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MODERNIZING FINANCIAL MANAGEMENT FOR
HUNGARIAN LOCAL GOVERNMENTS

SECOND YEAR SEMINAR: NOVEMBER 5-6, 1997

This report briefly describes the November seminar on Modernizing Financial
Management for Hungarian Local Governments. The program aims at training Hungarian
local govemment finance officers to improve bUdgeting and financial management within
their cities. The November seminar was the fourth seminar of the second year program,
which extends from June 1997 to March 1998.

The agenda, list of participants, and course material are included in Annex A.
Twelve local governments attended the November seminar some from large cities like
Debrecen and Szekesfehervar, but the majority from smaller towns. Table 1 shows the
list of local governments who have attended the second year seminars so far.

NOVEMBER 5, 1997

Mr. J6zsef Hegedus (Metropolitan Research Institute (MRI)) welcomed the
participants to the seminar, then Ms. Ritu Nayyar-Stone (the Urban Institute (UI)) and
R6bert Kovacs (MRI) evaluated the homework assignments (from the September seminar)
submitted by the participants.

Ms. Nayyar-Stone gave feedback on the performance measurement assignment
returned by two participating local governments. One had chosen the city management
sector, public sanitation sub-program, to develop strategic goals, different alternatives of
achieving the goal, the criteria to select alternatives and finally various performance
indicators. The second city had focused on the sub-program of road construction. Using
the answers provided by the cities, Ms. Nayyar-Stone made suggestions which could
clarify the cities goals and objectives to the citizens, and fine tune the performance
indicators.

Mr. R6bert Kovacs gave feedback on the forecasting assignment returned by the
participants. After his presentation, the representative of Szekesfehervar said that thIS
homework had not been a problem for them, since they had prepared the first homework
in a similar structure. However, this homework helped them to rethink the financial
management of theIr local government from a completely new perspective. Unfortunately,
the return date for the homework had not synchronized with the deadline for the
preparation of city's budget policy/concept, therefore some of the important elements of
the policy had not been included in the returned homework.
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Panel Discussion: BUdget Concept Preparation

The panel comprised of Mr. J6zsef Keri from Szolnok, Mrs. Krajs6czki from Szentes,
and Mrs. KOrthy from POspokladany.1 The moderator was Mr. HegedOs. The objective of
the panel was to discuss the preparation and content of the local government annual
bUdget concept, which is required by law by end November. The budget concept
introduces policy makers and citizens to the economic condition of the municipality, and
policies being considered by the local government for the next year's budget. Szolnok,
Szentes and POspokladany had previously used the budget concept to introduce council
committee members and citizens to the process of budget reform being initiated by the
city, and its use of a program budget for the next year. The panel specifically aimed at
addressing the following questions:

• Can the procedures/concepts learnt at the training seminars be used and
included in the budget policy?

• What considerations can sector representatives present to politicians at the city
councils discussion of the budget concept?

• To what extent does the budget policy tie the hands of those preparing the
budget?

Mr. Keri presented the 1998 budget concept of Szolnok. He stated that the staff
preparing the bUdget concept assume a large responsibility especially before
elections-they must specify the "load-bearing capacity" of the city to politicians. Thus
Szolnok's budget policy does not include any specific proposals, and presents only the
limitations and facts that will have to be considered when preparing the budget. Using the
colored graphs and charts in the budget policy document, committee members can
analyze the changes in, and the internal structure of the credit portfolio and revenues of
the city. The bUdget concept is therefore based on facts, and usually not subject to any
argument. However, topics of conflict can be: (1) proposals to eliminate some activities
in the city, and (2) financing, priorities, and feasibility considerations of planned capital
investments for the fiscal year.

Mr. HegedOs commented that the Szolnok bUdget policy fails to include guidelines
about the load-bearing capacity of citizens, manageable debt burden and local tax policy.

Mrs. Krajs6czki remarked that the scheduling of this year's budgeting seminars are
very much in line with the local governments' work in their cities. They can use concepts
mentioned at the seminar, and homework exercises, when they prepare the budget for the

1 All three individuals are head of the finance department in their respective jurisdiction.



Mrs. Kurthy explained that Pusp6kladany had already prepared a program budget
for secondary education and the communal sector in their 1998 budget. They want their
1999 budget to include program budgets for the social and health sectors. Mrs. Kurthy
stated that her discussions and exchange of experiences with the experts from Szentes
are extremely useful, and hopes to maintain that discussion in the future as well.
Pusp6kladany anticipates that program budgeting will help them achieve financial stability
in the sectors following a program budget format, and improve service quality.

city. They find group exercises specifically important, since they can learn about the
experiences of other cities in relation to the specific problems discussed. The 1998 budget
policy of Szentes will be presented to the city council before November 30. Legal
regulations give flexibility to the content for the budget policy, therefore lessons learnt at
the seminar can be fully used for bUdget preparation. The city of Szentes has the same
view regarding the content of the budget policy as Szolnok. They do not want to present
any data or proposals to council members in this phase either. They want to inform
decision-makers only about facts and financial processes that characterize the city's
financial management, as well as other internal structural relationships.
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Following the panel presentation the representative of Szekesfehervar agreed with
Mr. Hegedus's comment on the Szolnok budget policy, saying that the budget concept is
too general. Szekesfehervar's budget concept also includes the demands for the given
fiscal year. This enables reaching a consensus, and finalizing proposals for balancing the
bUdget. In response, Mr. Keri maintained his previous position, reemphasizing that it
would not be useful to include strategic positions and principles in the budget concept,
since the city has several hundred resolutions, that could be included in the budget
concept. This would deprive the budget concept from its most important Virtue-being
concise.

Sources of Capffal BudgeYng

This presentation was made by Mr. Hegedus. He stated that a capital budget
defines the financial management of municipalities for several future years, and is different
in that respect from other budgets. Capital bUdgeting is an important topic in the
Modernizing Financial Management for Hungarian Local Governments program, and is
closely associated with a number of important and useful concepts-cash-flow analysis,
various capital market analyses, etc. The following issues were raised in Mr. Hegedus's
presentation:

• How does a capital bUdget fit into the overall capital investment policy of a
municipality?



4
East European Regional=

Housing Sector Assistance Project ""'"

• Municipalities finance a small part of capital investment projects implemented.
A larger part is financed by private firms, households and from the central
budget. How can capital budgeting be linked to these other sources of funding?
Can it influence them?

• Maintenance and operation are an important element of capital investments. It
is a frequent problem that these areas are overlooked, which leads to a
deterioration of assets and an unavoidable need of serious interventions later.

The following maintenance strategies are available to local governments:

- "Fire fighting",
- Replacing critical elements,
- Overlapping capital investments with other projects, and
- A consistent strategy of replacement.

The relationship between the municipality and municipal institutions is especially
important with regards to capital investment projects. Capital investment projects can be
either short term, or long-term, with respect to the period for which funds have to be
invested; and cost reducing, or cost increasing, with respect to operating costs. The
central subsidyltransfer system can create certain distortions in capital investments. They
are: (1) over investment, (2) building of excess capacity, and (3) neglection of local
priorities.

The Need for Capita/Improvements Planning and Budgeting

This presentation was made by Mr. Philip Rosenberg (consultant to UI). Mr.
Rosenberg started his presentation by discussing the dilemmas of infrastructure
investments. For example, should a local government renew or maintain an existing
infrastructure system, or should it expand the system? Should the government undertake
some spectacular or high public interest investment, or investment of same importance
which is not as visible?

Mr. Rosenberg's presentation was covered the following points:

• The importance of separating the capital budget and operating bUdget.

• Fundamental differences between capital bUdgeting and the traditional process
of preparing capital investments.
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- Focuses on the needs and goals of the community
Facilitates budget preparation and a more favorable valuation of bonds
Sets rational priorities
Help co-ordination among programs
Strengthens the continuity of capital investments
Directs growth and stimulates economic development
Motivates to maintain existing infrastructure
Minimizes land acquisition costs
Improves co-operation between central and local governments and
increases central transfers received

• The definition of capital goods varies by communities; it should be decided
locally what items are worth including in the capital budget. According to Mr.
Hegedus, this issue is regulated by the Accounting Act, therefore local
classifications do not make too much sense. The city of Debrecen also agreed
that the size of the budget will determine which areas should be included in the
capital budget. Debrecen has a bUdget of HUF 16 billion, therefore items
included in their capital budget will be long-term large investments compared to
a small city or a village. According to Mr. Hegedus, a capital budget should
cover everything that is specified by law.

• The process of capital improvements planning and budgeting involves: (1) a
long range capital plan, (2) a capital improvements program, and (3) an annual
capital budget.

Financing Alternatives and Municipal Debt Capacity

Mr. Richard Raphael from Fitch IBCA, Inc. New York, made this presentation. He
stated that municipal bond issuance is a prosperous business in America with a turnover
of USD 200 billion. This is a new perspective for American banks and municipalities, and
has lead to the requirement of new procedures in bond issuance-credit rating, credit
worthiness analysis, and major credit worthiness indicators.

There are generally four major rating factors in municipal ratings: (1) debt/capital,
(2) economy, (3) financial operations and conditions, and (4) management. These factors
are not viewed in isolation, but interrelate with each other to determine a rating. Some
are within the municipalities control (financial and debt management, planning, and
financial results) while in others the control is lacking (macro economic and financial
policies of the central government, regional and local economies).

