agency, is required to annually render a statement of
investment policy to the legislative body. The policy must also be given to any
investment oversight committee established by the local agency (Gov. Code,

§ 53646(a)).

The legislative body must consider the investment policy at a public meeting (id.).
Any changes to the investment policy must also be considered by the legislative body
at a public meeting (d.).

The Treasurer must also render quarterly reports to the chief executive officer, the
internal auditor and the legislative body. The quarterly report must be submitted
within thirty (30) days of the end of the quarter covered in the report (Gov. Code,
§ 53646(b)(1)). While the statute, in this instance, does not specify how the
Treasurer should “render” the quarterly report to the legislative body, many
Treasurers believe that the quarterly report should be placed on the Council’s or
Board’s agenda for its consideration.

The quarterly report must include the type of investment, issuer, date of maturity,
par and dollar amount invested in all securities, investments and moneys held by the
local agency. In addition, the quarterly report must include a description of any of
the local agency’s funds, investments or programs that are under the management
of contracted parties, including lending programs. For all securities under
management of any outside party that is not also a local agency or the State Local
Agency Investment Fund (“LAIF”; see discussion in Section II.C.4.j., below), the
report must also include current market value as of the date of the report and the
source of this valuation (Gov. Code, § 53646(b)(1)).

The quarterly report must also state compliance with the investment policy or the
manner in which the investment portfolio is not in compliance (Gov. Code,

§53646(b) (2)).

The quarterly report must state the ability of the agency to meet its expenditure
requirements for the next six months or provide an explanation of why sufficient
funds will or may not be available (Gov. Code, § 53646(b)(3)).

A subsidiary ledger of investments may be used in the quarterly report in accordance
with accepted accounting practices (Gov. Code, §53646(b) (4)).
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In addition, the quarterly report shall include any additional information or data
that may be required by the legislative body (Gov. Code, § 53646(c)).

If the agency has placed all of its investments in LAIF or in FDIC insured accounts
in a bank or savings and loan, in a county investment pool or any combination of
these investments, the City Treasurer may supply the most recent statements received
from these institutions in lieu of the specific investment information required in the
quarterly report. Under this provision, the report must still include compliance with
the investment policy, ability to meet expenditure requirements and any additional
information required by the legislative body (Gov. Code, §53646(e)).

Finally, The legislative body may require that the report be made on a monthly rather
than quarterly basis (Gov. Code, § 53646(d)) and may require additional
information (Id at subd.(c).)

Finally, in certain circumstances, the agency is required to submit its second and
fourth quarter reports or certification that it is not required to file the reports to the
California Debt Advisory Commission within sixty (60) days of the end of the
applicable quarter.

These investment reports are in addition to the Treasurer’s monthly report and
accounting of all receipts, disbursements and fund balances (see Gov. Code,
§ 41004).

._Soft Dollar and Directed Brokerage Arrangements

Treasurers who exercise investment discretion over public funds or public pension/
retirement funds in excess of ten million dollars ($10,000,000) must follow
legislation governing “soft dollar” and directed brokerage arrangements (Gov. Code,
§§ 6930-6934). Soft dollar and directed brokerage arrangements are the brokerage
and research services arrangements described under federal law (Gov. Code,
§ 6930(b); 15 U.S.C., § 78bb(e)). Every such securities transaction or brokerage
arrangement must be executed at the lowest responsible transaction cost available
(Gov. Code, § 6931). (See Gov. Code, § 6930 for definition of “transaction cost”
and “responsible.”)

All written contracts between an agency and an investment manager for the
management of assets of a public fund or a public pension/retirement fund entered
into, renewed or extended after January 1, 1991, which include soft dollar and
directed brokerage arrangements must contain the following requirements specified
in Government Code section 6932:
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(A) The investment manager must maintain complete and detailed records of all
billed services provided pursuant to soft dollar and directed brokerage
arrangements.

(B) The services which may be provided by a broker-dealer pursuant to soft
dollar and directed brokerage arrangements must be clearly defined.

(C) The investment manager must, in customer agreement letters with
governmental investors, disclose the following:

(1) A list of all billed services provided pursuant to soft dollar and
directed brokerage arrangements with respect to investment
transactions for the governmental investor.

(2) The justification for providing each of those services.

(3) The maximum percentage of the investment transactions of the
governmental investor planned for use in soft dollar and directed
brokerage arrangements.

(4) An annual statement of all billed services provided during
the previous year under soft dollar and directed brokerage
arrangements with respect to investment transactions for
the governmental investor.

(5) A determination of whether each service provided under soft dollar
and directed brokerage arrangements with respect to investment
transactions for the governmental investor is proprietary or is
being shared by other clients of the investment manager.

Soft dollar and directed brokerage arrangements are not subject to any statutory
competitive bidding requirements (Gov. Code, § 6933).

4. Common Types of Investments Available to Local Agencies

The following is a general discussion of some of the types of investments open to
local agencies. Treasurers should be aware that the statutes governing eligible types
of investments for public agencies have frequently been amended. Prior to
embarking on an investment program, Treasurers and other involved officers should
research the current statutory provisions on investments (see Gov. Code, §§ 53601
et seq., 53635). The local agency should also adopt an investment policy.
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Once the legislative body or Treasurer has determined what investments to purchase,
the investments must be purchased directly from the issuer, from an institution
licensed by the state as a broker-dealer, from a member of a federally regulated
securities exchange, from a national or state-chartered bank; federal or state savings
association or from a brokerage firm designated as a primary government dealer by
the Federal Reserve Bank (Gov. Code, §§ 53601.5, 53635.5).

After the securities are purchased, the legislative body or the Treasurer may deposit
the securities for safekeeping with a federally or state-chartered savings and loan
located in California, a trust company, state or national bank located in California,
with the Federal Reserve Bank of San Francisco or one of its branches in California,
or with any state or national bank located in any city designated as a reserve city by
the Federal Reserve System (Gov. Code, § 53608). The local agency must obtain a
receipt for the securities it deposits (7d.). Once the securities are delivered to and
receipted for by the financial institution, the Treasurer is not responsible for their
safekeeping until the securities are withdrawn (id.).

Further, if a local agency purchases securities in a negotiable, bearer, registered or
nonregistered format, the city must require delivery of the securities to the local
agency by book entry, physical delivery or third party custodial agreement. This
requirement for delivery includes securities purchased for the agency by financial
advisors, consultants or managers using the agency’s funds.

The transfer of securities to a counterparty/bank’s customer book entry account
may be used for book entry. (Counterparty means the other party to the transaction.)
A counterparty bank’s trust or separate safekeeping department may be used for
physical delivery if the security is held in the agency’s name.

To be eligible to receive local agency money from a Treasurer, the bank, savings
association, federal association or federally insured industrial loan company must
have received an overall rating of not less than “satisfactory” in its most recent
federal review evaluation (Gov. Code, section 53635).

a. Public Fund Time Deposits

One popular type of investment for surplus funds of a public agency is
“inactive bank deposits.” While public time deposits are a means of
investment for cities, this investment is technically a “deposit” of public
funds rather than an investment. The rules governing the use of “inactive
deposits” are, therefore, the rules governing deposits which have been
discussed above in Section IL.B., Deposit of Public Funds.
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b. Certificates of Deposit

Local agencies are permitted to invest public moneys in negotiable
certificates of deposit issued by federal and state savings and loan
associations, federal and state-chartered banks and by state-licensed
branches of foreign banks (Gov. Code, §§ 53601 (h), 53635(h)). Purchase
of negotiable CDs may not exceed a specific percentage of the city’s surplus
money. In addition, investments in CDs are subject to the rules concerning
maximum deposits in any one depository (Gov. Code, § 53638), although
they are not subject to the other regulations concerning the deposit of
public funds (see Gov. Code, § 53635(h)).

Local agencies may also invest in nonnegotiable certificates of deposit,
commonly called time deposit certificates and time deposit open accounts.

Under the Government Code, these types of accounts are called interest-
bearing active accounts (see Gov. Code, § 53632). However, since these
accounts are technically “deposits” rather than “investments” of public
moneys, all the rules governing deposits, as discussed above, apply.

At this point, it is also appropriate to mention Regulation Q. This federal
regulation governs the interest ceilings and the penalties for early
withdrawals of funds in time accounts. The regulation also requires
disclosure of early withdrawal penalties and restrictions. Prior to investing
in time deposit certificates and open accounts, Treasurers should be
certain to ascertain the withdrawal restrictions and penalties applicable to
the account.

¢. Government Bonds and Notes

Another investment authorized for cities is certain federal, California State and
California local agency bonds and notes. Surplus moneys may be invested in:

(1) United States Treasury notes, bonds, bills or certificates of
indebtedness or those for which the full faith and credit of the
United States are pledged for the payment of principal and
interest (Gov. Code, §§ 53601 (b), 53635(b)).

(2) Registered state warrants or treasury notes or bonds of
California, including bonds payable solely out of revenue from
a revenue-producing property owned, controlled or operated
by California or by a department, board, agency or authority
of the state (Gov. Code, §§ 53601 (c), 53635(c)).
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(3) Bonds, notes, warrants or other evidences of indebtedness of
any local agency within California, including bonds payable
solely out of the revenues from revenue-producing property
owned, operated or controlled by the local agency or by a
board, agency, department or authority of the local agency
(Gov. Code, §§ 53601 (d), 53635(d)).

In addition, a city may invest in bonds issued by it, again including bonds
payable solely out of the revenues from a revenue-producing property
owned, controlled or operated by the agency or by a department, board,
agency or authority of the agency (Gov. Code, §§ 53601(a), 53635(a)).

d. Banker’s Acceptances

Banker’s Acceptances are negotiable time drafts drawn to finance the
export, import, shipment or storage of goods, and they are termed
“Accepted” when a bank guarantees to pay the face value at maturity. A
Banker’s Acceptance constitutes an irrevocable obligation of the accepting
bank and a contingent obligation of the drawer and of any endorsees whose
names appear upon it. The bank is protected by its customer’s agreement
to provide the necessary funds in advance of the maturity of the Acceptance
and also by the pledge of documents such as bills of lading, independent
warehouse or terminal receipts and other documents evidencing
ownership and the insurance of the goods so financed.

Local agencies are authorized to purchase Banker’s Acceptances subject
to several restrictions. First, purchases of Banker’s Acceptances must not
exceed one hundred eighty (180) days’ maturity. Second, no more than a
stated percentage of the agency’s surplus money may be invested under
Government Code sections 53601 and/or 53635. Finally, no more than
a specific percentage of the agency’s surplus funds may be invested in
the Banker’s Acceptances of any one commercial bank (Gov. Code,
§§ 53001(f), 53635(f)).

e. Commercial Paper and Medium Term Corporate Notes

Commercial Paper is a negotiable, unsecured promissory note issued for
a specific face amount that matures on a specific filing date. Agencies may
invest only in commercial paper of “prime” quality of the highest ranking
or of the highest letter and numerical rating as provided for by Moody’s
Investment Service or Standard and Poor’s.
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Municipal investments are further limited to issuing corporations
organized and operating within the United States, having total assets in
excess of five hundred million dollars ($500,000,000) and having an “A”
or higher rating for the issuer’s indebtedness, other than commercial
paper, as provided for by Moody’s or Standard and Poor’s.

