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LOMPOC
City Council Agenda Item
City Council Meeting Date: December 2, 2025

TO: Honorable Mayor and Members of the City Council

FROM: Jeff Malawy, City Attorney
jmalawy@awattorneys.com

SUBJECT: Status Update on Plan for Repayment of 2023 Interfund Loan from Water
Fund to the Solid Waste Fund, and Legal Analysis of Proposition 218 and
26 Compliance

Recommendation:

Staff recommends the City Council receive and file this report.

Summary

Per the City Council’s request at the October 7, 2025, meeting, this memo provides an
update regarding the status of repaying a 2023 interfund loan from the City’s Water
Enterprise Fund (Water Fund) to the Solid Waste Enterprise Fund (Solid Waste Fund)
and evaluates whether such loan complies with the Lompoc Municipal Code (LMC) and
Propositions 218 and 26. So long as the City’s water rates at the time of the loan in 2023
did not exceed the cost of service and so long as the Water Enterprise Fund had sufficient
revenues to cover the interfund loan until it was repaid, thereby not requiring an increase
in water rates, a court would likely determine that the interfund loan was not a violation of
Propositions 218 or 26.

Background

On April 19, 2022, the Lompoc City Council adopted Resolution Nos. 6491(22) and
6492(22) expressing the City Council’s intent to issue and sell tax-exempt bonds to
reimburse advances made from the City’s Electric Enterprise Fund and approving an
interfund loan from the Electric Enterprise Fund to the City’s Solid Waste Fund of
approximately $5 million to pay for expenses associated with the design, engineering,
and construction of regulatory mandated stormwater and drainage improvements to the
City’s landfill.

At the March 7, 2023, City Council meeting, after having completed the project design
and competitive bidding processes for construction and construction management
services, the City Council adopted Resolution No. 6565(23). Resolution No. 6565(23)
expressly superseded Resolution No. 6492(22) and provided for the internal loan to be
funded by the City’s Water Fund instead of the Electric Enterprise Fund. It also approved
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an updated interfund loan amount of $7.1 million based on the bids received from the
competitive bidding processes, and again expressed the City Council’s intent to repay the
interfund loan with proceeds from tax-exempt debt financing. Resolution No. 6565(23)
provided that the initial advance from the Water Fund would be subject to an interest rate
of 0.559% per annum, consistent with the Solid Waste Enterprise’s CalRecycle financing,
and that the loan would be repaid once future debt proceeds were received by the City to
refinance and reimburse the loan. The Resolution also required establishment of longer-
term repayment terms in the event the City did not secure debt financing to repay the
interfund loan.

Plan for Refinancing

In order to qualify for tax-exempt debt refinancing, the refinancing of the interfund loan
must comply with Internal Revenue Service (IRS) regulations. Applicable IRS regulations
require that the City adopt an “official intent” not later than 60 days after payment of the
original expenditures being reimbursed and also requires that the reimbursement bonds
be issued no later than 18 months after the later of the date the original expenditures are
paid or the date the project is placed in service, but not more than 3 years after the original
expenditures are paid. See 26 CFR § 1.150-2, et seq.

For purposes of understanding the timeline for completing the refinancing, the following
dates are relevant: (1) the original expenditures being refinanced were paid on March 17,
2023, (2) the landfill project was completed on June 28, 2024, and (3) the City accepted
completion of the Project on November 18, 2024. Based on advice from the City’s bond
counsel and tax advisors, it is appropriate for purposes of complying with the IRS
regulations, to use the date of the City’s acceptance as the in-service date. This means
that the reimbursement financing must be completed no later than March 17, 2026, which
is 3 years from the date the initial expenditures were made.

City staff is currently proposing to repay the interfund loan with long-term financing using
a lease/leaseback structure, a borrowing tool commonly used by California cities for long-
term capital financings. Under the lease/leaseback structure, the City will lease the landfill
property to a lease counterparty to be engaged by the City for this purpose, the Public
Property Financing Corporation of California (Financing Corporation). The City will
simultaneously sublease the leased property back from the Financing Corporation in
exchange for semi-annual lease payments paid by the City to the Financing Corporation,
which will be assigned by the Financing Corporation to the lender.

Under the lease/leaseback financing structure, the City will enter into a site lease (Site
Lease) with the Financing Corporation, under which the City will lease the landfill property
to the Financing Corporation in return for an upfront Site Lease payment equal to the
principal amount of the financing, which will be sized to be sufficient to reimburse the
Water Fund for the interfund loan used to pay the costs of the project and to pay financing
costs. The Site Lease payment will be provided by the lender under the Assignment
Agreement. The City will also enter into a sublease agreement under which the City will
sublease the landfill property back from the Financing Corporation, and will be obligated
to make semi-annual lease payments to the Financing Corporation, which the City agrees



December 2, 2025
2023 Loan from Water to Solid Waste
Page 3 of 5

to budget and appropriate each year, in return for the use and occupancy of the landfill
property. Lastly, the Financing Corporation will assign all of its rights to receive all lease
payments under the sublease agreement to the lender, in return for the lender's
agreement to fund the upfront Site Lease payment under the Site Lease.

The sublease/refinancing is expected to be secured by the City’s covenant to budget and
appropriate General Fund revenues sufficient to pay lease payments each year, but City
staff anticipates that payments will ultimately be made from Solid Waste Enterprise
revenues so long as revenues collected are sufficient. The lease/leaseback structure
creates an annual obligation of the City’s General Fund and is not subject to California’s
Constitutional debt limitations.

