
General Fund Expense 
Allocation to Enterprise Funds



Overview
• The city for 20 years or more allocated a fixed % of each departments budget.  
• The Clear Source Model is purpose built to allocate “overhead costs” to various departments 

• The model is formally structure to meet Federal Contract requirements allowing overhead to be charged to the contract
• The concept of overhead costs specified in Federal Contracts is not the same as Propositions 218 and 26 requirements
• The Direct cost method may not meet Prop 218.  It is not a department but an individual rate payer that the charge much benefit. 

• Proposition 218 specifically requires that costs charged to rate payers are directly associated with providing services
• “Overhead” has been targeted in lawsuits and not allowed by judges Without extensive documentation

• Recent actual departmental cost analyses for delivering water and wastewater services demonstrate that the Clear Source 
Modeled costs exceed actual by multiples

• Finance, Legal, Engineering and Public Works costs directly related to delivering services show much lower costs than recent allocations 
using the Clear Source Model.

• City needs to evaluate the Clear Source Model
• Is lacks specific assumptions that could be used to defend the city’s choices to a judge
• It is too complex – no need to allocate overhead from every department to all other departments

• A simplified model based on actual expenses impacting service delivery is proposed here. 



Finance Enterprise Billing Cost Analysis

• current allocated cost in the CAP Model $641, 648
• Rate payer Overcharge: $416,100



Other Departments are Also Charging Rate Payers Significantly 
More than Actual Estimated Costs -

• Public Works currently direct bills to rate payers 
2.85FTE (Water) 2.3FTE (Sewer) Salary and Benefits

• $280,890 Water Salaries
• $253,365 Sewer Salaries

• Additional Salaries appear to be allocated indirectly
• $309,277 Water
• $217,364 Sewer

• Current allocation for Corporate Yard is 52% of total 
expense

• Most expenses appear to be unrelated to water and wastewater
• This is well over ½ of total PW expenses - Seems high given 

the number of other responsibilities (Streets, public 
buildings, parks, landscaping, homeless cleanup)

• Discussion at the last Oversight meeting included 
estimates for much lower numbers in reality (work in
progress)

• Given the requirement that any charge be able to 
demonstrate a nexus to services delivered, charging 
rate payers for budgeted expense in departments like 
City Manager where the position is vacant is clearly in 
violation the law. 

.



Key Prop 218/26 Rules for Water & Sewer 
Utilities - Pipes and Pumps
• Use Restriction

• Revenue may only be used for the purposes for which it was collected
• No diversion to administration unrelated to delivering services

• Cost of Service Requirement
• Cannot exceed funds required to provide service
• Must be proportional to cost of serving an individual parcel
• Must have a specific service nexus, repair equipment, billing etc. 

• No Cross-Subsidy
• No using utility revenue to subsidize unrelated general fund expenses

• Prop 26 defines burden of local government to prove:
• The charge is not a tax
• It does no exceed cost of service
• It is not used for general revenue purposes



What this means to Sebastopol

• The city must demonstrate:
• Admin/finance allocations are tied to actual services provided.
• Legal allocations reflect real legal services to the enterprise funds.
• Engineering allocations reflect actual utility engineering.
• Council/manager allocations are proportionate to utility-related work.
• No general fund shortfall is being backfilled by utility ratepayers.

• If not, it may violate:
• Article XIII D §6(b)(2) (no revenue exceeding cost of service)
• §6(b)(3) (no revenue for other purposes)
• Prop 26 burden-of-proof standards



CAP Methodology Too Complex – Not compliant with 
Proposition 218 and 26 

• The model is purpose built to correctly allocate overhead costs to 
departments that may be subject to a Federal Grant.  
• Overhead is specifically described in the documentation
• Overhead is allocated not once by twice maximizing the charge to water and sewer 

rate payers
• The stated premise of the model is: “Allocated costs must comply with 

OMB 2CFR 200 –Uniform Administrative Requirements, Cost Principles 
and Audit Requirements for Federal Awards”
• Proposition 218 and 26 provisions of law unrelated to Federal Awards
• Using the premise of Federal Direct Cost modelling does not address the fact that 

only costs directly related to delivering services to each property may be charged
• Direct costs can be directly budgeted without a model



Simpler Idea – Direct Charge most costs 
allocate only a few
• Identify FTE fully dedicated to water and wastewater – budget 

directly to enterprises – reconcile actuals at year end
• Finance – based on billing task spreadsheet

• 1.5FTE – .75 each to water and wastewater
• Public Works – (preliminary estimate K. Haug)

• 3.0 FTE – 1.5 each to water and wastewater
• .5FTE Supervisor - .25 each to water and wastewater

* FTE shown are examples based on March 2 Oversight committee discussion – used 
to demonstrate the direct charge method……