Purchase of eligible commercial paper may not exceed one hundred eighty
(180) days maturity or represent more than ten percent (10%) of the
outstanding paper of the issuing corporation. In addition, purchases may
not exceed a stated percentage of the agency’s surplus money invested
under Government Code sections 53601 and/or 53635 except in one
situation. The agency may invest an additional percentage of its surplus
money to a total of thirty percent (30%) if the dollar-weighted average
maturity of the entire amount does not exceed thirty-one (31) days.
(Dollar-weighted average maturity means the sum of the amount of each
outstanding commercial paper investment multiplied by the number of days
to maturity, divided by the total amount of outstanding commercial paper.)
(Gov. Code, §§ 53601(g), 53635(g).)

Counties have specific authority to invest in commercial paper with a
maturity not to exceed two hundred and seventy (270) days under certain
circumstances (Gov. Code, § 53635.2).

Agencies may also invest in medium term corporate notes of 2 maximum
of five years maturity issued by corporations organized and operating
within the United States or by depository institutions licensed by the United
States or any state and operating within the United States. Such securities
must be rated in a rating category of “A” or better by a nationally
recognized rating service. Purchase of medium term corporate notes may
not exceed 30 percent of the agency’s surplus money which may be invested
pursuant to section 53635 of the Government Code (Gov. Code, §
53635(j)).

f.  Repurchase and Reverse Repurchase Agreements

Another authorized investment for agencies is repurchase agreements.
Before investing in a repurchase agreement, Treasurers should carefully
review the authorizing statute since this statute is frequently amended by
the Legislature.
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Repurchase agreements are purchases of securities by the agency whereby
the counterparty seller agrees to “repurchase” the securities on or before
a specified date and for a specified amount. The counterparty seller must
also deliver the underlying securities to the agency by book entry, physical
delivery or third party custodial agreement. Transfer of the underlying
securities to the counterparty bank’s customer book entry account may be
used for book entry delivery.

Investments in repurchase agreements may be made on any investment
authorized for investment by the agency under Government Code section 53601
or 53635. The term of the repurchase agreement may not exceed one (1) year.
The market value of the securities that underlay the repurchase agreement must
be valued at 102 percent (102%) or greater of the funds borrowed against the
securities and the value must be adjusted no less than quarterly (Gov. Code, §§
53601 (i) (2), 53635(i) (2)). Securities for the purpose of repurchase means
securities of the same issuer, description, date and maturity (Gov. Code,

§§ 53601(i) (6) (B), 53635(i) (6) (B)).

The use of reverse repurchase agreements has been limited by statute.
Reverse repurchase agreements are the sale of securities by the agency
under an agreement by which the agency will repurchase the securities on
or before a specified date. Reverse repurchase agreements include other
comparable agreements even if not called reverse repurchase agreements

(Gov. Code, §§ 53601(i) (6)(C), 53635(i) (6) (C)).

Reverse repurchase agreements may only be used in two situations. First,
a reverse repurchase agreement is permissible if the security was owned by the
agency or the agency was specifically committed to purchase the security before
December 31, 1994, and the security was sold using a reverse repurchase
agreement on December 31, 1994 (Gov. Code, §§ 53601(i) (3) (A),
53635(1) (3) ().

Second, a reverse repurchase agreement is permissible if the security to be
sold on reverse repurchase has been owned and fully paid for by the agency for
a minimum of 30 days prior to sale, the total of the reverse repurchase
agreements owned by the agency (after December 31, 1994) does not exceed
20 percent (20%) of the base value of the agency’s portfolio and the agreement
does not exceed 92 days, unless the agreement includes a written codicil
guaranteeing a2 minimum earning or spread for the entire period between the
sale of a security using a reverse repurchase agreement and the final maturity
date of the same security (Gov. Code, §§ 53601(i) (3) (B), 53635(i) (3) (B)).
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After December 31, 1994, a reverse repurchase agreement may not be
entered into as a means of financing or paying for the security sold on a
reverse repurchase agreement, but may only be entered into to supplement
the yield on securities owned and previously paid for or to provide funds
for the immediate payment of an agency obligation.

Further, funds (including funds within a pool) obtained from selling a
security to a counterparty by way of reverse repurchase agreement
on securities purchased after December 31, 1994, shall not be used to
purchase another security with a maturity longer than ninety-two (92) days
from the initial settlement date of the reverse repurchase agreement unless
there is a written codicil, as defined above (Gov. Code, §§ 53601 (i) (4),
53635(i) (4)). Reverse repurchase agreements, like repurchase
agreements, may only be made with primary dealers of the Federal Reserve
Bank of New York.

Finally, investments in reverse repurchase agreements or similar
instruments in which the agency sells a security prior to purchase may only
be made with the prior approval of the legislative body (Gov. Code,
§§ 53601() (5), 53635() (5)).

g. Mortgage and Other Securities

The Legislature has authorized local agencies to invest in notes, bonds and
other obligations secured by a valid first priority security interest of the
types approved as eligible securities for banks for securing public deposits
(Gov. Code, § 53651) having a market value at least equal to that required
in Government Code section 53652. Included in the types of securities
listed in section 53651 are certain mortgage securities. The securities
serving as collateral must be placed by delivery or book entry into the
custody of a trust company or bank trust department which is not affiliated
with the issuer of the secured obligation, and the security interest must be
perfected (Gov. Code, §§ 53601 (m), 53635(1)).

h. Bonds and Notes of Federally Sponsored Agencies

Local agencies also have the authority to invest in obligations issued by
banks for cooperatives, federal land banks, federal intermediate credit
banks, federal home loan banks and the Tennessee Valley Authority.
Agencies may also invest in obligations or other instruments issued by, or
fully guaranteed as to principal and interest by, the Federal National
Mortgage Association.
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Other authorized investments under this category include guaranteed
portions of Small Business Administration notes and obligations or other
instruments issued by a federal agency or a United States government-
sponsored enterprise (Gov. Code, §§ 53601 (e), 53635(e)).

i. Mutual Funds

Local agencies are authorized to invest in shares of beneficial interest
issued by diversified management companies that invest in securities and
obligations otherwise eligible for local agency investment. The management
company must comply with the investment and deposit restrictions of
Government Code sections 53601 et seq. and 53635 et seq. In addition, to
be eligible as an investment, the company must: (1) attain the highest
ranking or rating provided by not less than two of the three largest national
rating services; and (2) have an investment advisor registered with the SEC
who has at least five years’ experience with investing public type
investments with a portfolio of at least five hundred million dollars
($500,000,000). Finally, the purchase price of the shares may not include
commission, and only a certain stated percentage of the agency’s surplus
money may be invested (Gov. Code, §§ 53601(Kk), 53635(k)).

j. The Local Agency Investment Fund

In 1976, the Legislature created the Local Agency Investment Fund (“LAIF”)
(Gov. Code, § 16429.1). This fund provides an alternative avenue of
investment for local agencies. Current policies of LAIF set minimum and
maximum amounts of moneys that may be invested and minimum amounts
of time that the money must stay on deposit.

Any local government official, with the consent (by resolution) of his or
her agency’s governing body, may deposit money not required for
immediate needs in LAIE. The local agency has the exclusive determination
of the length of time its money will be on deposit with LAIE

More information on LAIF is included in the Appendices.
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k. Investment by the County Treasurer

The agency may also provide for investment of its surplus funds by the
County Treasurer (Gov. Code, § 53084). First, the Board of Supervisors
must authorize this action by resolution. The resolution makes Government
Code section 53684 operative in the county. Then, to invest funds with the
County Treasurer, the legislative body must first approve this investment by
resolution and the County Treasurer must consent to the agency’s
depositing funds for investment (Gov. Code, § 53684).

The County Treasurer must provide to invested agencies monthly reports
on the county investment fund in the same manner that the Treasurer must
render quarterly investment reports (id.). The agency may withdraw funds
at any time but must give the County Treasurer thirty (30) days’ written
notice of the intent to withdraw funds (id.).

1. Additional Investments

In addition to the common types of investments examined above, agencies
have the authority to utilize many different types of investments. In addition
to the common types of investments examined above, agencies may invest
in guaranteed Small Business Administration notes and obligations issued
by federally-sponsored enterprises. The legislative bodies of local agencies
may also invest surplus funds in financial futures or financial option
contracts (Gov. Code, § 53601.1).

D. Dishursement of Funds

Government Code section 41003 provides that a City Treasurer shall pay out money only on
warrants (or checks if an alternative method of payment has been adopted by the city; see
Gov. Code, § 37203) signed by legally designated persons. There are similar statutes for
most special districts. While this section implies that a Treasurer has fully discharged his or
her duty of care in paying out moneys if the warrants are signed by the proper persons, are
in proper form and have been properly processed, this inference should be avoided. Since
the Treasurer is held to a high degree of care with respect to the payment of warrants under
the proper procedure, there are important procedural and substantive requirements
applicable to the disbursement of public funds with which all treasurers should be familiar.
The procedural requirements will be discussed in the next section, then the substantive
requirements will be outlined. Both the procedural and the substantive requirements should
be considered by Treasurers when they are disbursing funds.

_ 24—



CALIFORNIA MUNICIPAL TREASURER'’S ASSOCIATION

1. Procedural Requirements

Procedurally, reference must first be made to the immediately and generally
applicable claims procedure. In most cases, the manner of presenting demands
against a local public agency is no longer controlled by local ordinance or
resolution. For example, demands against city by vendors and other claimants for
money or damages must be presented in the manner and contain the detailed
information prescribed by the California claims statutes (Gov. Code, §§ 37201 and
900 et seq.). This law is applicable to general law cities and chartered cities (Cal.
Const., art. XI, § 12). Section 905 of the claims statute lists types of claims that are
exempted from the general claims filing requirements; these are listed in Appendix
B. These “exempted” claims may be governed by procedures established by charter,
ordinance or regulation of the agency (Gov. Code, § 935).

There is also statutory authority for the payment of payroll warrants or checks and
budgeted demands prior to audit by the City Council (Gov. Code, § 37208). Both
prepaid payroll warrants or checks and budgeted demands must be presented to
the City Council for its ratification and approval at the first meeting after the delivery
of the warrants or checks (id.). Following presentation of demands against the city
in accordance with the claims statute, the Code generally requires that the legislative
body may approve or reject demands only after an audit of the claims made in
accordance with a procedure prescribed by ordinance or resolution (Gov. Code, §
37202). Again, there may be similar statutory requirements for special districts.
Unless the city by ordinance or resolution has prescribed an alternative method of
drawing checks or warrants, after auditing of the demands: (a) the Mayor must
draw a warrant or warrants upon the City Treasurer specifying the purpose for the
draw and the fund from which the payment is to be made; and (b) the City Clerk
must countersign the warrant (Gov. Code, § 37203).

It should be noted that any requirement for a manual signature of an authorized
officer on warrants and checks is governed by the Uniform Facsimile Signatures of
Public Officials Act (Gov. Code, § 5500 et seq.). This Act authorizes the use of a
facsimile signature on checks and warrants. The facsimile has the same legal effect
as the manual signature of the authorized officer if his manual signature, certified
by him under oath, has been filed with the Secretary of State (Gov. Code, § 5501).
The requirement that each check or warrant have at least one manual signature has
been repealed.
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Finally, there may be still another procedural requirement with which the disbursing
officer must comply. In some instances, the normal claims procedure alone is not
adequate and the law requires additional procedures in order to properly disburse
money from a particular fund or authorize an expenditure of a particular type. For
example, where a contractor seeks payment for a public project, the Public Contract
Code or the particular contract may establish additional procedures or requirements
as prerequisites to payment. In other words, the law imposes specific procedural
requirements as conditions to the payment of public funds in a wide variety of
circumstances and, in order for payments to be validly made, the Treasurer should
be satisfied that all procedural steps required by the law have been taken.