All financing documents will be presented to the City Council for approval. According to
City staff and the City’s municipal financial advisor for this refinancing, staff is planning to
bring the lease/leaseback refinancing structure to City Council for consideration on
January 20, 2026, with closing on the refinancing targeted for February 4, 2026.

Was the Interfund Loan Allowed under the LMC and Propositions 218 and 267

Lompoc Municipal Code (“LMC”) § 3.20.110 allows City Council to “transfer or loan
unencumbered and uncommitted money” from any of the Funds described in Chapter
3.20 of the LMC to any other funds by resolution, minute order, or approval of the annual
budget. The funds identified in Chapter 3.20 include the City’s Water Enterprise Fund,
and as discussed above, the City Council approved the interfund loan by resolution. For
this reason, the interfund loan from the Water Fund was authorized under the LMC.

The City Council has also asked whether the interfund loan from the Water Utility Fund
to the Solid Waste Fund was a violation of Proposition 218 or 26 to the California
Constitution. Prop. 218, approved by the voters in 1996, added Article XllI C and Article
Xl D to the California Constitution. Article Xl C established new requirements for
imposition of general and special taxes adopted by local governments. Article Xl C §2(b)
provides that no local government may “impose, extend, or increase” any general tax
(defined as a “tax imposed for general governmental purposes”) until that tax is submitted
to the electorate and approved by a majority vote. It also provides that special taxes may
not be imposed, extended, or increased until approved by a two-thirds vote of the
electorate.

Article XIII D applies to the establishment of new property-related assessments, fees, and
charges, imposed based upon a special benefit conferred upon real property or for receipt
of a property-related service. Article XIII D § 6 established new procedures for adoption
of property related fees and charges, including provision of mailed notices and a public
hearing. Subsection (b) of Art. XIII D § 6 requires that revenues from a property-related
fee or charge “shall not exceed the funds required to provide the property related service”
and also “shall not be used for any purpose other than that for which the fee or charge
was imposed.” Under Prop. 218, fees imposed for water, sewer, and solid waste
collection services may be imposed without voter approval.
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Proposition 26, adopted by the voters in 2010, added a definition of “tax” in Article XlII C,
Section 1, of the California Constitution, providing that a “tax” means “any levy, charge,
or exaction of any kind imposed by a local government” but specifically excludes property-
related fees adopted in accordance with Article XIlI D of Prop. 218.

In Howard Jarvis Taxpayers Assn. v. City of Roseville (2002) 97 Cal.App.4t 637, though
the court ultimately determined that the fee at issue did not meet the requirements of
Prop. 218, the court did recognize that in establishing a property-related fee, “what it costs
to provide such services includes all the required costs of providing service, short-term
and long-term, including operation, maintenance, financial, and capital expenditures.” Id.
at 647. More recently, in KCSFV I, LLC v. Florin County Water Dist. (2021) 64 Cal. App.5®
1015, 1029, the court recognized that “reserves may appropriately be included as a
component of a property-related fee.” In short, the City’s water rates may include not only
the City’s operating costs, but other costs and amounts needed to fund the City’s future
water system maintenance and capital costs.

With respect to the second requirement under Prop. 218 applicable to this analysis, that
revenues collected “shall not be used for any purpose other than that for which the fee or
charge was imposed,” though there are not any published California court decisions on
point, the somewhat recent unpublished opinion of the Fourth District Court of Appeal in
Howard Jarvis Taxpayers Assn v. Coachella Valley Water Dist. (2023) 2023 WL 1878994,
is instructive with respect to how a court may evaluate whether an interfund loan funded
by property-related fees collected for a specific purpose violates Prop. 218. In this case,
the court found that “because the loan did not result in the imposition or increase of any
water rates or charges” that Propositions 26 and 218 did not apply. The court went on to
say, “California’s voter initiatives limiting local governments’ taxing authority apply to
revenue raising activities, not spending or the budget process.” (Citing Citizens for Fair
REU Rates v. City of Redding (2018) 6 Cal.5th 1). In the Coachella Valley Water District
case, the District made use of an interfund loan “to avoid incurring the higher interest and
other debt expenses associated with borrowing from a third party.” Ultimately, because
the interfund loan did not result in increased water rates to make up for the revenues
transferred and because the fees charged the District's domestic water customers were
not disproportionate to the cost of service, the court determined it had not violated
Propositions 26 and 218.

Here, so long as: (1) the City’s water rates were based on the cost of providing water
service, including all operating, maintenance, and capital costs, (2) the City’s Water Fund
had sufficient reserves or revenues to fund the interfund loan, and (3) the transfer of such
funds to the City’'s Solid Waste Fund did not result in an increase in water rates as a
consequence of such loan, the interfund loan would not be a violation of the Propositions
218 and 26.

Based on information provided by the City’s Management Services Director and Finance
Department, the last water cost of service study was performed in 2012 to 2013 with new
rates being adopted and implemented in 2013. The 2012/2013 cost of service study
contemplated additional rate increases in 2014 through 2017, however, rate adjustments
were only adopted for 2014 through 2016. This means that at the time the interfund loan
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from the Water Fund to the Solid Waste Fund was approved, the rates were based on an
approved cost of service study. In 2023, the Water Fund had sufficient revenues to fund
the interfund loan to the Solid Waste Fund without the need for a rate increase, as
evidenced by the fact that no rate increase has been adopted for the Water Fund since
that time to raise additional revenues for the City’s Water Utility. Though the City is
currently planning to perform an updated cost of service study, the interfund loan will be
repaid with interest and is not a driver for the need for updated water rates. Instead, any
potential need for the updated water cost of service study would simply be attributed to
the fact that the previous study was completed in 2013.

Respectfully submitted,

W=

Jeff Malawy, City Attorney
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