Allocations 

• Departments that impact Water and Wastewater Services
• Finance/Admin

• Allocation of accounting costs such as financial software and audit - proportionate to the use by General 
Fund and Enterprises 

• HR contract services proportionate to 5.0 FTE/Total City FTEs (include dedicated PW employees) 
• Office supplies proportionate to 1.5 of 4.0 FTE in Admin/Finance

• Public Works
• Corporate Yard expenses are city oriented – appropriate expenses appear to be currently directly 

budgeted in the Water and Wastewater Enterprises
• City Council/City Clerk

• Allocation % based on the number of agenda items(not on consent) as a % of total
• Salary and Benefits only – other charges unrelated to services delivery
• City Clerk time to prepare agenda items

• City Manager
• CM should track time on water and wastewater – budget can be estimate/actual charge based on actual 

at year end
• City Attorney/Engineer bill the city by projects on contract – direct charge water and 

wastewater based on billings



Proposed Allocation Plan



Annual Budget Process

• April-June
• Enterprise department budgets prepared with direct charges identified
• Allocated % applied to specific General Department Cost centers once 

department budgets are complete

• Mid-year Review
• Update direct expenses as with other departments
• Could update allocations based on significant changes to rationale 

• Year End 
• Update direct budgeted expense with actuals
• Allocated expenses updated based on departmental actuals
• Enterprise reserves calculated and assigned to Capital Funds as appropriate



Reference



Legal Cases helped to clarify the law
• Howard Jarvis Taxpayers Assn. v City of Riverside (1999)

• Confirmed water fees are property related fees under Prop 218

• Bighorn-Desert View Water Agency v. Verjil (2006)
• Water rates are subject to voter initiative repeal
• Citizens can challenge water rate increases

• Capistrano Taxpayers Assn. v. City of San Juan Capistrano (2015)
• Tiered rates must be justified based in increased cost to provide service at higher volumes
• Conservation pricing must be tied to cost
• You cannot charge higher tiers solely to penalize usage
• Many cities removed tier rate structures

• City of Palmdale v. Palmdale Water District (2011)
• Transfers from utility funds to general funds are highly restricted
• Must be tied to actual cost of services provided

• Jacks v. City of Santa Barbara (2017)
• Capital Planning is legitimate cost of service

• Plantier v. Ramona Municipal Water District
• Cost of service studies must support rate structures
• Agencies must demonstrate proportionality



Sebastopol’s 20 Year History of Fixed Expense 
Allocation

• Proposition 218 
discouraged this 
methodology beginning in 
1996

• % were applied to 
department operating 
budgets without being 
updated for 20 years



Example: FY 2019-20

• Methodology charged based 
on full department budgets

• Water/Wastewater rate 
payers charged for 75% of 
costs unrelated to water 
service: 
• Sales Tax/ UUT Audit
• All city accounting services
• Human resources
• Equipment Rental
• Allocated Insurance (also 

charged directly to water and 
wastewater)



24-25 Department Allocations Using First Updated 
Methodology in 20 Years

• 24-25 Finance Allocation - $632,702

• $372,058 Reduction in allocated expenses compared to prior year

• The exact link to water wastewater service delivery not clearly stated in the preamble nor in the actual model

• It appears that the engine of the model is still % of a departments operating budget with unspecified documentation for 
the %.



FY 25-26 Department Allocations – similar result – 
This Model Does  Not Work

• FY 25-26 Finance Allocation $641,648
• Estimate Actual expense based on detail hours per task - $225,548
• $418,000 overcharge to rate payers



Allocation Rules Directed By Law: Proposition 
218 and Proposition 26 
• These Propositions are well described in the California League of Cities 

Report 
• Proposition 218 “Right to Vote on Taxes Act” was passed in November 

of 1996.  It is now part of the California State Constitution
• Addressed growing practice by many local governments to shift from 

general taxes (which require voter approval) to fees, assessments and 
utility charges that did not require voter approval

• Voters voted to:
• Stop hidden or disguised taxes
• Require voter approval of most local taxes
• Protect property owners from unfair assessments
• Limit utility rates to the actual cost of service



Here are key clauses from Article XIII D that the courts cite 
most often in Proposition 218 utility rate lawsuits

• Section 6(b)(1)
• “Revenues derived from the fee or charge shall not exceed the funds 

required to provide property related service.”  (AKA water and sewer)
• Section 6(b)(3)

• “The amount of a fee or charge imposed upon any parcel shall not exceed 
the proportional cost of service attributable to the parcel” 

• Lawsuits have documented:
• Roseville and Fresno lost suits as they had not documented the actual 

costs of services.
• Capistrano lost a suit over tiered pricing – court ruled tiered 

“conservation” pricing violated proposition 218 because the tiers were 
not tied to cost. 



Courts Expect Documentation  

• Staff time
• Accounting hours
• Billing Costs

NOT
• X% of Department Budget
• X% of City Overhead
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