. _Substantive Requirements

Next, the Treasurer must be reasonably satisfied that, in addition to meeting all
applicable procedural requirements, the payment is otherwise valid. This is an
extremely difficult requirement.

The exact scope of the Treasurer’s responsibility has never been clearly defined by
the California appellate courts. Perhaps the best statement of this duty is found in
the case of Los Angeles v. Lankershim (1893) 100 Cal. 525. In that case, the rule
was laid down that a Treasurer may safely approve a warrant if it is regular on its
face, unless he has notice that it is not based on a lawful demand or has notice of
facts which would reasonably put him on inquiry as to the illegality of the claim for
which the warrant was drawn. Further, in City of Redondo Beach v. DeLong (1981)
123 Cal.App.3d 1035, the court held that, at least insofar as the duties of this
chartered City Treasurer were concerned, the Treasurer’s duty to disburse money
on a properly audited and approved warrant was ministerial and mandatory. Under
City of Redondo Beach, the Treasurer may advise the responsible officers that he
or she suspects a problem, but the Treasurer has no authority to determine whether
the warrant is “legal” if it is properly drawn.

It is prudent for treasurers to be familiar with the substantive legal requirements for
payment of public funds. If a treasurer is in doubt regarding the propriety of a
payment, it is important to check with the agency’s legal counsel prior to taking
further action.
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a.

Constitutional Debt Limit

Article XVI, section 18 of the California Constitution contains the following
language:

“No county, city, town, township, board of education, or school
district, shall incur any indebtedness or liability in any manner
or for any purpose exceeding in any year the income and revenue
provided for such year, without the assent of two-thirds of the
qualified electors thereof, voting at an election to be held for

that purpose...”

The purpose of this section is to prohibit all indebtedness whereby one of
the enumerated local agencies becomes obligated to pay in future years for
a consideration which it had already received. The intent is to prohibit
accumulated indebtedness by requiring that each year’s taxes and revenues
should pay fully for everything received that year (see County of Shasta v.
County of Trinity (1980) 106 Cal.App.3d 30, 35-6; Wright v. Compton
Unified School District (1975) 46 Cal.App.3d 177, 181; San Francisco
Gas Co. v. Brickwedel (1882) 62 Cal. 641, 642). Contracts or agreements
that violate the constitutional debt limitation are void, and payment under
the contract would be a gift of public funds (see below).

The one exception to this inflexible rule which was contemplated at the
time the section was first enacted is the approval by two-thirds (2/3) of the
electorate of a proposition authorizing the creation of an indebtedness, the
issuance of bonds and the levy of an annual tax to defray payments of
principal and interest thereon. This is referred to as the “general
obligation” bond method financing. Cities and other public agencies have
for many years used this method of financing public works under the Bond
Act of 1901 (Gov. Code, § 43600 et seq.). Proposition 13 severely limited
the availability of general obligation bond financing. However, Proposition
46, approved in 1986, partially restored the ability of cities and other public
agencies to use general obligation bond financing for the acquisition and
improvement of real property.
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There are a number of major “exceptions” to the prohibitions against
indebtedness that have been approved by the courts. Each of these has
developed into a method of financing. A brief discussion of these
“exceptions” or methods of financing capital improvements may be helpful
to an understanding of this limitation on indebtedness.

(1) Revenue Bonds and the Special Fund Doctrine

Bonds or other obligations which are payable solely from the revenues
in a special fund or a particular public enterprise and which by their
terms can never become a charge on the general funds or property of
an agency need not be subjected to the requirements of submission to
the electorate or an annual tax. This is the judicially created “special
fund” doctrine. The special fund cannot be maintained out of the
general fund or tax levies should the special fund prove insufficient.
Such obligations are not considered to be an indebtedness or liability
of the political subdivision within the meaning of the constitutional
limitation (Garrett v. Swanton (1932) 216 Cal. 220; City of Oxnard
v. Dale (1955) 45 Cal.2d 729; City of Redondo Beach v. Taxpayers,
Property Owners, etc., City of Redondo Beach (1960) 54 Cal.2d 126;
Board of Supervisors v. Dolan (1975) 45 Cal.App.3d 237, 248).
California cities, counties and special districts have statutory authority
to use the revenue bond method of financing to acquire and operate
systems for providing sewers, water, storm drainage, electricity, off-
street parking, ferry systems, small craft harbors, garbage disposal
systems, airports, hospitals and golf courses (Gov. Code, § 54300 et
seq.). Cities may also finance extensions and improvements of existing
revenue-producing enterprises through the issuance of revenue bonds
(City of Oxnard v. Dale, supra). Many other local public agencies are
also authorized to use this type of financing. It is also clear that the
source of revenue for the special fund need not be restricted to the
improvements for which the bonds were issued, but rather there can

be a pledge of revenue from the entire facility or enterprise to
be benefited.
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The moneys pledged for repayment of the bonds must come from a
“special fund” or enterprise rather than from the general fund. For
example, it has been held that sales and use tax revenues constitute
general funds and may not be pledged for financing of improvements
without compliance with the constitutional debt limitation provisions
(City of Palm Springs v. Ringwald (1959) 52 Cal.2d 620; City of
Redondo Beach v. Taxpayers, etc., supra).

One further clarifying point was made with respect to the use of future
sales and use tax revenues. Shortly after the Palm Springs decision,
section 43401 was added to the Government Code to provide that “All
moneys received from sales and use taxes shall be paid into the General
Fund, or into such special fund or funds for such purpose or purposes
as shall be established by ordinance.” The court in the Redondo Beach
decision held that, despite these provisions, sales tax revenues may not
be considered as a special fund within the meaning of the special fund
doctrine. Rather, this statute was designed to grant authority to general
law cities to use sales tax revenues to repay bonded indebtedness but
only after the constitutional debt limitation requirements are met.

In addition to revenue bond financing as a method to avoid problems
with the constitutional debt limitation, “special fund contracts” provide
another similar mechanism for financing improvements without
incurring debt limitation problems. The special fund contract is very
much like a single revenue bond, but instead of being in the form of a
bond, it is in the form of an ordinary contract with a single financier
who agrees to provide the capital for the acquisition, improvement or
extension of the revenue-producing enterprise and look only to the
revenues of the enterprise for payment. This type of financing was used
by the City of Montclair to construct a library and lease it to the county,
the rental payments to be placed in a special fund to pay for the
construction costs. A financial organization agreed to pay the successful
contractor in consideration of an assignment of rental payments. This
arrangement was upheld in City of Montclair v. Donaldson (1962)
205 Cal.App.2d 201. In addition, some “special fund” contracts are
authorized by statute. For example, this type of contract is authorized
for construction of oversized subdivision drainage facilities (Gov. Code,
§ 00485 et seq.).
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(2) Special Assessment Bonds

Improvements financed and constructed under one of the special
assessment acts (i.e., the Improvement Act of 1911 (Sts. and Hy. Code,
§ 5000 et seq.)) are also exempt from compliance with the
constitutional debt limitation. The costs of the improvement are
assessed against the benefited property owners in the special
assessment district (the district usually being only a portion of the city).
The unpaid amounts are frequently financed by the issuance of bonds,
payment of which is secured by a lien against a specific parcel of
property and payable over a number of years by the property owner. In
this situation, the courts have held that the indebtedness is not one of
the “city,” but merely of the particular parcel of property or the district,
and consequently, the constitutional debt limitation is not violated
(Stege v. City of Richmond (1924) 194 Cal. 305).

As discussed later in section III, special assessment financing has
proved to be an important and viable financing tool, both because
special assessments are not “taxes” under Proposition 13 and because
they are not subject to constitutional debt limitation restrictions.
However, the passage of Proposition 218 has significantly changed
special assessment financing procedures.

(3) Lease Purchase

Long term lease purchase agreements are another exception to the
constitutional debt limitation. The California courts have held that long-
term leases are not an indebtedness for the total or aggregate of all of
the annual lease payments (which may exceed the debt limitation), but
rather are a debt only for the amount of each year’s payments as they
come due. The annual lease payments are usually well within the
normal year’s income and revenue, and there consequently is no
violation of the constitutional debt limit. So long as the lease is
determined to be a valid lease and not a disguised conditional sales
contract, the inclusion of unilateral purchase options exercisable
annually by the lessee agency does not render the agreement invalid
(City of Los Angeles v. Offner (1942) 19 Cal.2d 483; see also County
of Los Angeles v. Nesvig (1965) 231 Cal.App.2d 603). The fact that
title will pass at the conclusion of the lease term without any option
amount being paid will not mean that the lease-purchase agreement is
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invalid (City of La Habra v. Pellerin (1963) 216 Cal.App.2d 99; Dean
v. Kuchel (1950) 35 Cal.2d 444). However, to assure that the lease-
purchase agreement will be outside the debt limitation provisions,
some public agency attorneys have insisted on including one or more
options to purchase in the agreement following the type of agreement
approved in the Offner case. In County of Los Angeles v. Byram
(1951) 36 Cal.2d 694, in which funds of the County Retirement System
were used to finance a needed courthouse, the court approved a lease-
purchase agreement and also stated that the county was obligated by
law to provide adequate quarters for courts and that such obligation
was not an indebtedness or liability within the constitutional debt
limitation. City of La Habra v. Pellerin (1963) 216 Cal.App.2d 99
approved a lease-purchase agreement on police and fire station
buildings on the same grounds as the Byram case. A Byram type lease-
purchase agreement was also approved in McClain v. County of
Alameda (1962) 209 Cal.App.2d 73. Similarly, the State Building
Construction Act of 1955 (Gov. Code, § 15800 et seq.) permits the use
of State Employees’ Retirement System funds for financing state
buildings using a combination of lease-purchase and special fund
financing. In 27 Ops.Cal Atty.Gen. 115 (1956), the Attorney General
concluded that this Act is not a violation of the constitutional debt limit.

Another variation on the lease-purchase exception can be found in
Baker v. City of Palo Alto (1961) 190 Cal.App.2d 744. In this case, a
city contracted to buy a portion of the seller’s property and was given
options to be exercised at annual intervals for purchase of the
remaining six (6) parcels but without any obligation to buy (Baker v.
City of Palo Alto, supra; California Pac. Title & Trust Co. v. Boyle
(1930) 209 Cal. 398). The court held that the contract was valid since
it did not create an immediate obligation for the total price of all the
land and therefore was not “an installment purchase contract.”

Lease-purchase agreements have proven to be an important financing
tool for cities because the transaction is outside the constitutional
debt limitation.
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(4) Minor Exceptions

In addition to the foregoing, there are a number of exceptions to article
XVI, section 18 of the California Constitution which are of less common
use. For example, a contract for services of a civil engineer over a five (5)-year
period has been held valid on the theory that each year’s services will be paid
from the revenues of that year (San Francisco v. Boyd (1941) 17 Cal.2d 6006).