1
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Positive operating profit, preparation of a long-term budget, and inclusion of control
tools are important factors of credit worthiness. Creditors are usually interested in a
municipalities' overall economic outlook, the composition of their assets and capital
incomes, and the status of assets and items of property, since these factors influence a
municipality's present and future ability to pay. PreViously in America, only financially
troubled municipalities use to prepare several-year forecasts about their financial
management. .. Currently, however, more and more municipalities tend to prepare
forecasts in order to create or maintain creditworthiness. A creditor (bond-holder)
considers the following instruments as guarantee?

- General obligation bonds
- Special taxes
- Revenue bonds

Property tax is perhaps the most secure, predictable, and-due to the possibility of
lien-easy-to-enforce revenue for municipalities.

Finally, Mr. Raphael illustrated the concepts in his presentation through an example
of credit worthiness analysis for New York city.

Mr. Raphael's presentation generated the following remarks and questions. Mr.
Hegedus remarked that banks in Hungary are not interested in the status of infrastructure
(e.g., roads) belonging to a municipality. Inquiries about such issues may seem strange
to municipalities here. Mr. Raphael explained that roads in bad repair may lead
municipalities into a very difficult situation-forcing them to borrow. This is why the status
of roads (or other infrastructure) must be taken into consideration for a credit worthiness
analysis. Ms. Nayyar-Stone questioned the application of credit worthiness to very small
communities who may lack adequate coverage for taking out loans. Mr. Raphael
explained that borrowing small communities tend to join their efforts and create the
necessary coverage together, to finance the implementation of programs that serve
common goals or interests.

NOVEMBER 6, 1997

The second day of the seminar started with a case study.

Training Session I: Financial Policy and Project Financing

Mr. Hegedus explained the practical exercise, then participants broke up into three
groups to work on the case study. There were two parts to the exercise: (1) establishing
guidelines about loans, local taxes and user fees for a hypothetical "Average City" to



undertake necessary capital investment. (2) identifying financial resources to carry out
investment and considering best alternatives based on the guidelines decided in part one
of the exercise. The exercise was evaluated by Mr. Hegedus and Mr. Kovacs.
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Impact Analysis

The exercise was followed by Mr. Mihaly Lados's (Hungarian local trainer)
presentation on Impact Analysis-Techniques for Capital Investments. A continuous cost­
benefit evaluation of capital investments is essential in the phase of preparation, course
of implementation. and completion of the project. The positive and negative impacts of
the investment on other areas should also be analyzed. Mr. Lados used the example of
industrial parks to illustrate a cost-benefit analysis, and asked the participants what costs
and benefits could be incurred by a municipality when embarking on such a project. The
responses were as follows:

Costs: (1) waiving the business tax, (2) offering the land free of charge, and (3)
infrastructure development on the land. Benefits: (1) financial aids and income
supplement allowances saved, (2) business taxes (3) the part of PIT that remains with
the municipality, (4) increase in value to some assets and (5) possibly bUilding tax. Mr.
Hegedus also remarked that as an indirect benefit, demand with ability to pay will
increase, consumption will grow and retail trading will be stimulated. Mr. Lados then
concluded his presentation with the "Amoeba Industrial Park Program" case study.

Ranking, Rating Models and Organizational Issues of Decision-Making

This presentation was made by Ms. Katalin Pallai (Hungarian Local Trainer). One
of the most effective tool of decision-making on investments is the decision-matrix
especially applicable to prioritizing projects competing with each other. However a
decision-matrix has its limits because although it is an excellent preparatory tool for
decision-making, decisions themselves are made by politicians. When compiling a
decision-matrix, one should use the following criteria:

Financial impacts
Impacts on sector policy
Economic impact
Environmental impact
Ability to plan
Distribution impacts
Consequences of delay
Links to other interventions
Political price/benefit
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Scores are then given to each project for each criteria.

Guest Speaker

The guest speaker was Mr. Peter Szegvari from the National Regional
Development Council. Mr. Szegvari explained that members of the County Development
Councils are not elected officials, rather they are delegated by: (1) municipalities, (2)
economic chambers, (3) the central government, (4) employers, and (5) employees.

The most important task of this Council is to adopt county-level development
concepts and implement them among municipalities. In the course of that activity,
Councils are authorized to distribute 7-8 percent of the central development funds at their
discretion, and give priority to grant applications that contain a commitment by
municipalities to use some of their own funds as well. At a national average, the HUF 9
billion distributed last year covered 70 percent of the projects. while the remaining 30
percent was financed by municipalities from their own resources.

This year HUF 8 billion of the total HUF 15 billion available to County Development
Councils was earmarked for disadvantaged regions. In 1998, the National Regional
Development Concept will be prepared, and, as a result, funds will be distributed under
a long-term strategy and in line with priorities set under that strategy. The Hungarian
Development Bank has operated from January 1, 1997, and focuses mainly on creating
funds for regional development programs, in two areas:

• The bank facilitates the influx of venture capital for municipal undertakings.

• It makes long-term loans at favorable conditions to municipalities,which
therefore do not have to take out commercial loans.

In order to submit successful loan applications, municipalities will have to focus on
two things:

• Thinking in terms of the region, and intense co-operation within the region.

• Developing detailed programs (business plan, etc.).

As of next year, municipalities can make grant applications for 3-5 year projects,
and the requirement about restricting the project to the same fiscal year will be abolished.

Training Session 1/: Exercise on Prioritizing Capita/Improvement Projects

Ie



This exercise was conducted and evaluated by Ms. Pallai. Participants were
required to fill in a decision matrix which would help them prioritize different capital
improvement projects for a hypothetical city.
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Feedback: Local Government Plans for the 1998 Budget Document

The moderator for this session was Mr. HegedOs, and the objective was to get the
participants feedback regarding the usefulness of the training seminars and the extent to
which lessons learnt at the seminar would be incorporated into their 1998 budget.

The opinions of Szolnok, Szentes, and PDspokladany regarding the usefulness of
the seminars and plans for the 1998 budget had been presented the previous day during
the panel discussion on the budget concept. They had nothing new to add.

Representatives from Szegvar stated that their participation in the program had
been extremely useful. Their budget concept for the 1998 budget incorporates only a few
new elements about the social sector--examining revenue alternatives and decreasing
expenditures. Their objective was to prepare a program budget for the social sector with
the help of Szentes for 1999.

The representatives of Csongrad were particularly interested in the presentation
on capital budgeting, since the city plans to launch substantial capital investments next
year. The city also planned on preparing a program budget for education for 1999.

Nagyk6ros stated that they have prepared a program budget for the educational
sector based on examples learned at the USAID training seminars. Their budget concept
has also been prepared in a style similar to Szolnok's. Other new elements in the 1998
budget would be standardization of the planning process, and a more transparent budget.

Oroshaza stated that they have also prepared a budget concept that is similar in
content to that of Szolnok. At present, road construction and waste water treatment are
the most important capital investments, and the city plans to implement these projects
based on a capital budget. The 1998 budget will present the city management sector as
a program budget. The city also intends to use the various impact analysis techniques
learned at the training seminar in evaluating the possible renewal of some of the
municipal institution buildings.

The representatives of Nagykanizsa said that education has undergone a
substantial change in their city in the past couple of years, resulting in greater effiCiency
and quality of educational institutions. Nagykanizsa has revised the number of staff in this
sector and reallocated funds based on a sector analysis. The system of city management
has ample room for improvement, and the city will use lessons learnt at the training
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seminars when improving that system. They will prepare the 1999 budget for the social
sector as a program budget. As far as capital investment is concerned, the city has
undertaken too much compared to its "load-bearing capacity" in the past few years,
therefore does not intend to embark on any major investment projects in the coming
years.

Szekesfehervar's budget for 1998 will not present any sector as a program budget.
However, several financial management techniques learned at the training seminars will
be incorporated in their budget: (1) presentation and consideration of several revenue
alternatives so as to balance their budget. (2) detailed analysis of changes in the structure
of expenditures, and (3) proposals for possible government interventions in critical
issues. The city also considers it an important achievement that forecasts have been
included in the budget concept.

The representative from District 6 of BUdapest had mixed feelings about concepts
presented at the training seminar. On one hand. he was envious of cities for their
independence and autonomy in preparing their budgets. On the other hand. he was
satisfied to a certain extent that District 6 does not have to face certain problems
particular to cities. Characteristically, finance people are usually not sensitive to the
problems the of the social and health sectors: they do not take the trouble to get familiar
with the internal peculiarities of the sectors, and exclude sectors from the decision-making
processes. A benefit of the training program was to enable sector heads and officials to
defend their arguments in a more spectacular and efficient way, and to better represent
their interests against financial managers.
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• Table 1
List of Cities Participating in the Second Year (1997-1998) Seminars on Modernizing Financial
Management for Hungarian Local Governments

May June September November

• No. Cities Population 14-15,1997 18-19,1997 24-25,1997 14-15, 1997

1. Budapest District VI 23,246 ,/ ,/ ,/

2. Csongrad 19.112 ,/ ,/ ,/ ,/

• 3. Debrecen 210,143 ,/ ,/ ,/ ,/

4. Eger 61,400 ,/ ,/

5. Godollo 29,761 ,/ ,/ ,/

6. Hajduszoboszl6 23.387 ,/ ,/ ,/

• 7. H6dmezQvasarhely 49,901 ,/ ,/

8. Karcag 22.637 ,/

9. Kazincbarcika 34,759 ,/ ,/ ,/

• 10. Kecskemet 105,058 ,/ ,/ ,/

11. Nagykanizsa 53,353 ,/ ,/ ,/ ,/

12. Nagyk6ros 26,646 ,/ ,/ ,/

• 13. Oroshaza 34,600 ,/ ,/ ,/

14. Puspokladany 17,000 ,/ ,/ ,/ ,/

15. Szegvar 5,285 ,/ ,/ ,/ ,/

• 16. Szekesfehervar 107,181 ,/ ,/ ,/ ,/

17. Szentes 33,000 ,/ ,/ ,/ ,/

18. Szolnok 81,500 ,/ ,/ ,/ ,/

•

•

• \:>
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Mayor's Office. Ha]duszoboszlo