Similarly, a contract providing for “progress payments” on a construction
project has been held not to constitute a prohibited debt where each year’s
payments are only for the portion of the work completed for that year
(Smilie v. Fresno County (1896) 112 Cal. 311). However, subsequent
cases have developed a theory that where each year’s consideration results
in an “increasing compulsion” to complete the entire contract, there is an
indebtedness for the total amount at the time the contract is executed
(Chester v. Carmichael (1921) 187 Cal. 287, Mahoney v. San Francisco
(1927) 201 Cal. 248; In re City and County of San Francisco (1925) 195
Cal. 426; Garrett v. Swanton, supra). These later cases might cast some
doubt on the doctrine of the Smilie case.

Since article XVI, section 18 of the Constitution purports to be applicable
only to those agencies which it names, the conclusion that others are not
bound by it was both logical and inevitable (Shelfon v. City of Los Angeles
(1929) 206 Cal. 544; Department of Water, etc., v. Vroman (1933) 218
Cal. 2006; Strain v. East Bay Municipal Utility District (1937) 21
Cal.App.2d 281; 29 Ops.Cal.Atty.Gen. 195 (1957)). Treasurers who work
with other agencies should be aware that their agencies may not be subject
to this debt limitation.

At a rather early date, our courts held that the constitutional debt limitation
applies only to voluntarily incurred obligations and not to obligations
mandatorily imposed by law upon a city or agency (Wright v. Compton
Unified School District (1975) 46 Cal. App.3d 177; County of Los Angeles
v. Byram (1951) 36 Cal.2d 694; Lewis v. Widber (1893) 99 Cal. 412). On
this basis, a judgment against a public agency may be collected from
revenues of successive years pursuant to Government Code section 970 et
seq.; see also (Metropolitan Life Ins. Co. v. Deasy (1919) 41 Cal. App.
667). Similarly, the debt limitation does not apply to an indebtedness from
obligations on water bonds imposed on a city upon merger of a district into
the city (People ex rel City of Downey v. Downey County Water District
(1962) 202 Cal App.2d 786).
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Finally, it should be stressed that the debt limit applies only in the event
the funds of a particular year which could be applied to the obligation
are exhausted. If funds exist at the end of a year and are accumulated,
they may be validly expended at that later time or reached by a judgment
creditor (Title Guarantee & Trust Co. v. Long Beach (1935) 4 Cal.2d
56).

It can be seen from the foregoing that questions involving debt limit are
quite technical and highly important since moneys paid out in violation
thereof are unlawfully expended and may provide a basis for individual
liability of city officers approving payment (Mines v. Del Valle (1927)
201 Cal. 273). Whenever a contract is proposed which contemplates
payment of city moneys over a period extending beyond the fiscal year
in which the contract is executed the Treasurer should ask the agency’s
legal counsel whether or not there is a violation of California
Constitution, article XVI, section 18.

Compensation for Elective Officers

Prior to 1970, the California Constitution prohibited salary increases for
all elected city officers during their terms and applied to both general law
and charter cities (see Cal. Const., former article XI, § 5). Today, however,
this prohibition is found only in statute and applies only to general law City
Councilmembers. Consequently, the statutory provisions on salaries and
the limitations on salary increases do not apply to charter cities (see 57
Ops.Atty.Gen. 11 (1974)), and Councilmembers’ salaries in chartered
cities may be adjusted during their terms of office (id.) unless the charter
prohibits adjustments in salary. Special districts should check their district
statutes to determine if any prohibition on increases in salary apply to the
particular district.

In addition, the statutory prohibition against increases in salary do not
apply to all general law elective officers. For example, Government Code
section 36517 provides that cities establish the salaries of elective City
Clerks and City Treasurers by Council ordinance or resolution and no
longer prohibits changes in Clerk and Treasurer salaries during their terms
of office.
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The Government Code does, however, establish the procedure for setting
Council salaries and prohibits changes in salary during Council terms for
general law cities (Gov. Code, § 365106 et seq.). A general law City Council
may enact an ordinance setting the salary of its Councilmembers (Gov.
Code, § 30516). The statute sets the permissible amount of salary by the
population of the city. In addition, the Council may still increase its salaries
beyond the amount set in section 36516 by an amount not to exceed a
specified percentage for each year since the last salary adjustment was
made (Gov. Code, § 36516(c)). The Council cannot, however, authorize
automatic future increases (id.). In addition, salaries may not be increased
beyond the amount set by section 36516 without approval by a majority
vote of the city’s electors (see Gov. Code, § 36516(b)). An elected Mayor
may receive compensation in addition to that received as a Councilmember
if such is provided for by Council ordinance or by majority vote of the
electors voting on the proposition (Gov. Code, § 36516.1).

A change in compensation generally does not apply to a Councilmember
during his or her term of office. Nor does it apply to a Councilmember
appointed or elected to fill a vacancy (Gov. Code, § 36515). However, if
the Councilmembers serve staggered terms, the compensation of all the
Councilmembers can be adjusted whenever one or more of the members
begins a new term (Gov. Code, § 36516.5).

(1) Reimbursement Not Compensation

It is important to note that reimbursement for actual and necessary
expenses incurred in the performance of the public’s business is not
“compensation” and may be made to Councilmembers or other elective
officers notwithstanding statutory or charter prohibitions against
increases in compensation. Elective officers or other officers or
employees of a public agency may be reimbursed for out-of-pocket
expenses incurred while engaged in authorized municipal business.
This is expressly recognized in Government Code section 36514.5.
Municipal expenditures made for the purpose of improving municipal
administration or for any proper municipal purpose authorized by the
Council are valid so long as they have a reasonable connection with the
object sought to be obtained. It is the City Council or District Board
which must in the first instance determine the relationship of the
expenditure to the purpose. Few, if any, persons would question the
value of the City Engineer of one city visiting another to determine how
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a sewage plant was constructed and operated. Many thousands of
dollars have been saved the taxpayers by such conferences, and courts
of this state have approved attendance of officers at a conference of the
League of California Cities (City of Roseville v. Tulley (1942) 55
Cal.App.2d 601). The courts will not generally interfere with the
discretion of public officials in determining what is necessary and
proper to carry out public or municipal functions (id.).

In connection with reimbursement of public officials for out-of-pocket
expenses, however, one word of caution as to procedure is offered.
Authority to make such expenditures should be given in advance. In
addition, the demand requirements of Government Code section 905 et
seq. are applicable to reimbursement of elected officials (Gov. Code, §
37201; Albright v. City of South San Francisco (1975) 44 Cal.App.3d
866, 870). Such expenditures will normally be in an amount nominal
enough to permit reimbursement upon filing of a claim by the officer
or employee who has made an out-of-pocket expenditure while on
municipal business. There are occasions, however, when the amount
will be sufficient to warrant an advance. In this case, also, after the
expenditure has been made by an officer, a claim should be filed
detailing actual and necessary expenditures and attaching such receipts
as are ordinarily given in the course of normal business transactions.

In Porter v. City of Riverside (1968) 261 Cal.App.2d 832, the
California appellate court upheld this charter city’s ordinance
establishing a set dollar amount per month as reasonable out-of-pocket
expenses. This holding was based in part on the city charter and on the
general presumption in support of the validity of ordinances. However,
in the absence of a valid ordinance or resolution, a flat expense
allowance to the extent that it exceeds amounts actually expended on
verifiable municipal expenses in any one month is the equivalent of a
gift of public funds and is invalid (4lbright v. City of South San
Francisco, supra, at 869-870).

The dangers of misappropriating public funds drawn for the purpose
of paying expenses of trips taken on official business are clearly set out
in People v. Byers (1936) 5 Cal.2d 676, where a city official was sent
to prison for the filing of fraudulent expense claims.
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(2) Compensating Elective Officials for Added Burdens

While Government Code section 36516.5 prohibits increasing the
compensation of Councilmembers during their terms of office, it is not
an absolute bar to increasing the “take home” amount paid to all
elective city officials as compensation for their services. City
Councilmembers in general law cities may not be paid any
compensation as Councilmembers other than that voted for them by
the electorate or set by Council-adopted ordinance in the statutory
amount for their Councilmember duties (Gov. Code, § 36516).
However, elective City Clerks and City Treasurers are not so limited.
The salaries of elective City Clerks and Treasurers may be increased
(or decreased) during their terms of office (Gov. Code, § 36517).

Although not as important today as it was before the repeal of the
constitutional provision prohibiting increases in salary during the term
of all municipal officers, there is a court-made exception to the old
constitutional prohibition which may still be relevant to some elective
officials. This exception allows for additional compensation to be paid
to public officers (other than Councilmembers) for the performance
of new and additional duties outside the scope of their office, provided
further that such duties are compatible and in no way conflict with the
performance of their normal official duties. When such compatible
added duties are assumed by an elective officer, he or she may be given
additional compensation therefor without violating the prohibition
against increasing the compensation of an elective officer during his or
her term (Mousseau v. Garey (1926) 200 Cal. 201; County of San
Luis Obispo v. Felts (1894) 104 Cal. 60; Abbott v. McNutt (1933) 218
Cal. 225; Kilroy v. Whitmore (1931) 115 Cal App. 43).

In utilizing this exception, extreme care should be taken to avoid the
assumption by an officer of a second public office which is
incompatible with his or her primary office, since acceptance of the
second incompatible office renders the first office held vacant
by operation of law (People ex rel. Bagshaw v. Thompson (1942)
55 Cal.App.2d 147).
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In addition, by statute in cities of under 200,000 in population where
the City Council is the Redevelopment Agency, the Council may be
compensated for this added duty (see Health & Saf. Code, § 33114.5).
Further, a Councilmember who is appointed to serve on the board of
another public agency (i.e., a LAFCO or Air District) may be
compensated by that agency if that agency provides for board
compensation.

Special Districts should check their own statutory requirements prior
to modifying the salary of elected officials.

c. Prohibition Against Gifts and Retroactive Pay

The payment of retroactive pay increases to local public officers or
employees is prohibited. The State Constitution, article XI, section 10
specifically prohibits payment of compensation for past services by general
law, charter cities and other public agencies. In addition, article IV, section
17 of the California Constitution prohibits the Legislature from authorizing
cities and other public agencies to grant compensation for past services.
There have been several cases and Attorney General opinions discussing
the application of this constitutional prohibition (see, e.g., Longshore v.
County of Ventura (1979) 25 Cal.3d 14; Goleta Educators Assn. v.
Dall’Armi (1977) 68 Cal.App.3d 830; Gai v. City Council (1976) 63
Cal.App.3d 381). This is, however, a very difficult area in which to make
general rules, since the courts have generally upheld “retroactive pay
raises” when the amount of compensation was in controversy (i.e.,
indefinite and subject to future determination) during the period covered
by the pay raise (see Gai v. City Council, supra, at p. 390). Treasurers
are advised to consult with their agency attorneys on issues of retroactive
pay raises.

The California Constitution, article XVI, section 6 prohibits all gifts of public
funds. The greatest danger of violating this section occurs when an attempt
is made to be “fair” and pay out public money to a claimant when the
agency’s obligation is not legal. In the following cases, expenditures were
held to be invalid as gifts because they were not based upon a legal
obligation: Orange County Foundation v. Irvine Co. (1983) 139
Cal.App.3d 195 (expenditure of state funds in settlement of a wholly invalid
claim); County of Riverside v. Idyllwild County Water District (1978)
84 Cal.App.3d 655 (relating to payment of an invalid tax or assessment);
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Conlin v. Board of Supervisors (1893) 99 Cal. 17 (relating to an
appropriation for the relief of a street contractor who had a moral but not
a legal claim against the city); Buck v. City of Eureka (1895) 109 Cal. 504
(relating to extra compensation to a City Attorney for services he was
already bound to perform); City of Ojai v. Chaffee (1943) 60 Cal.App.2d
54 (relating to the cancellation of taxes); and Estate of Skinner (1956)
47 Cal.2d 290 (relating to cancellation of taxes after the taxes become
due). These cases are to be distinguished from those cases cited below
under “Public Purpose” in which moneys were appropriated for the benefit
of the general public to specific individuals. Here, the expenditure is to a
specific individual for that individual’s benefit (not the general public’s
benefit) and must, consequently, be supported by a legal obligation.

d. Public, Municipal and State Purposes

All expenditures of locally levied tax moneys must be made for a public
and a municipal purpose. Generally, the line between a public purpose
and a nonpublic purpose is the line between a public and a private
purpose. If the expenditure is for something which will substantially benefit
the general public rather than an identifiable group of individuals, it will
generally be upheld as public. In addition to the public purpose
requirement, there is the requirement of California Constitution, article
XIII, section 24, which provides that “[t]he Legislature may not impose
taxes for local purposes but may authorize local governments to impose
them. Money appropriated from state funds to a local government for its
local purposes may be used as provided by law. Money subvened to a local
government under Section 25 [of the State Constitution] may be used for
state or local purposes.” This section requires that moneys be spent for
proper municipal or state purposes.

Examples of the various situations in which expenditures have been held
to be for a “public,” or a “municipal” purpose are rather numerous in the
appellate decisions of our state courts. Discussion of a few may help define
these concepts.
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(1) “Public Purpose”

One of the most important principles in determining whether or not a
particular expenditure is for a public purpose is that the courts will not
substitute their judgment for that of the local legislative body unless
there is a showing that its judgment or discretion has been
unquestionably abused (County of Alameda v. Janssen (1940) 16
Cal.2d 276; Redevelopment Agency v. Shepard (1977) 75 Cal.App.3d
453). Applying this principle to a variety of expenditures, the appellate
courts of this state have held the following to be valid public purposes:
(1) the payment of the necessary expenses of city officers and
employees in attending an Annual Conference of the League of
California Cities (City of Roseville v. Tulley (1942) 55 Cal.App.2d
601); (2) the expenditure of city funds for advertising the advantages
of the city through a contract with the Chamber of Commerce
(Chamber of Commerce v. Stephens (1931) 212 Cal. 607); and (3)
expenditures of public funds for relief of assessment districts (County
of San Diego v. Hammond (1936) 6 Cal.2d 709).

In determining whether there is a public purpose, only the legal
propriety, not the economic or governmental propriety, should
be examined (City of Oakland v. Oakland Raiders (1982) 32 Cal.
3d 60, 73).

Further, while the principal distinction between a public purpose and
anonpublic purpose is that the former is of benefit to the general public
while the latter is not, there are many expenditures of public funds
which benefit the public generally and are for valid public purposes
even though they may directly benefit specific individuals. Examples of
these are: California Housing Finance Agency v. Elliott (1976) 17
Cal.3d 575 [low interest loans for housingl; Board of Supervisors v.
Dolan (1975) 45 Cal.App.3d 237 [low income housing];
Redevelopment Agency v. Shepard (1977) 75 Cal.App.3d 453 [bond
financing for redevelopment]; MacMillan Co. v. Clarke (1920) 184
Cal. 491 [free school text books|; Veterans’ Welfare Board v. Riley
(1922) 188 Cal. 607, 189 Cal. 159 [transportation, tuition and living
expenses for education of veterans|; Allied Architects’ Assn. v. Payne
(1923) 192 Cal. 431 [erection of memorial hall for war veterans]; City
of Oakland v. Garrison (1924) 194 Cal. 298 [street improvements|;
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Patrick v. Riley (1930) 209 Cal. 350 [payments for destruction of
diseased cattle]; Sacramento etc. Drainage Dist. v. Riley (1926) 199
Cal. 668 [flood control]; San Francisco v. Collins (1932) 216 Cal.
187 [bond issue for relief of indigent sick and poor]; The Housing
Authority v. Dockweiler (1939) 14 Cal.2d 437 [slum clearance];
County of San Diego v. Hammond (1936) 6 Cal.2d 709 [use of county
funds to pay delinquent assessments on overburdened property|; Goodall
v. Brite (1936) 11 Cal.App.2d 540 [free treatment in county hospital only
for those unable to pay]; and Webb v. Swoap (1974) 40 Cal.App.3d 191
[public assistance].

“Municipal Purpose” and “State Purpose”

The municipal purpose requirement imposed on top of the public
purpose requirement is derived from the constitutional provision that
prohibits the State Legislature from imposing taxes for local purposes.
There is no clear rule in this state as to what constitutes a proper local
purpose for the expenditure of local tax moneys. Most of the examples
in this area are from older cases decided prior to the latest
constitutional amendment. In Adams v. Ziegler (1937) 22 Cal.App.2d
135, it was held that the conduct of an otherwise authorized summer
music and drama program under the general supervision of the
playground commission of a city constituted a proper municipal
purpose. In Bank v. Bell (1923) 62 Cal.App. 320, the court held that
the maintenance of a public market by a city was a municipal purpose.

One area of expenditures that most often raises the “municipal
purpose” question is expenditures for extraterritorial activities. For
example, in Chapman v. City of Fullerton (1928) 90 Cal.App. 463,
although the court did not specifically base the decision on the
“municipal purpose” requirement, it held that a proposal for an
expenditure by a city for the extraterritorial purpose of helping to police
other cities was invalid.

Another area that raises questions is expenditures of municipal moneys
on a particular matter upon which the state also expends state tax
moneys. If municipal funds can only be expended for a “municipal
purpose,” it is logical to wonder how an expenditure for one specified
purpose can be both. The question has been resolved by holdings that
some purposes are of “mixed benefit” and can serve both municipal

_ 40 —



CALIFORNIA

MUNICIPAL TREASURER'’S ASSOCIATION

and state purposes simultaneously. Two common examples of a mixed
purpose are expenditures for highways (Perez v. City of San Jose
(1951) 107 Cal.App.2d 562) and state parks within cities (City of
Sacramento v. Adams (1915) 171 Cal. 458).

Thus, locally levied tax moneys may only be expended for “public” and
“municipal” purposes. However, cities also receive moneys from the
state, which raises the question of whether these state funds may only
be expended for “state” purposes.

(3) Expenditures of State Funds

A substantial number of the expenditures made by cities and special
districts in California are of funds which are raised from state tax levies.
Under prior California constitutional provisions, these state funds could
only be expended for “State purposes” (see Cal. Const., art. XI, § 12,
repealed 1970). Now, however, the Constitution provides that money
subvened to a city may be used for either state or local purposes. In
addition, money appropriated to local government for local purposes
from state funds may be used as provided by law (Cal. Const., art. XIII,
§ 24). Therefore, the question of what is a “State purpose” to which
local agencies may devote state moneys is no longer as important as it
once was. Unless otherwise restricted, cities may use subventions for
any proper public purpose regardless of whether the purpose is
“municipal” or “state.” An example of unrestricted funds are motor
vehicle “in lieu” license fees which are paid to cities by the state and
may be expended for any local purpose and “may, but need not
necessarily, be used for purposes of general interest and benefit to the
state” (Rev. & Tax. Code, § 11005).

The following are a few examples of state funds received by cities that must
be spent for specified purposes only. Gas tax moneys received from the
state under sections 2106(a), 2106(b) and 2107 of the Streets and
Highways Code may be spent for any general street purposes (St. & Hys., §
2101). However, funds which cities receive from the state under the
provisions of section 2107.5 of the Streets and Highways Code and the
interest thereon must be expended only for engineering costs and
administrative expenses in connection with the city street system. Cities with
a population of less than 10,000 inhabitants may expend section 2107.5
moneys for acquisition of rights-of-way and construction of their street
systems in addition to engineering and administrative expenses.
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Funds paid to airport-owning cities from the Aeronautics Account in
the State Transportation Fund (Publ. Util. Code, § 21680 et seq.) may
be expended only for airport and aviation purposes. A special aviation
fund must be created by the city for the deposit of these funds.

Cities also receive funds for transportation commonly lumped together
and called “SB 325” funds (see Pub. Util. Code, § 99000 et seq.). Upon
submission and approval of a claim by the transportation planning
agency, a city may obtain funds for public transportation and for streets,
roads, bicycle and pedestrian facilities. Again, these funds may only be
expended for the purpose for which they are received (see e.g., Pub.
Util. Code, §§ 99262, 99400).

Vehicle Code section 42200 requires that the proportion of the total
amount of fines and forfeitures which a city receives pursuant to Penal
Code section 1463 which is represented by fines and forfeitures
resulting from Vehicle Code misdemeanors shall be deposited in a
special fund to be known as the “Traffic Safety Fund.” This is another
example of state-authorized moneys that must be used for the purpose
established by law. The section then provides that moneys in such fund
shall be used exclusively for “...official traffic control devices, the
maintenance thereof, equipment and supplies for traffic law
enforcement and traffic accident prevention, and for the maintenance,
improvement, or construction of public streets, bridges, and culverts
within the City, but such fund shall not be used to pay the compensation
of traffic or other police officers. The fund may be used to pay the
compensation of school crossing guards who are not regular full-time
members of the Police Department of the City.”

When agencies receive state funds, they should be careful to determine
whether there are any requirements or whether they are free to expend
the money for local purposes. In addition, even where maintenance of
a special fund is not mandated by statute, it is usually an effective
practice to place restricted purpose revenues in a special revenue fund
to facilitate proper accounting for all expenditures therefrom.
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(4) Expenditures of Federal Funds

In addition to state funds, agencies may also receive federal funds.
Again, while some federal moneys may be expended for any public
purpose, most federal funds are restricted and may be expended only
for specifically authorized purposes. Federal funds are received in the
form of grants such as Community Development Block Grants (CDBG).
This funding source is authorized by the Housing and Community
Development Act of 1974, as amended. CDBG grants may only be
expended for certain types of projects. In addition, some CDBG funds
may only be used for specific projects. In both cases, however, the funds
must be separately maintained and accounted for. There are many other
federal programs that provide funding for specific projects or activities.
Treasurers should review the requirements for each grant to ensure
that the funds are properly spent and accounted for.

(5) Regulatory Charges and User Fees

Another type of fund which is subject to restricted purpose expenditure
is that resulting from the imposition of regulatory charges or exactions.
Some of these are imposed under a city’s constitutional police power,
and others may be imposed under statutory authority. Special districts
also impose regulatory charges and user fees.

(a) Statutory Regulatory Fees

An example of a regulatory charge authorized by statute is parking
meter charges. Under the Vehicle Code, cities have the authority to
adopt ordinances regulating lawful parking on city streets (Veh. Code,
§ 22508; County of Los Angeles v. City of Albambra (1980) 27 Cal.3d
184; see also Dedryan v. City of San Diego (1946) 75 Cal.App.2d
292, 296; Downing v. Municipal Court (1948) 88 Cal.App.2d 345,
351; and Mervynne v. Acker (1961) 189 Cal.App.2d 558).