14 Edina Kerdo
tralllee
Mayor's Office. HOdInezovasarhely

16. Janosne La]tos
group leader
Ma~or's Office. Karcag

18. Mrs Gatszegi Gertrud Goronta~

finance officer
Mayor's Office, Nag)'kamzsa

20 Ferencne Hollo
finance staff
Mayor's Office. Nag)'koros

34 ]ol.sef I\.hszlar

Ma~or's Office, Orosh:iza

24 Istyan Mate

Ma~'or's Office. OroshaLa

2(, dr !\.l:ina TasnadIne Galambos
budget office manager
Ma\ or s Office Szckesfeheryar

2X Liptak Janos
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managcr. city managcmcnt
Mayor's Officc. Sl.cntcs

29. Mrs Maria Lcncscnc Szalontal
manager. social pohcy dcpartmcnt
Mayor's Office. Szentcs

31. Ibolya VCgh
notal)'
Mayor's Office. Szegyar

Advisors

33. Marilynne B. Da\'is
am·i~or. clly management
The Urban Inslilule. Budapest

35. Ritu Nayyar-Stone
am·isor. muniCipal finance
The Urban Institute. USA

37. Margaret M. Tabler
am·isor. rnumclpal finance
The Urban InstItute. Budapest

39. Barati Izabella

The Urban Institute. Budapest

* I. Keri Jozsef
manager. finance department
Mayor's Office. Szohtok

43. Mrs Ensebet Krajovszki
group leader
Mayor's Office. Szentes

*5. Mihaly Ladas
research fellow
MTA RKK, Gyori Regiomills Kutato. Gyor

*7. JozsefHegedus
am·ISOT. 111umclpalilles
Metropolitan Research InstIllItc

-19 Andrea Dcak
assistant
ICMA. Debrecen

5 I Robert Kovacs
fello\\
Metropolitan Research [nslllute

53 Zsolt Patakl
fello\1
Mctropoht:1ll Research Instltutc

managcr. technical dcpartmcnt
Mayor's Officc. Sl.entes

30. Gal Antal
manager. Family Help Center
Mayor's Office. Sl.el1les

32. Imre Balogh

Mayors Office. Szeg\':ir

3*. Richard 1. Raphael
Fitch Im'estor Seryice. LP

36. Phihp Rosenberg
adyisor. mumclpal finance
The Urban InstItute. USA

38. Katharine Mark
am'lsor. muniCipal finance
The Urban InstIlute. Budapest

*0. Dr. Charles Z. Jokay
DIrector
The Urban Institute. Budapest

*2. Peter Laszlo

Mayor's Office. Szolnok

**.Mrs Kiirthy
manager. municipal finance management
Mayor's Office. Puspbkladany

*6. Katahn Pallai
am'lsOT
Mayor's Office. Budapest

48. Istvan Menyhart

Mayor's Office. Szolnok

50 Peter Szeg\ an

MU1IStl) of Em lfonmel1l ProtectIOn and Urban
Dc\ elopll1ent

52 Andrea Tonko
fello\\
Metropohtan Rcscarch Inslllllte
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Homework Feedback on
Performance Measurement

•-.... ..~

CITY A

PROGRAM: City Management

SUB-PROGRAM: Public SanTlation

•

•

•

•

GOAL OF SUB-PROGRAM: Improving the general feeling
ofthe population and motivating people to he more
concerned ahoul cleanliness by mamtaining a proper level
ofcleanlmess (ithe roads, srdel,ralks and squares rn the crty.

[Suggestion: Residents will have access to a higher level of
cleanliness of roads, sidewalks and squares of the city, which
will improve their satisfaction with this service.]



CITY A

SUB-PROGRAM OBJECTIVE: [Suggestion: By the end of
fiscal year 1998, 90 percent of the citizens will be sati sfied
with the level of public sanitation/cleanliness.]

DIFFERENT ALTERNATIVES OF ACHIEVING
THE GOAL:
1. Increa.\·mg the scope ofservice provision.
2. Motivate citizens to do participate hy providing a good
quality ofservice.
3. Provide adeqllatefllnd\'for the task to he performed.

..... -I. Effect the management structure ofthe orgamzation
:~ .-~'. performing the task.

CITY A

THE CRITERIA TO SELECT ALTERNATIVES:
1. Extent to which the municipality can influence the
organization performing the task.
2. Complying wah the objectives ofemployment polley ofthe
city by employmg local employees.
3. Complying wah environmental regulations.

THE PROPOSED ALTERNATIVE: HaVing thefzmctlOJ1
pe,:lormed b}' a contractor which undertakes the acll1evemenl
qlthe goal consrderrng the above crrtena.

PERFORMANCE INDICATORS: INPUT MEASURES:
1. The nzail.her (?f emp!cJJiees and the wage cost.
2. the cost (?lprocessrng the waste collected m puh/rc areas.



•

•

•

•

•

•

CITY A

OUTPUT MEASURES:
1. The Size ofroad surface cleaned in square meters.
2. The proportion ofregularly cleaned public areas.

OUTCOIv1E MEASURES: [Suggestions]
I. Percent of streets rated acceptably clean
2. Percent of scheduled collections missed.
3. Average customer satisfaction rating.

EFFICIENCY MEASURES:
1. Cost per one square meter ofcleaned area.
2. Costs per one square meter ofcollected waste.
4. Cost per customer served.
5. Tons of solid waste collected per employee.

•-.:; .. ;

CITYB
PROGRAM: City Management

SUB-PROGRAM: Road Constmction

•

•

•

•

STRATEGIC GOAL: Road constructIOn is neededjor high
heavy trucks over 3.2 meters, since the eXisting Imut ofthe
raIlway bridge is too low for them. _

[Suggestion: To provide safe and well maintained roads at
minimum cost to the citizens.]

SUB-PROGRAM OBJECTIVE: [Suggestion: By the end of
fiscal year 1999 construct x kms of road for heavy tmcks over
3.2 meters.]



2. Applications
-I. Concession investment.

CITYB

DIFFERENT ALTERNATIVES OF ACHIEVING THE
GOAL:
1. Own resources
3. Entrepreneurs

[Suggestions: 1. Contract out the road construction.
2. Public -Private cooperation
3. Public financing and construction.]

CRITERIA TO SELECT ALTERNATIVES:
1. Increase in employment

",,~. :. 2. Least costly alternative
:,.~ .

CITYB

PERFORMANCE MEASURES: INPUT MEASURES
1. Cost per linear meter 2. Cost per kilometer
3. Material cost

OUTPUT I\1EASURES
1. The length o.froad constructed.

OUTCOI\1E MEASURES:
1. Increase in road capacity. 2. 1(}(} % <?llargel achieved.
3. % of high tmcks vs. other vehicles served by the new road.

EFFICIENCY MEASURES:
I. lnpu/-(}Hlplll ralTO. 2. The number of miles
constmcted in a satisfactory manner by road category.
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Capital Budgeting

Planning and Itnpleolenting
Budgets of Investolents,

Inlproveolents and Large
Rene\vals

TIle Place of tlle Capital
Budget in tl1e Program

· Strategic planning

· Financial indicators, forecasting

· Sector analysis

· Perfomlance nleasures

· Capital budget: plan to lIn"est J11 great­
value, longer ten]] ph.l"sical assets.
assess and finance needs

I



Objectives of the Two-day
ProgralTI

• The importance of capital budgeting

• Municipalities and local capital investInents

• Assessing needs

• Financial benefits and costs

• Alternatives of financing -- financial plan

:~ .,:. • Options -- decision making matrix
.-

Municipalities and Capital Investnlents

. The nlajol;t)~of capital investnlents
are not \\rithin the responsibilit)~of a
nlunicipalities
- Central (rouus, etc.)

- Businesses (shopping nlulls etc.)

- Householu sector (housing inyestnlents
etc.)

. COilclusion: capital budgeting should
be .based on strategic plan of
nluilicipality

3

.!
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•

•

•

•

•

•

•

•

•

Mananging Capital and Capital
Investment

• Managment strategies

• Institutional setups - economic analyses

Types of Investments

• Term of investment of municipal resources
- Short tenn (land and housing, re-selling)

- Long tenn (schools, roads etc.)

• Implications for operation costs
- Reduce (e.g. modernizing street lighting)

- Increase -- financed by the central budget (eg.
elderly home)

- Increase -- financed by the local budget (eg.
swimming pool)

6



::.:;' . :.

Financial Impacts of Capital
Investments

Capital Costs Operation

ICenter
l--o----- • ~ • _. - _

!7\ tunicipality

!_-----
:Busmess
I
1

Csers

Issues of Municipal
Improvements

. Financing and "distortions": inlpacts
of the central subsidy systenl
- Over-investment (under-nlaintanance)

- Encourage building o\'ersize capacities

- Local priorities are neglected

7

30



Pay-as-'you-go

•

•

•

•

•

•

Benefits
- Costs of borrowing

- Sayings

- Accountahility

- Costs are not born
by the next
generation

Disadvantages
- The current

generation pays

- Distorts the
behayior of service
proyiders

- Great fluctuation in
costs

•.... - ....