Since the placing of parking meters on public streets, and the use of a
fee system for parking privileges, is supported as a regulatory measure
rather than a revenue-raising measure, certain well defined legal
consequences follow. The fee to be charged must bear a reasonable
relation to the service rendered and the cost of rendering it (De Aryan
v. Gity of San Diego, supra). The funds derived from such regulatory
fees must be expended for some purpose substantially connected with
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the problem of traffic regulation and control. Thus, such funds may
properly be expended for traffic enforcement, traffic engineering,
traffic circulation, purchase of off-street parking facilities, signalization,
street signs, traffic enforcement and officers’ salaries, as well as
the purchase, installation, supervision, protection, inspection,
maintenance and operation of the parking meters themselves.

(b) Statutory User Fees

An example of a user charge which is authorized by statute and the
expenditure of which is limited by the authorizing statute is the
imposition of sewer user fees and charges, including connection
charges and standby charges, authorized under section 5470 et seq.,
of the Health and Safety Code. Under section 5471, the funds received
can be expended only for “...the acquisition, construction, recon-
struction, maintenance, and operation of water systems and sanitation,
storm drainage, or sewerage facilities, to repay principal and interest
on bonds issued for the construction or reconstruction of these water
systems and sanitary, storm drainage, or sewerage facilities and to repay
federal or state loans or advances made to the entity for the
construction or reconstruction of water systems and sanitary, storm
drainage, or sewerage facilities.” Further, the charges collected may
not be used for the acquisition or construction of new local street
sewers or laterals (as distinguished from main trunk, interceptor and
outfall sewers). The power to levy sewer connection charges to raise
revenue for sewer purposes under section 5471 has been declared
constitutional (Associated Homebuilders v. City of Livermore (1961)
56 Cal.2d 847).

(c) Development Fees

Another example of regulatory fees or charges are the fees imposed as
a condition of obtaining a land use permit or entitlement, such as a
rezoning, conditional use permit, variance or subdivision map. Cities
and counties have both statutory authority and authority under their
constitutional police power to regulate the permitted uses of property
within the city. Where special districts provide facilities and services,
such as parks, water, sewer or other utilities, special districts may also
be involved in the determination of the type and amount of exactions
imposed on development projects.
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Again, because these fees and charges are regulatory rather than revenue
raising, certain general principles apply both to the amount of the charge
and the use to which the money may be put. In general, there are two types
of charges. The first is a processing fee imposed to offset the cost to the
agency of processing an application for a permit or entitlement. Agencies
have statutory authority to impose these processing fees (see Gov. Code,
§ 66014). As a general rule, these fees may not exceed the cost of providing
the service (see Mills v. County of Trinity (1980) 108 Cal.App.3d 656; see
also Gov. Code, § 66014). Many special districts also have either express
or implied authority to impose processing fees for permits the special
district may be involved in issuing.

Prior to adopting a new or increased land use processing fee, the city,
county or district imposing the fee must hold a hearing and, in some
cases, publish notice of the hearing (Gov. Code, §§ 66016-66018). In
addition, in most cases, the agency must make available to the public
the cost data that supports the fact that the fees do not exceed the
reasonable cost of providing the service (see, i.e., Gov. Code, § 66016).
After adoption, certain fees may not go into effect for sixty days (Gov.
Code, § 66017). Unlike fees to finance capital facilities and other
exactions (see below), there is no requirement, as of this writing, that
processing fees collected be segregated from other agency funds. These
fees may be deposited in the agency’s general fund. This is an area,
however, where the Legislature has been adding additional rules. Prior
to adopting new processing fees, the agency should be sure it is
following the most recent state requirements.

The second type of land use regulatory charge is one imposed as a
condition of development to offset the burden new development places
on existing city facilities. These charges or exactions may be imposed
under statutory authority or under the city’s general police power. One
commonly used statutory exaction is park land dedications or in-lieu
fees imposed as a condition of obtaining a subdivision map (Gov. Code,
§ 060477). By statute, the fees and/or land dedications collected must
bear a reasonable relationship to the use of park facilities by future
residents of the subdivision. The validity of park fees and dedications
was upheld in Associated Home Builders etc. v. City of Walnut
Creek (1971) 4 Cal.3d 633. The city may use the in-lieu fees collected
only for developing new parks or rehabilitating existing park and
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recreational facilities (as distinguished from regular maintenance).
School impact fees are also authorized by statute (Gov. Code, § 65970
et seq.). The validity of this exaction was upheld in Trent Meredith,
Inc. v. City of Oxnard (1981) 114 Cal.App.3d 317 as a regulatory
charge and as not violative of Proposition 13. Again, the fee must bear
a reasonable relationship to the impact of new development on
overcrowding in the schools. If schools are overcrowded, the school
district may adopt regulations imposing a fee to offset this impact. The
Legislature has established the maximum amount of the fee that may be
imposed on development projects (Gov. Code, § 65995 et seq.). The
money is collected by the school district for use by the impacted school
district. In some cases, however, cities have agreed to collect these fees
for the school districts since payment of the school impact fees are tied
to issuance of building permits.

Although the school impact fee law precludes fees on development
permits above the amount set by statute, previous court decisions held
cities could still deny land use applications for general plan
amendments, rezonings and similar legislative determinations based
on school impacts. As a result of these decisions, many cities still
conditioned these legislative land use decisions on mitigation of school
impacts over and above the statutory maximum school fees (Mira
Development Corp. v. City of San Diego (1988) 205 Cal.App.3d 1201;
William S. Hart Union High School Dist. v. Regional Planning
Com. (1991) 226 Cal.App.3d 1612; Murrieta Valley Unified School
Dist. v. County of Riverside (1991) 228 Cal.App.3d 1212). The issue
of whether cities can impose school mitigation fees in addition to the
statutory fees has been an area of controversy.

Treasurers should contact their Agency Attorneys regarding school
impact fees.

Regulatory charges, such as park in-lieu fees and school impact fees,
have become increasingly important since the enactment of Proposition
13. Since these fees provide one method of securing the infrastructure
(i.e., streets, parks, schools, sewers and water) needed to serve new
development without requiring the imposition of new taxes, many cities
have begun to impose capital improvement fees as a condition of
obtaining land use entitlements using their general police power
authority rather than statutory authority. The validity of the many
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varieties of these charges has not yet been determined by the courts,
but each of these charges must bear a reasonable relationship to the
burden the development places on a city facility (Scrutton v. County
of Sacramento (1969) 275 Cal.App.2d 412; Ayres v. City Council of
Los Angeles (1949) 34 Cal.2d 31). The Legislature has enacted several
statutes regulating land use exaction fees charged to a developer to
offset the cost of providing capital facilities (see, e.g., Gov. Code, §
66000 et seq., “AB 1600”). The League of California Cities and other
organizations have published detailed information concerning the
requirements of these statutes. Very generally, AB 1600 requires the
local agency to follow certain procedures before adopting a new capital
facilities fee or increasing an existing fee. These procedures include
identifying the purpose of the fee, identifying the use to which the fee
will be put, determining the reasonable relationship between the fee’s
use and the type of development on which the fee will be imposed and
determining the reasonable relationship between the need for the
public facility and the type of development on which the fee will be
imposed (Gov. Code, § 66001). The agency must also determine the
reasonable relationship between the amount of the fee and the cost of
the public facility attributable to the development. This analysis
generally will require an arithmetic calculation.

Finally, these types of capital facilities fees must be deposited with other fees
for the public improvement in a separate capital facilities account or fund
to “avoid any commingling of the fees with other revenues and funds of the
local agency, except for temporary investments ...” (Gov. Code, § 66006).
Interest earned on these fees must be attributed back to the capital facilities
account and may only be used for the purpose for which the fee was
originally collected (Gov. Code, § 66006). Thus, these fees and interest on
these fees must be segregated for accounting purposes.

Section 66006(b) requires agencies to make available to the public
and to the City Council information on the capital facilities accounts.
The information specified in section 66006 (b) must be made available
within 60 days of the close of each fiscal year (Gov. Code, § 66006(b)).
The agency must review the information at its next regularly scheduled
meeting not less than 15 days after the information is released to the
public. Notice of this meeting must be sent to anyone requesting notice
(and paying the cost of the notice) (id.).
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e.

Treasurers should consult with their Attorneys to determine which fees
are subject to these rules and the exact accounting procedures
applicable to each fee.

Authority for the Expenditure

There must always be legal authority to make the expenditure or perform
the action for which the expenditure is required (Frisbee v. O’Conner
(1932) 119 Cal.App. 601). Personal liability could result if the members
of a public agency expend the agency’s funds for an unauthorized purpose
(id.). A general law city’s authority is found in the Constitution, the general
laws or as an incident to the exercise of its constitutional police power
(id.; see also Harden v. Superior Court (1955) 44 Cal.2d 630). A special
district should also look to the Constitution and the laws applicable to the
particular district for its authority for expenditures. In a chartered city,
somewhat different tests apply. In cases of doubt, the agency’s legal adviser
should be consulted.

The question of authority can arise when a proposed expenditure is for a
service to be rendered outside of the agency’s boundary limits. As a general
proposition, a city can act outside of its boundaries only when expressly
authorized by statute (Harden v. Superior Court (1955) 44 Cal.2d 630;
Mulville v. City of San Diego (1920) 183 Cal. 734). However, when a city
serves territory immediately adjacent to its limits for the purpose of
protecting person and property within its limits from fire (Raynor v.
City of Arcata (1938) 11 Cal.2d 113), indications are that the power will
be implied.

With respect to public works included in article XI, section 9 of the
California Constitution, such as water, power, transportation or light, the
Constitution expressly authorizes cities to provide service beyond city
limits, provided that before a city may provide services in a neighboring
city, the consent of the neighboring city served must be obtained (see
Durant v. City of Beverly Hills (1940) 39 Cal.App.2d 133; City of Mill
Valley v. Saxton (1940) 41 Cal.App. 2d 290). In some circumstances, a
city must obtain approval from its county Local Agency Formation
Commission (“LAFCO”) before providing services outside of the city limits.
(Gov. Code § 56113.)
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In addition, there is rather broad authority under the Joint Exercise of
Powers Act (Gov. Code, § 6500 et seq.) for contracts between public
agencies having powers in common whereby one serves the other (City of
Oakland v. Williams (1940) 15 Cal.2d 542).

This is, again, an area where, should the Treasurer question the agency’s
authority, he or she should refer the question or concern to the agency’s
legal counsel.

f. Conflicts of Interest

There are two bodies of law concerning conflicts of interest which affect
the validity of contracts and other municipal expenditures. The first
prohibits public officers from having an “interest” in a contract made by
them in their official capacity. The second, the Political Reform Act,
concerns, among other things, disclosure of an official’s financial interests
and requires an interested officer to disqualify himself from participating
in decisions in which he has a financial interest.

(1) Officers’ Interest in Contracts

One very important condition of the validity of public agency
expenditures is that imposed by the prohibition against “interest in
contracts” provisions of Government Code section 1090 et seq. The
same prohibition in similar or more restrictive language is contained
in most city charters. Generally, section 1090 prohibits public officers
and employees from having an interest in any contract made by
them in their official capacity or by a board or body of which they
are members.