Pavvou use. .

•

•

•

•

Benefits
- The CUlTent

generation pays

- Uistorts the
beh m-ior of sen-ice
prO\-iuers

- Gl-eat f1uctuation in
costs

DisadYantages
- Costs of hon"owing

- Sayings

- Accountahility

- Costs are not horn
h~ the next
generation

III

."



The Capital Budgeting Process

Identir~' ~'our own local
process or capital budgetin~

Determine the current state
of infrastructure

Set priorities
(sectoral)

Plan capital imlJrO,'cmcnts
(engin~ering)

:Diffcrent wa,s or. .
:financing
;. current budget
:. rC\'CIlUeS from capllal

ll11pro\'Cments (state or :
0\\ n asscts) ,

:. loans
:. othcr

:Cost-benefit
:analysis
:. financial

impacts
.• commul1lty

plannang .

:... ~,:,~~a~~s. :':.... ;

Financial analysis of the
pro.iect

.'

:if':;~'it wonb:

:implementing?
:. cash-llo\\' analysis:

(NPV)
.• rate of return

Decision makin~

(here the~' arc politic,,1

Inte<,!ratin~ impro\cment
plans into the multi-)car

developmcnt IlrI)',!ram anu
the capital huu:!ct
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WHY HAVE A SEPARATE
CAPITAL BUDGET?

• IMPROVES EFFICIENCY AND EQUITY

• STABILIZES TAXES AND THE
BUDGET

• IMPACT

• FINANCING SPANS FISCAL YEAR

• FOCUSES ATTENTION ON LARGE,
EXPENSIVE PROJECTS

WHAT MAKES CAPITAL
IMPROVEMENTS PLANNING &

BUDGETING UNIQUE
• REQUIRES FISCAL PLANNING

• NONRECURRENT

• EXPENSIVE

• FOCUS ON PROJECTS, NOT
ORGANIZATIONAL UNITS

• FINANCING SPANS FISCAL YEARS



WHAT MAKES CAPITAL
IMPROVEMENTS PLANNING &

BUDGETING UNIQUE
• ASSET "FIXED" IN PLACE

• RELATED TO OTHER GOVERNMENT
FUNCTIONS

• RESULTS IN CAPITAL ASSETS THAT
HAVE A LONG LIFE

BENEFITS OF CIPB

• FOCUSES ON COMMUNITY NEEDS
AND GOALS

• PROMOTES FISCAL PLANNING AND
IMPROVED OPPORTUNITIES FOR
LOANS

• ESTABLISHES PRIORITIES
RATIONALLY
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•

•

•

•

•
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•

•

•

•

BENEFITS OF CIPB

• FOSTERS PROJECT COORDINATION

• ENHANCES CAPITAL INVESTMENT
CONTINUITY

• GUIDES GROWTH AND ENCOURAGES
ECONOMIC DEVELOPMENT

BENEFITS OF CIPB

• FOCUSES ON MAINTENANCE OF THE
EXISTING INFRASTRUCTURE

• ENHANCES INTERGOVERNMENTAL
COOPERATION AND GRANT
PARTICIPATION



RESULTS OF NOT PLANNING AND
BUDGETING FOR CAPITAL

IMPROVEMENTS
• IMPAIR ECONOMIC GROWTH

• HIGHER FUTURE COSTS
- CAPITAL

- OPERATING/MAINTENANCE COSTS

• BREAKDOWN IN SERVICES

• IMPAIR OVERALL QUALITY OF LIFE

ELEMENTS OF THE CIPB
PROCESS

• A LONG-RANGE CAPITAL PLAN

• A CAPITAL IMPROVEMENTS
PROGRAM

• AN ANNUAL CAPITAL BUDGET



•

•

•
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•

•

•

•

•

•

•

CAPITAL IMPROVEMENTS
PLAN

• A LONG-TERM PLAN

• COMMUNITY GOALS AND
OBJECTIVES

• PLANNING CONCERNS ­
- LAND USE

- GROWTH MANAGEtv1ENT

- COlvfMUNITY REVITALIZATION

CAPITAL IMPROVEMENTS
PLAN

• FISCAL CONCERNS
- PRESENT AND FUTURE FISCAL

CAPACITY

• ENGINEERING CONCERNS
- DESIGN

31



:

CAPITAL IMPROVEMENTS
PROGRAM

• A FIVE OR SIX YEAR PROGRAM THAT
INCLUDES:
- LIST OF PROPOSED CAPITAL PROJECTS

- FUNDING PRIORITIES

- YEAR PROJECT WILL BE INITIATED

- ANNUAL EXPENDITURES

- FINANCING METHOD

CAPITAL BUDGET

• FIRST YEAR OF CIP

• PRESENTS FINANCING MECHANISM

- TYPICALLY REQUIRES BONDS, LOANS
OR SUBSIDIES

• CENTERS ON PROJECTS, NOT AGENCIES

• LASTS LONGER THAN A FISCAL YEAR

• USUALLY DONE THROUGH CONTRACTS



•

•

•

•

•

•

•

•

•

•

•

CAPITAL ASSETS
INVENTORY

• IDENTIFIES
- CAPITAL ITEMS

- ACQUISITION DATES

- ACQUISITION COSTS

- RESPONSIBLE DEPARTMENTS

CAPITAL ASSETS
INVENTORY

• OPTIONS
- IDENTIFY CONDITIONS AND REPAIR HISTORY

- MAINTENANCE MANAGEMENT SCHEDULE

• BENEFITS
- KNOW WHAT IS

- PREDICT FUTURE NEEDS

- HELPS MAKE REPAIRIREPLACE DECISIOI\:S

BESTAVAILABLE COpy
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BESTAVAILABLE COPy

,
CAPITAL PROJECT REQUEST

DEPT. t\ND ACTIVITY DATE PREPIl.RED

SUBMITTED BY PHONE NU:~BER

PURPOSe:I. PROJ~CT TITLE AriD REF~KENCE NO. 2. New MoaHy IDelete Other
3. DE?ARTHENT PRIORITY

r RELATION TO OTHER PLA.'\;S· r
4. LOCATION

6. DESCRIPTION:

CONSIDERED:7. JUSTIFICATION AND f\LfCKtlATI YES

8. COSi BY YEAR 9. PROPOS~D ~1ETHOD OF FIN;"NCH~G

.:-';"".:. .. - -" .- -~- -1
:::.:- B!,Jdget Fiscal Year: TOTAL *

'BlJdget Year F.Y.
,~. )Jrogram Year F. Y-.-

Program Year F.Y.--
Program Year F.Y.-- i

Program Year F.Y.--
Program Year F.Y.--

TOTAL SIX vr",nr --
1~t\I\~

IAfter Sixth Year -----
* Interest cost not included.

10. TOTAL ES TIMATED CAPITAL COSTS II. NET EFFECTS ON MUNICIPAL REVENUE
Planning. design. (+ or -)

engineering Taxes
Land purchase Other income
Construction Subtotal ( )
Misce"; aneous Gain from sale of
Other replaced assets
TOTAL CAPITAL TOTAL

COST

1
12. FU-;--URE ESTI~~AED RcCU.~RI.'IG COSTS 13. CURRENT STATUS

Annual Operating Preliminary Design ...
/0

ICost Final Plans & Specifications '"'"
Annual r~ainterlance Construction '" I...

Cost
Ot:-,er Non-CapHal 14. PRIORITY (Reserveo)

Cost'
TOiAL RECURRHIG

COST
~. .' ...

I

1:.·C:~·~::\EN1S lr-,esenea)

---.------~.-_.-~ tfc
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I~ORM FOR CALCULATING BENEFTT­

COST RATlOS

.

~
V:i
"'i
.h
§
r:::
h
~
~

~
~

..s::...-

• Benefits

Value or water saved -- systcnl

Value or water saved -- custonlcr

Value or deferred construction of ncw

supply works

Value or property danlnge prevention

Value or reduccd legal fees and court

costs

Valuc or improved 1l1eter rending

Vallie or i11lprovcd puhlic relations

Vaillc or savings in leak repair crew

timc

Vtl!lIC orrcdtlctioll in tilllc-of-day

power charges

C.-and Total Benefits (A)

I year
-------



·'.'

rORM FOR CALCULATING BENEFIT­
COST RATIOS (2)

\
•I

-J -e:::...
~

• Costs

I,(Ihor and equipment costs

Leak repair costs

Grand Total Costs (B)

Benefit/Cost Ratio A/B =

/ycar-------

______/year
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.-

Rating Factors in Credit Analysis

Richard J. Raphael

Fitch Investor Service. L P.

Major Credit Factors

• Debt/capital

• Econom\"

• Financial Operations

• Management

BESTAVAiLABLE COpy
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Ecollolny

• What is the economy based around..
• Particular strengths of a community

• Diversity - Employment and Taxpayers

• Trends and outlook

• Cvcl ical itv-' ..
• Wealth and InC01l1e

How will the Debt be Repaid

• Ho\\' debt service will be funded?
- Projects that generate additional resources

- Projects that h.ave a neutral impact

- Projects that increase operating costs/subsidies

• Options
- Raise Taxes

- Existing excess revenues

- Cut/restrain spending

- ~. ..- ~ . -,' .
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•
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•

•

•

•

•
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Lender / Bondholder Security
Bondholdcr Sccunt~

- Gcncml Obligation
Full faith and crcdit

Sccurcd b~ propen~ ta, pledgc
Othcr possible re, enucs as secllnt~ (Illlergo' enlmclllaI aId)

- SpecIal Ta,
LIen 011 specIfic ta, onl~

- RC"enuc Bond
Separ.lle Entcrpnse Fund-self suffiCIent
Lien 011 specIfic uscr charge rC"enuc
Rale em'cnants
Additional bond test
Dcbt scrnce rescr\'e

Debt / Capital Needs

• Security

• Debt Levels

• Condition of Infrastructure

• c. Capital Needs and Capital Plan



Debt Affordability Measurelnents

Typical principal amortization 15-20 years of annual
payollt, with 30 years not uncommon.

Average amortization- 25°/0 in 5 years
50% in ten years

Debt service stmcture- Level. Declinimr. Increasing
~. ~

Debt Ratios Low Moderate High
Debts sen'ice/revenues <5% 5-10~0 10-°/0

Debt/Property base <2% 2.0-7.0°'0 7-10-%
Debt/personal income <5.0°'0 4-8°'0 ...l...8%

Financial Operations

• Spending Requirements

• Revenues

• Consistent Operations
- Absence of non-recllning resources

• Reasonable Fund Balance Leyel

• Budget - balanced

• Other



•

•

•

•

•

•

•

•

•

•

:.

:.~":'.

--

Financial Managelnent
'-'

• Standardized Accounting - (GAAP)

• Sound capital Planning

• Budgeting
- Budget yersus Actual

- Monitoring and controls

• Multi-year Forecast

• Tax / Spending limitations - (political & legal)

• Other



...~... ';'.

THE COSTS OF THE "AMOBA" BUSINESS PARK

• planning

• experts

• expenses on land

• preparation ofthe site

• cash to establish a management company

• support for the management company

• interest subsidy

• supportfor local enterprises

• installments

• interest



•

•

•

•

•

THE BENEFITS OF "AMOBA" BUSINESS PARK

• profitfrom IP Ltd.

• interest support

• atadott pen=es=k6zok visszaadasa (megteriilese)

• increase in equity

•
• estimated share tax (PIT)

• • estimated normative grant---

•

•

•

•

• megtakaritottj6vedelemp6tl6 tamogatas

• estimated business tax

• estimated tax on buildings

• specific grants
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ELEMENTS OF DECISION
MAKING

PROFESSIONAL/SECTOR ASPECTS
- RESPONSIBILITY TO UNDERTAKE

TASKS

- EFFORTS TO INCREASE QUALITY AND
TO IMPROVE

- DEVELOPMENT AND MODERNIZATION
PROGRAMS

ELEMENTS OF DECISION
MAKING

• FINANCIAL REALITIES
- GENERAL CONSTRAINTS AND QUALITY

TO BE TARGETED

- FEASIBILITY AND PROFITABILITY

- LIFE-CYCLE ANALYSIS, LONG TERM
IMPACTS



ELEMENTS OF DECISION
MAKING

• POLITICAL REALITIES
- APPROVED COMMUNITY POLICY AND

STRATEGIC GOALS

- PUBLIC SUPPORT - COMPROMISE ­
POLITICAL PRICE

- MARKETING - PUBLICITY

TECHNICAL ISSUES

• COMMON TECHNICAL PROBLEMS
- LIMITED RESOURCES ARE FAR

SMALLER THAN NEEDS
- THE SCOPE AND QUALITY OF

INFORMATION IS LIKELY TO BE VERY
LIMITED AND TO DIFFER WIDELY
AMONG AGENCIES

- THERE ARE INHERENT DIFFICULTIES IN
COI\1PARING DIVERSE PROJECTS

5'(
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TECHNICAL ISSUES

• IDEAL CONDITIONS
- ALL CAPITAL PROJECT PROPOSALS WOULD BE

RATED ON THE SAME COMPREHENSIVE SET OF
EVALUATION CRITERIA

- COMPLETE, VALID INFORMATION WOULD BE
PROVIDED ON EACH CRITERION FOR EACH
PROJECT

- INFORMATION ON THE DIVERSE CRITERIA
COULD BE READILY COMBINED TO PROVIDE A
CLEAR PICTURE OF VALUE AND A CLEAR
ORDER OF PRIORITY

EVALUATION CRITERIA

• COVERS THE MAJOR AREA OF
CONCERN

• MINIMIZES OVERLAPS AND
DUPLICi\TION OF CRITERIA

• EXCLUDES SECONDARY ISSUES

J



SUGGESTED EVALUATION
CRITERIA

• FISCAL IMPACTS (COSTS AND
REVENUES)

• HEALTH AND SAFETY EFFECTS

• COMMUNITY ECONOMIC EFFECTS

• ENVIRONMENTAL, AESTHETIC AND
SOCIAL EFFECTS

• DISRUPTION AND INCONVENIENCE
CAUSED BY THE PROJECT

SUGGESTED EVALUATION
CRITERIA

• DISTRIBUTIONAL EFFECTS
- WHO IS AFFECTED AND HOW

• FEASIBLITY
- PUBLIC SUPPORT

- PROJECT READINESS

• IMPLCIATIONS OF DEFERRING THE
PROJECT

-I
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SUGGESTED EVALVATION
CRITERIA

• AMOUNT OF UNCERTAINTY AND
RISK

• EFFECTS ON INTERJURISDICTIONAL
RELATIONSHIPS

• ADVANTAGES ACCRUING FROM
RELATIONSHIPS TO OTHER CAPITAL
PROPOSALS

TECHNICAL ISSUES OF
RATING AND RANKING

• USE OF INFORMATION

• USING SPECIAL EVALUATION
CRITERIA FOR SOME SERVICES

• ACCESSIBILTY OF VALID
INFORMATION

• DEFINING RATING CATEGORIES
,~

5



TECHNICAL ISSUES OF
RATING AND RANKING

• AGGREGATING INFORMATION ON
VARIOUS CRITERIA TO MAKE ACROSS­
PROJECT COMPARISIONS

• AGGREGATE IMPACTS OF ALL PROJECTS

• HANDING CAPITAL PROPOSALS
INVOLVING DIFFERENT FUNDING
RESOURCES

• DETERMINING THE TOTAL SIZE OF THE
CAPITAL BUDGET

PRIORITY SETTING
PROCESS SHOULD

• BE CLEAR AND UNDERSTANDABLE

• BE COMPREHENSIVE

• MINIMIZE DOUBLE-COUNTING OF
EVALUATIVE CRITERIA

• PROVIDE VALID, ACCURATE
INFORMAIION

• CLEARL Y ARTICULATE VALUE
JUDGEMENTS MADE BY NON-ELECTED
OFFICIALS

(j
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PRIORITY SETTING
PROCESS SHOULD

• PROVIDE INFORMATION ON
- RELATIVE RANKING OF PROJECTS

- INDIVIDUAL VALUES OF PROJECTS

• IGNORE MINOR DIFFERENCES IN
RATINGS

• HAVE RATINGS DESIGNED TO
SPOTLIGHT URGENT OR CRITICAL

::f :. PROJECTS

PRIORITY SETTING
PROCESS SHOULD

• CONSIDER POSSIBLE
INTERDEPENDENCIES AMONG
PROJECTS

• BE PRACTICAL IN TERMS OF
- COST

-TIME

- PERSONNEL AVAILABLE

S1



SHORTCUTS IN PRIORITY
SETTING PROCESS

• CONDUCT A PRELIMINARY
SCREENING

• REQUREST REDUCED INFORMATION
FOR INEXPENSIVE PROJECTS

• FOCUS REVIEW ON MOST
IMPORTANT PROJECTS

• FOCUS ON PROJECTS NEAR "CUT­
OFF" POINT

SHORTCUTS IN PRIORITY
SETTING PROCESS

• FOCUS ON EVALUATION CREITERIA
THAT ARE MOST RELEVANT AND
SIGNIFICANT TO THE INDIVIDUAL
PROJECTS

• SUMMARIZE AND HIGHLIGHT KEY
ISSUES ON THE SET OF PROPOSALS
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ORGANIZATIONAL ISSUES

• OPERATING DEPARTMENTS

• CENTRAL UNITS

• GENERAL CITIZENRY

• ELECTED AND APPOINTED
OFFICIALS

POLITICAL
• :f;<-- CONSIDERATIONS

--

•

•

•

•

•

••

SUMMARY OF FINDINGS
AND RECOMMENDATIONS

• NO PERFECT SET OF CRITERIA EXISTS,
BUT AN ADEQUATE SYSTEM CAN BE
DEVELOPED

• A SYSTEMATIC RATING AND RANKING
PROCEDURE SHOULD BE DEVELOPED

- WITHIN INDIVIDUAL FUNCTIONAL
AREAS

-,

- ACROSS FUNCTIONAL AREAS



SUMMARY OF FINDINGS
AND RECOMMENDATIONS

• WEIGHTS THEMSELVES ARE POLICY
DECISIONS, BASED ON VALUE
JUDGEMENTS

• THUS A RELATIVELY SIMPLE
WEIGHING SYSTEM SHOULD BE
DEVELOPED
- DECISION MAKERS SHOULD BE

PROVIDED BACKGROUND
INFORMATION

SUMMARY OF FINDINGS
AND RECOMMENDATIONS

• DON'T PUT TOO MANY STEPS IN THE
REVIEW PROCESS OR REQUIRE
INFORMATION THAT CANNOT BE
UNDERSTOOD OR PROCESSED
CONVENIENTLY

• FACILITY MAINTENANCE
CONSIDERATIONS SHOULD BE
INCORPORATED FROM THE
BEGINNING

III
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The Strategic Goals Adopted As a Basis
to Community Vision
(in an imaginary city):

• Boost economy

• Improve the enviroment and quality of life in
the community

• Improve quality of city services

• Maintain ability to operate and switch to
sustainable municipal financial management

• Do PR activities with citizens

Possible Criteria For Use In The
Decision Matrix

• Financial impacts

• Impact on sectoral policy

• Impact on economy

• Environmental impact

• Dependability on fulfilment of plans

• Impacts of distribution

• Impacts of delay'.
• Linkage to the rest of the interventions

• Politi<:al price/benefit



Financial impacts:

It is of fundamental importance that the
financial evaluation of an intervention should

not only be based on the one-time capital
investment/historical purchase price, but

should calculate with either the so cal1ed life
cycle cost of implementation or at least should

take into consideration the impacts of the
capital investment on operating costs,

(maintenance) and renewal expenditures.