Contracts made in violation of section 1090 may be avoided at the
instance of any party except the interested officer (Gov. Code, § 1092)
with one exception. Leases, purchases and encumbrances on real
property may not be avoided in derogation of the interest of a good
faith lessee, purchaser or encumbrancer who paid value and acquired
the interest without actual knowledge of the section 1090 violation
(Gov. Code, § 1092.5). Public officials who willfully violate the
prohibition against interests in contracts are punishable by fine,
imprisonment and disqualification from holding public office
(Gov. Code, § 1097).
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To determine whether a public official’s interest falls within the general
prohibition against interests in public contracts, the Code defines twelve
“remote interests” which, although an interest, are deemed to be so remote
as to permit an exception from the strict provisions of the law (Gov. Code,
§ 1091). Officers having only a remote interest in a contract can eliminate
their disqualifying interest if they disclose the remote interest and have the
disclosure noted in the official records and refrain from voting on the matter
and from influencing the votes of other members on the matter.

Following these steps, the governing body may approve or ratify the contract
so long as the vote is sufficient without counting the vote of the officer with
the remote interest. Contracts made without disclosure of a remote interest
are valid unless the contracting party had knowledge of the remote interest
at the time the contract was executed (Gov. Code, § 1091(d)). However,
willful failure by the public officer to disclose a remote interest is punishable
by a fine of up to $1,000, imprisonment and disqualification from holding
public office in the state (Gov. Code, § 1097).

Officers charged with the disbursement of public moneys may not pay
any warrant when it has been purchased, received or transferred
contrary to the provisions of section 1090 et seq. Further, upon being
informed by affidavit that an account about to be settled or paid has
violated section 1090 et seq., the disbursing officer shall suspend
settlement or payment and cause the District Attorney to prosecute the
violation (Gov. Code, § 1096).

The possibility of committing a violation of these prohibitions con-
stitutes a continuing threat to all officers who participate in public
contracts, including the Treasurer who has had notice of facts which
should have warned him or her of the possible invalidity of the contract.
The courts tend to treat harshly persons found to have violated section
1090 et seq. For example, in Thomson v. Call (1985) 38 Cal.3d 633,
a Councilmember was found to have violated section 1090 et seq. by
indirectly selling real property to the city. The court required the
Councilmember to forfeit the entire purchase price of the property
together with interest. (see also People v. Honig (1996) 48 Cal. App.
4th 289.) Because the existence or non-existence of a disqualifying
interest is an extremely technical and difficult matter, Treasurers should
not attempt to decide these questions for themselves but should refer
their questions to legal counsel for his or her opinion.
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(2) Conflicts of Interest Under the Political Reform Act

In 1974, the Political Reform Act was enacted as an initiative measure.
The Act regulates in two major areas: (a) campaign contributions and
interest disclosure, and (b) conflicts of interest for elected and
appointed public officials. Of particular interest to Treasurers are the
conflict of interest provisions.

First, the Act mandates that public officials annually disclose their
financial interests (Gov. Code, §§ 87200, 87302). Treasurers and other
public officials who manage public investments are required to comply
with the disclosure and reporting provisions of the Act (Gov. Code,
§§ 87200 et seq.). Treasurers will always be included in their agency’s
Conflict of Interest Code and be required to disclose their financial
interests since the position of Treasurer entails participation in
decisions that may foreseeably have a material effect on financial
interests held by the Treasurer (see Gov. Code, § 82019).

Second, the basic requirement of the Act is that “[n] o public official at
any level of state or local government shall make, participate in making,
or in any way attempt to use his official position to influence a
governmental decision in which he knows or has reason to know he
has a financial interest” (Gov. Code, § 87100).

However, unlike Government Code section 1090, discussed above, the
existence of a conflict of interest does not preclude the city from taking
an action. Rather, the interested official is required to disclose the
interest and to refrain from participation in the decision.

Any person residing within the jurisdiction of the agency may institute
a judicial action to restrain a decision or action taken in violation of
the Political Reform Act, and the court has the discretion to declare the
action void if it determines that a violation has occurred (Gov. Code,
§ 91003).

In addition, the Act contains provisions for both criminal misdemeanor
penalties and civil liability in the event of its violation. Public officials,
including Treasurers, who are designated officials under a Conflict of
Interest Code are also subject to employee discipline procedures,
including dismissal, consistent with the agency’s civil service or
personnel regulations (Gov. Code, § 91003.5).
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Determining whether an official has a conflict of interest that requires
him or her to refrain from participating in a governmental decision is
a complicated and technical area of the law. Again, as with Government
Code section 1090, Treasurers should not attempt to decide these
questions alone but should refer their questions or concerns to legal
counsel. This is true both as to any conflict the Treasurer may believe
he or she has and to any conflict any other public official may have.
Legal counsel, in turn, may refer questions to the Fair Political Practices
Commission for its opinion on whether a disqualifying interest exists.
Public officials may directly seek the advice of the FPPC regarding
potential conflicts of interest under the Political Reform Act.

3. Conclusion

Many times, resolution of whether an expenditure is legally proper must be referred
to the agency’s legal counsel. It is believed that the duty of the Treasurer to inquire
concerning the validity of a proposed expenditure, when circumstances of which he
or she has notice or knowledge indicate possible invalidity, is fully discharged when
the Agency’s legal counsel has rendered an unqualified opinion that it is valid. This
will relieve the Treasurer of his or her potential liability. The plain fact is that the
validity of an expenditure in a close case cannot be determined with certainty until
it has been approved by the highest court in the land, and even then, three or four
judges may take a completely different viewpoint from the four or five who wrote the
majority opinion. A general understanding of the legal limitations on expenditures
will permit the Treasurer to recognize the possible legal significance of facts and
circumstances not known to the Attorney, but the Treasurer should never substitute
his or her own judgment for that of the Attorney on questions of law any more than
the Attorney should direct the handling of cash in the Treasurer’s office.
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Il Addiitional Statutory Duties
and Responsibilities

In addition to the principal statutory duties and responsibilities of the Treasurer’s office
reviewed in the preceding section, there are a large number of statutory duties which may
be imposed upon the Treasurer from time to time but which are not a continuing part of the
Treasurer’s duties in all cities or at all times. Some familiarity with the general nature of
these duties will make it possible to anticipate some of the problems which they may present.

A. Financing

1. Dry Period Financing

It is entirely possible that an occasion will arise when there is just no cash available
for the payment of agency bills. This has been quite aptly called a “dry period.” The
question then arises as to how the city’s or agency’s bills can be met when there is
no available cash in the treasury, although taxes have been levied and cash is
expected within the immediate future. Dry period financing can be handled on any
one of the following bases:

a.

Registered Demands

The demands against the City Treasurer for payment can be registered
following the procedures set forth in Government Code sections 37204 and
37205. This involves endorsing demands “not approved for want of funds”
and then registering them in the order of endorsement. When the city
treasury is replenished with cash, these registered demands are presented
for payment in the order of their registration and become payable at face
value plus interest from the date of registration at six percent (6%)
per annum.

In practice, the creditor can sell these demands to banks and other
financial institutions and receive immediate cash, with the financier
presenting the demands for payment when funds are available in the city
treasury.

Counties and most special districts, also have authority to issue registered
demands (See Govt. Code, § 29821).
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b. Tax Revenue and Grant Anticipation Warrants
and Temporary Notes

Two more formalized procedures for temporary financing of dry periods
are: (1) the issuance of temporary notes pursuant to Government Code
section 53850 et seq.; and (2) the issuance of tax anticipation warrants
pursuant to Government Code section 53820 et seq. In addition, when
an agency has obtained approval of a grant but has not yet received the
grant funds, the Government Code authorizes the issuance of grant
anticipation notes.

An agency may borrow money by the issuance of temporary notes under
Government Code section 53850 et seq. Money may be borrowed under
section 53850 on or after the first day of any fiscal year, and the money
borrowed may be used for any authorized purpose, including current
expenses, capital expenditures, investment and reinvestment and the
discharge of indebtedness (Gov. Code, § 53852). Temporary borrowing
notes must be issued by resolution of the legislative body (the city council
or agency board of directors). The resolution must set forth the form and
the manner of execution of the notes and may authorize that notes will be
issued from time to time as set forth in the resolution (Gov. Code, §
53853). The notes may be negotiable, may be payable to bearer and may
be in any denomination (Gov. Code, § 53854). Notes are payable not later
than the last day of the fiscal year in which they are issued, with one
exception. If the note is payable only from revenue received or accrued
during the fiscal year in which it is issued, the note may be made payable
during the next succeeding fiscal year but in no event later than fifteen
(15) months from the date of issue (Gov. Code, § 53854).

Interest on the notes may not exceed ten percent (10%) (id.). The
resolution authorizing the notes may provide for call and redemption at
the option of the city and a premium not exceeding three percent (3%) of
the par value of the notes subject to redemption.

Temporary borrowing notes, including the interest thereon issued in any
fiscal year, may not exceed an amount which is eighty-five percent (85%)
of the estimated amount of the then-uncollected taxes, income, revenue or
other moneys which are available for the payment of the notes and interest,
with some exceptions (Gov. Code, § 53858).
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Proceeds from the temporary borrowing set aside for repayment of the
notes may not be invested for a term that exceeds the term of the note (see
Gov. Code, § 53852.5) the temporary borrowing notes and the interest on
the notes are a first lien and charge against the money pledged for the
notes. The temporary notes are payable from the first moneys received from
the pledged funds. (Gov. Code § 53856.)

Another procedure for temporary financing is tax anticipation warrants. If
tax revenues will not be received in time to meet obligations, the Treasurer,
together with the agency’s chief accounting officer, may recommend the
issuance of tax anticipation warrants to the legislative body (Gov. Code, §
53821). These warrants may be issued only after the adoption of a
resolution by a four-fifths (4/5) vote of all of the members of the City
Council or Board of Directors (Gov. Code, § 53824). An agency may not
borrow more than fifty percent (50%) of the revenue anticipated from taxes
for the current fiscal year or that portion of the taxes not collected at the
time of borrowing (Gov. Code, § 53822). The warrants must be offered at
public sale after published notice (Gov. Code, § 53826) and must be sold
to the bidder whose bid represents the lowest rate of interest or the lowest
net cost to the city (Gov. Code, § 53827). In addition, the rate of interest
may not exceed fifteen percent (15%) per year (id.). Repayment
constitutes a first lien on tax revenues for the fiscal year in which the money
is borrowed and must be repaid from the first tax money received by the
city (Gov. Code, § 53829). All warrants issued for funds borrowed prior to
December 31 in any fiscal year must be repaid not later than December
31. Warrants may not be issued after December 31 in any fiscal year if
funds borrowed prior to December 31st have not been repaid. Funds
borrowed after December 31st must be repaid by May 30th of the
fiscal year.

Again, as with temporary borrowing, notes proceeds from the sale or funds set
aside for repayment of the notes or warrants may not be invested for a term that
exceeds the term of the notes or warrants (Gov. Code, § 53821.5).