Impact on sectoral policy:

It is worthwhile to explore to what extent the
intervention wil1 be in harmony with sectoral
policies adopted earlier and where it stands in

priority set up in relation to its own sector.
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Itnpact on economy:

The impact of intervention on boosting
economy should be analysed, that can be
measured by looking at the labour market, real
estate price increases, income of
citizens/enterprises, etc. for cities, and tax and
potential fee revenues or the increase in ability to
pay fees for local governments.

This criteria evaluates whether the project will
have an impact on boosting the economy in the
city or in a part of it.

Environmental impact:

When evaluating environment (natural and
built), the overall impact (quality of life)
should be analysed, thus, by using this

parameter, a complex analysis should be
carried out of impacts on health. natural
environment and impacts of aesthetics .



Dependability on fulfilment of plans:

Security of implementation belongs to this criteria,
including whether a thing receives support or is dependant
on factors that are not under direct control of the local
government, or any other factors that represent the risk that
even if there is a positive decision about intervention. the
measure of intervention cannot be implemented. Such factor
can be inadequate preparation for a project or incomplete
infonnation for decision-making.

The security of feasibility, and the ability to quantify and
plan the direct and indirect impacts that are to be achieved
as explained in the justification to the project in the
decision-making process. The extent to which plans can be
realised.

Impacts of distribution:

That can be analysed either on the level of
society, i.e. which groups of society are

affected positively or adversely, or can mean a
local concentration of improved or worsened

services or lack of services, which can be
important not only because it might be unfair

but also in the case when the net impact of
several factors may jeopardise the delivery of

some servIces.
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Impacts of delay:

This factor is worth considering because
various types of interventions are different in
sensibility to the timing of implementation.

Linkage to the rest of the
interventions:

It is important, since an intervention may
strengthen or weaken the positive or negative
impacts of other interventions. By using this
factor, the probability of implementation of
interventions belonging to a group of related

interventions ban be increased. (The use of this
factor, however, will not give rise to the
necessity of subsequent validation of the
results of the decision matri~. see later. )
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Political price/benefit:

It is better to include this factor in the matrix,
but since the matrix itself is not the decision,
is only a preparatory instrument for decision-
making, this factor may also be left for use

only in the phase of actual decision-making.
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FINANCIAL POLICY & ANALYSIS
You have just completed the financial and demographic forecast for Average City,
population 35,000. The results of your analysis are attached. A capital inventory of the
community reveals many infrastructure needs. A number of streets are in disrepair.
The water and sewer systems are old and in need of rehabilitation. Street sweeping
equipment breaks down requiring that too much handwork be done. Furthermore, a
number of budgetary institutions have expressed their needs for various capital
improvements. The Average City economic department has completed its community
revitalization study which calls for the removal of blighted areas, rehabilitation of
existing housing, and targeting certain capital improvements to these areas. A brief
look at Average City's financial data illustrates that it lacks the financial capacity to
meet all its infrastructure needs. New funding sources and approaches will be
required to meet these needs.

It is clear that if Average City wishes to meet such needs in capital demands, a
disciplined approach to planning and execution is necessary. As City leaders, you have
foun40-itnecessary to set forth this disciplined approach to meet these needs in the form
of a s~1: ~ financial policies designed to address all key risk areas.

Question 1
Working as a group, establish the broad limits indicated below. Establishing these will
require some calculations and a considerable amount of judgment. Use the attached
sheet. Don't take too much time since the real product of this exercise is in Question 2.

a) A reasonable upper limit (based on financial prudence and public acceptance) for a
tax increase in anyone year.

b) A reasonable upper limit for debt service as a percentage of operating revenue.

c) A reasonable upper limit for debt per capita.

d) A reasonable upper limit for capital spending in anyone year based on Average
City's capacity to manage the implementation of the capital projects it undertakes.

e) A reasonable upper limit on the percent of added operating expenses in anyone year
resulting from new capital improvements.

• f) A reasonable upper limit on the amount of the annual operating budget that could be
devoted to capital improvements expenditures on a "pay-as-you-go" basis.

•

• ,0



Question 2
Working as a group, write three financial policy stdtements for Average City. (These
policies also will guide the ranking and rating of individual capital project proposals
discussed in tomorrow's session.) Policy statements should address issues relating to:

•

•

timing of the implementation of the capital program (e.g., all in one year, 5 years, 10
years, ete.)

methods of funding (e.g., no debt, all debt, operating revenues, capital reserve
account, sale of securities, subsidies, fees and other revenues, sale of real estate,
privatization of public works).

• cost parameters (e.g., 10% increase in taxes, limit increase in fees to no more 25%,
decrease in operating expenses by 5% through reduction of efficiencies).

((
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After careful preparation. thc municipalit~ has decldcd to extend thc sewage system to a nClghborhood
called Lillie Waterside. There arc 5110 houscholds (3.5 Illcmbers on averagc) Ii\'ing in tlus
nClghborhood. who ha\'c long demanded to connect up to the systcm
Thc total cost of the im'cstment is HUF 200 billion. financing the construction of 20 kilometers of
pipeline.
Thc task is to find financial rcsourccs to ca~ out the 1I1\'cstmcnt and to find the best alternatl\'c For
the sakc of simplicity. it is assumed that there is no mfiation.
Your choicc should be based on thc guidelines you laid down in the pre\;ous exercise about loans.
local taxes and user fees. There arc the follo\\ing financing resources available:
1. Targeted subsidy
which is a grant up to 20'l!o of investment costs. Your financial officials have gathered through
infonnal infonnation that there is no obstacle to the community's bemg granted the subsidy.
2. Selling municipal assets
The Assembly has some time ago made a deCISion that HUF 70 million worth of secunties (which arc
the municipality's assets from privatization) can be one resource for the investment. Professionals say
that the secunties ensure 8% in di\'idends for the muniCipality. however. the Assembly earlier had
decided that the ~;elds were to be granted to the local soccer team through the Sports Conmuuee.
According to a pre\;ous Assembly deciSIOn. the loss m incomes, mcurred by selling the secunues.
should be recovered from local - citizen - taxes. It also has to be noted that many have doubted
whether shares of the Wooden Plough LTO will yield 8% yield m the long run
3. Borrowmg
The bank handling the municipality's accounts offered to lend. but the Assembly' deciSIOn hmlts
borrowing to HUF 150 million, The interest rate is 6,5% and the maturity penod IS 10 years. Costs of
the loan \\ill be recovcred from families who benefit from the prOJect.
oJ. Utility improvemcnt contributions
The muniCipality has conducted a survey about citizens' ability to pay Thc conclusion of the sUf\'ey IS
that caeh household is able to pay HUF 60.000 at maxmtum. (Households may take out subSIdIzed
loans, which Improves their ability to pay)
The local gm'emment has passed a deciSIOn that local taxes must not be increased by more than HUF
1500 per household and the sewage fee must not be more than HUF oJOOO/month/household
To what extent does ~our choice of alternau\'c refiectthe guidelines you have laid down m the
previous exercise'!

BEST AVAILABLE copy
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BACKGROUND INFORMATlON I

200 HUF milltota! costs 5"m3/capif~ " consumptio
20 kms of sewage pipeline 3,5 "tnemolilrs ih hsh on average

500 number of affected hsh 50 000 average hsh income

35 000 population in the city 45% share of tax payers

Alternative 1 Alternative 2 Alternative 3. Alternative 4.

," % of total % of total % of total % of total
Limits

costs
HUF mill

costs
HUF mill

costs
HUF mill

costs
HUF mill

Investment funds
Local revenue from sales of assets HUF 70 mill

Central government grant 20% of costs

Loan from commercial banks HUF 150 mill

Local citizens' direct contribution HUF 6OJOO1 capita

Affected households
One-time fee for connecting up HUF6OJOOIhSh~ E3 E3 E3Monthly sewage fee HUF 4000/capita

fax levied on total population HUF 1500lyear I I I I I I I I
Optimal model

Investment funds Limits
Local revenue from sales of assets
Central government grant
Loan from commercial banks
Local citizens' direct contribution

{
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Modell US

BACKGROUND INFORMATION
200 mill HUF total costs 5 m3lcapita consumption

20 km length of sewage 3,5 member in hsh on average

500 number of affected hsh 50 000 average household income

35 000 population in the city 45% share of tax payers

Specific resource

Invest ment fund
Local revenue from sales of assets

Limits

HUF 70 million

as% of
total
costs

25%

HUF
million

50

Su

Interest
rate

8%

Monthly
payment

1,221

'..

Central government grants
Loan from commercial banks
Local citizens' direct contribution

Number of affected households
Onl e time fee for connecting up
Mo' nthl~' sewge fee

Tax levied on total population

2O%ofcos\s

HUF 150 million

HUF ErrXn'capila

HUF ro,CXXllhsh

HUF 4Cm/capiti

HUF 1&lOlyear

20%
50%
5%

100%

20000
3937

930

40
100
10

200

'l\:.'t .... 'll~··-r:·:tJ~5~!\~1·l'll;·;.iif 11 1'.::'f:~tl/·,;" .l~'~l.(.·~r)";

_~-.sJ

''l'.''~ jj'f ~~:f~'1"k' ". "h~O:r; r:::; :"~"I~-~·~.:.~':!'~"

Expenditures I
Capital costs
Operating costs
Total mont/J/y costs(HUFmil/}

Total cost per 1m3 per month
Average monthly cost per househol

Costs/income

Increase of local tax due to sales of assets

Limits I Monthly
1,135 HUF mill
0.833 HUF mill
1,968 HUF mill

225 HUF/m3
4000Ft 3937 HUF

8%

78 HUF

~C;,

.)L..:J i AvAIU:'[.;L.C t.:U~Y

Page 1
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Capital Budgeting and Project Evaluation

...

Capital expenditures purchase assets that are expected to provide
services for several years. More technically, "a capital expenditure can
be defined as an outlay that produces benefits ... in periods beyond the
current accounting period."l That includes the public physical infra­
structure, which encompasses "streets, highways, bridges, water sys­
tems. sewers, roads, airports, j ails, and other public buildings and fa­
cilities."~ It likewise includes equipment, motor vehicles. computers,
and. the like. all yielding services well beyond the fiscal year of their
purchase. Therefore, special care is appropriate in decisions about the
purchase of all of them. Furthermore, the price tag on most of these
items tends to be high and purchases typically occur at i....-regular inter­
vals. For those reasons, most governments prepare and maintain a cap­
ital budget separate from the current service expenditures in an operat­
ing budget. The distinct capital budget focuses decisions. facilitates
fmancial planning. and regularizes the provision of such projects.

Capital budgeting by state and local government requires integra­
tion of physical and fmancial pla...'1ning. That combination has not al­
ways been found in the provision of government capital .lssets:

During one phase of development of municipalities. there was a tendency
to consider the capital improvement progra.rn as the exclusive domain of
the Pt.:blic V;orks Department. It was assumed that since capital improve­
rnen~s '''''ere 13....-gely in the nature of construction projects. the planning was

~.b·:r.::L"CCo!:::ez. A CLllJltal B!~d;;Pt Stctemer.t for the U.S GO::'emment (\\·,J,shinr.:-con.
DC.. B:-ook:r;;;s Ir.Scltuticn. 1966). p. 4.

:'~C:':ISOiY CU:-:1r::ission on Intergovernme:-:tal Relations. Financ:ng P!.i.b!IC Physicalln o

f~astr!.i.c:url!. H<:port :\-96 !\\·ashing1.o~.• D.C.: ACIR. 19841. p. 5.
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184 5/ CAPITAL BUDGETING AND PROJECT EVALUATrON

of an engineering nature. After all the planning was complete. then a price
tag could be established and proper plans made for the obtaining of funds
necessary to carry out the program. 3

That simple engineering approach seems terribly primitive today as ur­
ban mobility and socioeconomic change can render facilities obsolete in
a handful of years, as the strings of intergovernmental assistance com­
plicate many financial arrangements. and as governments operate near
their legal or economic debt limits. Thus, the designers of a facility
must integrate their plans with the social. economic. and financial envi­
ronment. In fact, that environment will usually be of greater conse­
quence to the capital expenditure profile than the construction plans.
The capital budget process establishes the formal mechanism for con­
sideration and adoption of construction plans within prevailing con­
straints. This chapter describes government capital budgets and intro­
duces cost-benefit analysis, a powerful tool which can help guide
capital budget and other public decisions.

WHY HAVE SEPARATE CAPITAL BUDGETS?

A budget process is a complex set of mechanisms in which decision
makers select individual projects for funding while simultaneously try­
ing to keep total expenditures within a revenue constraint. Maintain­
ing two different budgets certainly seems to increase complexity of an
already complex process. For capital budgets to be defensible. they
must make a substantial contribution to improved fiscal choice. At
state and local levels, that contribution is substantial.

First. separate consideration can improve both the efficiency and
equity of provision and finance of nonrecurrent projects with long-term
service flows. These projects will serve. for good or bad. the citizenry
for many years beyond the year of purchase. Separate consideration in
a budget where deficits may be financed rather than balanced provides
important opportunities to improve equity between generations and
between local citizenry pools. ~ If a local government project with a 30­
year service life is constructed and paid for this year, all the costs ,,,'ill
be borne by those paying ta..xes to that government this year-no con­
struction cost will be paid during the resc of the life of the project. Any­
one, entering the area ta..xpaying pool after the construction year (by
rno\'ing into the area or by growing up) will receive project service with-

'~,lorr!s C. ~ti3tson. "Capital Budgeting-Fiscal and Physic:l1 PlannlIq." COl'c'mmen,

tel Flnc.r.. ce 5lAu6Ust 19761. p. -12.
'In ctf:e~ words. the spending program in a C::lPltal bud!::et C.ll1 be co\'en>d elther by re\',

e:-:t.:': rxs",d current!:: (t::l.xes. ch::...-;-[s. gi::lnts. de lor by borrowlr~gon the promise to re­
p:::; :r):'":': f~tL:re revenL:es, Thus, tht> bud::;er lS fin:mced tthe money lS ralsed £:0::1 current
re·,'r::,::.:e r.r CeDt sourcpsl. not bal::lnced ftotJ.J t:xpemilwres eq-.:31.s current re\ ·2r.llCI O;Jer'
.:It.:::; Oi,;c::ets typ:c.illy r:lust be b31a.:1ceJ: c:Jpltal budb'ets. f;:-:.:lDCed.



•

.. - -----

•

•

•

•

•

•

•

•

•

WHY HAVE SEP.o\RATE CAPITAL BUDGETS? 185

out appropriate contribution. Thus, handling high-price, long-life pro­
jects through a debt-financed capital budget has strong equity advan­
tages. Furthermore, the use of capital budgets can improve decision
efficiency as well. In a single budget, there may well be a bias against
big-ticket items. Separate consideration can avoid that bias and im­
prove the chances for more reasonable response to service demand. 5

Dual budgets-a balanced operating budget and a financed capital
budget-thus can make important improvements in the equity and effi­
ciency of provision of projects and producing long-term service flow.

Second. capital budgets can stabilize ta.x rates when individual
capital projects are large relative to the ta.x base of the host govern­
ment. If a city with a tax base of S150 million decided to construct a S15
million reservoir for water supply, it would undoubtedly be dissuaded if
it were required to collect in one year sufficient revenue for construc­
tion. The cost would be 10 percent of the total city tax base, hardly
leaving enough for police and fire protection. street operation, and so
on. The reservoir may have a service life of 50 years. however. It is rea­
sonable, then, to divide the construction cost over the service life, thus
reducing the burden on the tax base each year and, accordingly, pre­
venting the dramatic fluctuation in ta.x rates which would result from
financing the project in the construction year. The case for a regular
capital budget process is strong whenever projects are likely to be large
enough to significantly influence tax rates. 6

Third, the special reviews of capital budgeting are appropriate be­
cause of the permanence of capital projects-mista.1{es will be around
for many..Years. Howard illustrates the problem:

If a new state office building is built today, it ,,,ill stay there for a long time.
Everybody may know by next year that it is in the "'Tong place, but not
much c:m be done about moving it then. Perhaps it is disrupting the devel·
opment of a downtown business district; perhaps it is affecting traffic
flows and parking facilities in a most undesirable way; or perhaps its loca­
tion makes it psychologically. if not geographically. far removed from cer- .
ta.i..Tl segrcents of the population. Whatever these effects may be. they are
reJ.l. <;"'1d thy will endure awhile. They should be anticipated to the fuUe:::t
extent possIble bejorc the project is undertaken. 7

'In .1 related vein. ~,loak .1l1d Hillhouse SUf;'6est th.1t goven:.::lents havinr; ccJ.r:':::.Jl
trouble ~3Y ::....,ci th3t icientlU.1b!e c.1pit::t.l proJects are more e.15uy postponeci th.1n are ex·
per:c:;t;":~t:5 ier c"':~Jt;:1C: .1..;enc:es. A C.1p:t::t.l buci:;et sep:lrJtel:; conswered C:J.Il i=:p~ove

the ct.Jr:Cl'S io~ p:-es'?,.-ation oi c:-.ose proJ",cts "" nep. the operJ:xr; bud.~!.'t I'" under ~e.1t

j:res,"u:-e. Ler:r:ox L. \fo~ :lnd A.lbert \1. Hillhouse. Conc<'p~s and. Pract:ces in Local
C Jc ,·--:."":erzt ;::".:; ..:~.t' ,Ch:c..l"o· \lur.:c:pJ.l F:r::lr.ce O:::cers .-\"soC:.1tlon. 19751. p. 9S.