Temporary borrowing notes offer a simpler and more expeditious procedure
for dry period financing than the issuance of tax anticipation warrants since
they do not require public sale of the securities and may, therefore, be the
subject of a negotiated sale. In addition, since the borrowing cap is eighty-five
percent (85%) of uncollected taxes rather than fifty percent (50%), the agency
has more flexibility in the amount it can borrow.
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Grant anticipation notes may be issued by cities and other local agencies.
The security for these notes is the specified accounts receivable from the
state or federal government that has approved the grant and appropriated
the funds for the grant. Again, the legislative body must authorize the
issuance of the notes by resolution, which must set forth the form and
manner of execution of the notes (Gov. Code, § 53859.03). The notes may
be issued for periods of up to thirty-six (36) months by some local
agencies. However, general law cities and other local agencies that are
subject to the constitutional debt limitation can issue grant anticipation
notes for no longer than fifteen (15) months from the date of issuance
(Gov. Code, § 53859.04). Interest on the notes may not exceed ten percent
(10%) per annum but may be discounted by not more than two percent
(2%) of par value (id.). A premium of not more than three percent (3%)
of par value may be given on notes subject to redemption (Gov. Code,
§ 53859.05). Grant anticipation notes may be sold at public or private sale
(Gov. Code, § 53859.04). The total amount of the notes may not exceed
ninety-five percent (95%) of the grant or loan (Gov. Code, § 53859.08).
Treasurers should be aware that the revenue from grant anticipation notes
may only be used for the purpose that the grants or loan may be used (Gov.
Code, § 53859.02). In addition, section 53859.07 provides that, to the
extent the notes are not paid by the grant or loan funds, they shall be paid
with interest thereon to the extent permitted from any taxes, income,
revenue, cash receipts or other moneys of the local agency “lawfully
available” to pay the note. Finally, proceeds of the sale or funds set aside
for repayment of these notes may not be invested for a term that exceeds
the term of the notes (Gov. Code, § 53859.02(b)).

¢. Interfund Transfers

The most satisfactory method for meeting the dry period when it arises is
that of utilizing interfund transfers. The Constitution, article XVI, section 6,
authorizes “advances” against tax revenues from other funds in possession
of an agency on authorization by resolution from the legislative body. The
Attorney General has indicated that the use of this procedure is permissible
(21 Ops.Cal.Atty.Gen. 70 (1953)). It should be noted, however, that
interfund transfers from trust funds and gas tax funds are not authorized
and should be avoided. Special requirements for the use of development
impact fees may also restrict interfund transfers from these funds.
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Cash Basis Fund

Finally, if an agency experiences the dry period problem on a recurring basis,
it would seem good sense and valid legal practice to accumulate surplus
revenue for a few years in order to build up a so-called “cash basis fund” to be
used strictly for purposes of financing the dry period between the levy of taxes
and the receipt of tax payments. While in the past it was possible to levy a
property tax in excess of current needs for the purpose of establishing a “cash
basis fund” (Rancho Santa Anita v. City of Arcadia (1942) 20 Cal.2d. 319),
with the enactment of Proposition 13 (Cal. Const., art. XIII A), such additional
tax levy is no longer possible, at least without approval of the voters. However,
public agencies may, by budgeting and expending less than the amount received,
create a reserve over several years.

2. Taxing And Spending Limitations: Propositions 13, 62, 4 and 218

Although Treasurers are usually not directly involved with either the revenue-raising
limitations of Propositions 13 and 62 or the expenditure limitations of Proposition
4, some familiarity with these constitutional limitations may be helpful in under-
standing the financial restrictions under which cities operate. In addition, an
understanding of Propositions 13 and 4 will help place the upcoming discussion of
long term financing methods in context. In 1996, the voters adopted Proposition
218 which has added new restrictions and procedures for the enactment and
increase of taxes, special assessments and certain regulatory fees. Proposition 218’s
requirements are discussed below.

a.

Proposition 13 (Article XIIIA)

Proposition 13 was adopted in 1978 as an initiative measure. It is now
Article XIII A of the California Constitution. The proposition has four main
provisions: (1) a limitation of property tax rate to one percent (1%) of full
cash value; (2) a limitation on assessed valuation; (3) a limitation on state
taxes; and (4) a limitation on local taxes. The validity of Article XIII A was
upheld by the Supreme Court in Amador Valley Joint Union High School
District v. State Board of Equalization (1978) 22 Cal.3d 208. Since that
time, there have been numerous cases delineating the scope of the initiative
and its effect on municipal revenue-raising measures. In 1992, the United
States Supreme Court held that the California Constitution’s real property
tax system, which generally assesses property on value at time of acquisition
rather than on current value, does not violate equal protection (Nordlinger
v. Habn, 505 U.S. 1, 120 L.Ed.2d 1, 112 S.Ct. 2326 (1992)).
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One of the primary impacts of Article XIIIA was in the method of imposing
and collecting property tax. Prior to 1978, the property tax system was
established by city ordinance (Gov. Code, § 43000 et seq.). Special districts
also established their own tax rates, subject to statutory requirements.
Maximum tax rates were established by SB 90 (Rev. & Tax. Code, § 2250
et seq. (repealed)), with provision for additional tax rates for bonded
indebtedness (Gov. Code, § 43070 (repealed); Cal. Const., art. XVI, § 18).
Proposition 13 set the maximum property tax rate at one percent (1%) of
full cash value and provided that the county would collect the tax and
apportion it to the cities and districts within the county. The result for
almost all local agencies was a drastic decrease in property tax revenues.
An exception to this maximum tax rate was provided for property taxes and
assessments to pay interest and redemption charges on any indebtedness
approved by the voters before the effective date of Proposition 13. In
Carman v. Alvord (1982) 31 Cal.3d 318, the court held that the term
“indebtedness” had no fixed meaning and includes both bonds and other
debt obligations (see also County of Shasta v. County of Trinity (1980)
106 Cal.App.3d 30). Thus, a voter approved property tax to pay PERS
contributions was a prior indebtedness under the proposition (Carman v.
Alvord, supra; City of Watsonville v. Merrill (1982) 137 Cal.App.3d 185).

One of the questions that most vitally concerned cities after the adoption
of Proposition 13 was which, if any, of their financing methods remained
viable. Section 4 of the Proposition provides:

“Cities, counties and special districts, by a two-thirds vote of
the qualified electors of such district, may impose special
taxes on such district, except ad valorem taxes on real
property or a transaction tax or sales tax on the sale of real
property within such city, county or special district.”

When first approved, many people believed that this section precluded local
agencies from establishing new assessment districts, raising any existing
fees and taxes and imposing new exactions on land use projects. However,
as determined through the courts, this turned out to be an overly broad
reading of this section.
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In County of Fresno v. Malmstrom (1979) 94 Cal.App.3d 974, the
appellate court held that special assessments were not “special taxes”
under section 4, basically because special assessments were imposed to
pay for benefits that property received from an improvement. Therefore,
special assessments and bonds issued pursuant to the special assessment
do not require approval by two-thirds of the electors (see also City Council
of San Jose v. South (1983) 146 Cal.App.3d 320). The procedures for
special assessments has been modified by Proposition 218
discussed below.

Processing fees and land use exactions were also challenged as “special
taxes.” However, again, these fees and charges were upheld, since they
were imposed to pay for a service or, in the case of exactions, an impact
development would have on the community. Therefore, to the extent the
fee or exaction did not exceed the cost of the service or the impact, they
were not “special taxes” (Mills v. County of Trinity (1980) 108
Cal.App.3d 656 (land use processing fees); Trent Meredith, Inc. v. City of
Oxnard (1981) 114 Cal.App.3d 317 (school impact in-lieu fees); Russ
Bldg. Partnership v. City and County of San Francisco (1987) 199
Cal.App.3d 1496 (transit fees)).

Finally, in City and County of San Francisco v. Farrell (1982) 32 Cal.3d
47, the Supreme Court reviewed a payroll and gross receipts tax established
by San Francisco. The revenue from the tax was to be deposited in the
general fund. The court upheld the tax finding, again, that it was not a
“special tax” requiring a two-thirds vote, and stated that the term “special
tax” means taxes levied for a specific purpose rather than taxes placed in
the City’s general fund and used for general purposes.

In 1991, the California Supreme Court, in the case of Rider v. County of
San Diego (1991) 1 Cal.4th 1, addressed the issue of whether special
districts which have no property taxing powers are subject to Proposition
13’s two-thirds vote requirement for special taxes. Rider involved a “special
purpose” district whose sole function was to finance and construct justice
facilities. The court noted that the special purpose district was formed after
Proposition 13 and the district was “essentially controlled” by the county.
The court held that a tax levied by the district was a special tax even though
the proceeds of the tax were placed in the district’s general fund.
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Today, therefore, the scope of section 4 has been defined to a large extent,
although many questions still exist. In addition, with the California Supreme
Court’s decision in Santa Clara County Local Transportation Authority
v. Guardino (1995) 11 Cal.4th 220, mod. 12 Cal.4th 344e, Proposition 62
will impact many taxing measures cities, counties and special districts
might propose (see “Proposition 62,” infra). Finally, Proposition 218 also
significantly impacts new taxes and proposals to increase existing taxes.

However, local agencies may still utilize many of the financing methods
they could use before the adoption of Proposition 13. In addition, the
Legislature has enacted several new mechanisms for imposing “special
taxes” that cities and other agencies may use subject to approval by the
voters (see “Long-Term Financing,” infra).

b. Proposition 62

Proposition 62, which was passed by the voters in the November 1986
election, adds sections 53720 through 53730 to the Government Code. One
of its purposes was to overturn the Farrell case discussed above by
requiring voter approval of both special and general taxes.

It provides that local governments or districts may not impose any special
tax unless and until such special tax is submitted to the electorate of the
local government or district and approved by a two-thirds vote (Gov. Code,
§ 53722). Further, local governments or districts, whether or not
authorized to levy a property tax, may not impose any general tax unless
and until such general tax is approved by a majority vote of the electorate.

It further provides that taxes imposed by any agency on or after August 1,
1985, and prior to Proposition 62’s effective date shall continue to be
imposed only if approved by a majority vote of the electorate, such election
to be held within two years of the initiative’s effective date. If majority
approval is not sought or obtained, imposition of the tax, according to
Proposition 62, shall cease on November 15, 1988 (Gov. Code,
§ 53727(b)). The voter approval requirement for these “window period”
taxes was found to be unconstitutional in the case of City of Westminster
v. County of Orange (1988) 204 Cal.App.3d 623. The case also cast doubt
on the constitutionality of the prospective application of Proposition 62.
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In 1991, the Court of Appeal, in the case of City of Woodlake v. Logan
(1991) 230 Cal.App.3d 1058, held that the prospective application of
Proposition 62’s voter approval requirement was unconstitutional. The
court, however, did not rule on the remaining portions of Proposition 62.
The California Supreme Court declined to review the Woodlake decision.

A majority of the California Supreme Court, in Rider v. County of San
Diego (1991) 1 Cal.4th 1, also declined to rule on the constitutionality of
Proposition 62.

Following these court decisions, many people believed that Proposition 62
had been found unconstitutional and that the California Supreme Court’s
decisions not to take the issue up meant that the Supreme Court also
believed Proposition 62 invalid. Many public agencies, therefore, began
enacting taxes that met the requirements of Proposition 13 but did not
have voter approval as required by Proposition 62.

However, in December 1995, the California Supreme Court held that the
voter approval requirements of Proposition 62 were valid (Santa Clara
County Local Transportation Authority v. Guardino (1995) 11Cal.4th
220, mod. 12 Cal.4th 344e). This decision “overturned” the Woodlake
decision discussed above.

In Guardino, the Transportation Authority was a statutorily authorized local
transportation authority created for the purpose of imposing a sales tax to
fund certain transportation improvements. The sales tax was imposed
without the required two-thirds voter approval. The Court of Appeal in
Guardino invalidated the sales <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>