'P~C"':'Ct5 :r: .3 c::lr:.:::ll ~UL':l'( nc-cd not 3:"::O:-:-:::ltlC.1!J·.· be c,,~:·f:r.:l.ncL-d. As will be CIS­

c'..:5sec· :r. t~.: c"b: ·:.C:-:-:: .... l<r:lt:on chJp(e~. c::lp::.11 proJPc(s th3: recur C.1n and shoul.::: ~. .
::r:..J.:":C,::C !:-o~ c:..::--rt:::: ~~\,'e:1u(,.
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The capital budget reviews will not prevent all mistakes, but they can
provide as much opportunity as possible for reduction of costly errors.
On the positive side, those reviews and associated planning processes
can produce the orderly provision of public capital facilities to accom­
modate economic development. Thus, the capital budget process
ser.:es to reduce errors both of commission and omission in public infra­
structure construction.

Finally, capital budgets are valuable tools for management of limited
fiscal resources. particularly in light of the special care required to plan
activicies which necessitate long-term drains on those resources. Items
in this budget tend to be "lumpy." A capital budget provides a mecha­
nism to smooth out peaks and valleys, to regularize construction activ­
ity in an effort to avoid local bottlenecks that can delay projects and in­
flate their cost, to avoid excessive drains on the ta.x base when projects
must be paid for, and to balance spending with the resources available
within political, economic, and legal ta.x and debt limits. Thus. the cap­
ital budget is an important resource management tooL

The reasons supporting a separate capital budget are strongest for
local and state governments. They are less strong at the federal leveL
First. the federal government is charged with economic stabilization re- ­
sponsibilities which, according to many proponents of fiscal policy, re­
quire periods of net deficit and net federal surplus to induce appropri­
ate macroeconomic stimulus. Dual budgets-one balanced. one not­
would unnecessarily hinder federal stabilization efforts. Second. the
federal government is so large that no single project is likely to influ­
ence ta.\: rates. Third. the federal government does not need the careful
planning of project financing inherent in capital budgeting to preser.:e
its debt rating. It has. after all, the ultimate power of printing money to
cover deficits. And finally, skeptics say that another budget 'would sim­
ply provide federal bureaucrats, already insulated from public scrutiny
by existing spendi...'1g and personnel mechanisms, with another way to
conceal fisc:J.1 conditions. Thus, the gains from capit:J.1 budgetin;; at
100ver government levels. particularly local, cannot be translated to J.
simil ar federal cJ.se. 8

Capital budgeting promises a significant contribution to the f.sc::J
op.ero.tion of sto.te and local government.

',-\5 :lr. aside. it should be pOlI::ed out that i;overr.r.:l!:nts work wl:h capital bt.:c...:-ets ~s J

deVIce for r::3n3;pnt; t;:etr capl:.::J1 a,;sets. (ontr3ry to the pr3C:;CE' of bUsl:JE'SSe5. ;0\ err.·
r::limtS Co not use d"pri?ClatlOn accOuntlll£;. nor do they ne.:d to. Busmesscs cepreClate so
th3: tb.ey C2Jl cswn:1te wh3t t::-:::r pro:::: lor loss!!s in any p..u-t:ct;i.lJ yeJ.r. Go\ern.::;cr.ts
do ::ot sell p:-ocucts. so they s:::::piy C:l11r.ot produce such est:..:::3tes. T::elr capltal mm­
:l~c:::ent t:l::~ lr:volves CfCC::..::;; ·...·nether partIcular projects <lJe .... nrth undeJtJJ.~ll1l;' or
ccr.t~::t;:r.:::: there l'; no r.rrC fe:- :::""1::'..::11 co::.t Juc:;:Y:ents. \!nrr! c.Sct.:::slon of th:s pOlr.t Jp"
pC3r~ 1:1 .Jesse BurU','?:lc. Gut l''7:r:.'nt B~J;':;C[;;1:'; (~~ew York- J,)r.n 'Silt?:, 2.. Sons 1:... "3,]).

p. ~(j),
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The capital budget ... provides a vehicle for financial planning and for the
reguiation of local tax rates. It thus contributes to financial solvency, and
at the same time assures that over a period of years needed improvements
will be constructed. g

A Capital Budget Process

Governments apply capital budgeting processes in many different
ways, using various terms. steps, and staging of those steps. The pro­
cess described here amalgamates several processes for illustration;
most operating systems can easily be identified with this outline. In
broad strokes, capital budgeting processes are concerned with (1) the
selection of capital projects from the multitude of possible alterna­
tives, (2) the timing of expenditure on the projects selected, and (3) the
impact on total government finances of various plans which might be
used to finance that spending. The steps outlined here encompass both
physical planning and financial emphasis.

A capital budget process involves both planning and financial offi­
cers; Figure 5-1 provides a rough view of the flow and relationships in
the process. The initial stage in the process is the preparation of a cap­
ital improvement program, a listing of capital expenditure projects ap­
propriate for the next six years or so. That list is proposed by govern­
ment agencies and sometimes private organizations as well; each
project proposal includes justifying narrative along with cost data.
These project proposals are screened by a city planning department or
a similar bod}' to evaluate costs, to locate interrelationships, and to es­
tablish initial priorities. This screening is particularly concerned with
scheduling: projects should be timed to avoid waste (the sewers should
be put in before the streets are resurfaced), predetermined progr3l11 em­
phases should be implemented. and postponable projects should be
identified. lo Part of this priority review may be linked to a community
master plan-a lon;;,term (l0- to ~5-'year). broad gauge estimate of com,
munity g:-owth encompassing estimated needs for public impro\'e­
ments and controls on private use of property. (Because long-term
forecasts of soci:.li, demographic, and economic behavior are 50

bad. hov,:ever. that pLm ou;;ht not be taken too seriously as 3. guide to
actions.' The final capital improvement program v,ill thus have a
seg;:;.ent scheduled for each year of its span. The c3pital bud;:;et pro­
posal i.::cbdes the cu:-rent ye3!"s \vork ~om the c3pital i~pro\"€ment
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FIGURE 5-1

Capital improvement program

ProJects (SOOOs)

Year Fire station Library Sewer expansion Park

19XO ... 185 0 15 15

19X1 ... 10 0 20 0

19:.<2... 0 20 30 0

19X3 ... 0 100 50 0

19X4 ... 0 0 75 0

19X5 ... 0 0 40 0
,

I
Cac;ta: budget Operating budget

Projects for 19XO (SOOOs) - (SOOOs)

Fire station ................... " 185 Personnel costs ......... " ....... 640

Sewer expansion................ 15 Supplies and equipment ... _" .... 14J

Park ....... ·..••..........• : •.... 15 Other ...: ....• :;...................~
'. 800

I I
Capital expenditures Operallng expenditures

$215,000 S800.000

I
Total expend:tures

$1,015,000

The second stage of the process coordinates a D.n3Jlci3.1 analysis of
the gover;rment "lith the facility additions em'isioned in the capit3.1 im­
provement progra..'11. This interrelationship is vital because of the long­
term fisc;:u comrr.Jtments that such facilities C3Jl invoh"e: just as a poorly
conceived structure can disrupt a city for m3JlY years, so too C3Jl a
poorly conceived financing approach disrupt that city's fisc3.1 condi­
tion. Fin:J.I1ce officers must examine the present 3Jld anticip:ued rev­
enue a..'1d expenciiture profile to determine the financiJ..1 cushion avail­
able fo:- ne',': projects. Particularly import:mt are the status of existing
debt i5S-"':'eS I\,;m a..'1y isslles be retired soon? \Yill fllncs be a\"J.ilablc to
meet contr3.c::,,:3.l cebt sen·ice-princip3.1 and interest-payments: Are
there r.eec.s for extra funds for early bond retirement'?), the t=stim:.lted
growth p:-cfJe of the ta.x base. and the potenti3.1 for new re\"t'nup
sources. This nsc3.1 pro6.1e. year by year. c::m be then related to Lhe pri-

. n";'" 1'~, ,,: ~~l);pct~. 3g:-:.i:l s~heduled by y,->;rrs. In this :m3.lysis. fiscal
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officers usually consider the financing alternatives available for specific
projects (special assessments for sidewalks, user charges for \vater util­
ities. state or federal aid for highways. etc.) and further reports will
have sources attached to projects. 11 From those considerations. the
project list is revised in preparation for its insertion into the annual
budget process. The financial analysis may permit the project schedule
to remain intact. but it may well require changes based on financial
conditions. In the latter instance, budget officers must devise priorities
for funding. often in consultation with the chief ex.ecutive (mayor or
governor). One set of ranking has been used in \Visconsin:

1. Hazard to safety.
2. To fully utilize present facilities.
3. For prt::sent program expansion.
4. For future program expansion. 12

Other projects may be evaluated with cost-benefit analysis. as de­
scribed later in this chapter. Ordinarily. some choices must get made
even before the projects are proposed for legislative approval.

Capital items. thus. typically are reviewed for inclusion in the cap­
ital budget before they are proposed for legislative review and approval.
An illustration of the classes of projects often included appears in Fig­
ure 5-2. the groupings used in Pennyslvania. Because capital items
have implications for many future years. it is appropriate that they re­
ceive that special review in the decision process. Furthermore. the CIP
re\·iew is. typic3.l1y by planners. not budgeting personnel. so the two re­
\'iews won't emphasize the same questions. In addition. the ClP may
have been prepared some years before and economic or demographic
conditions may not match those earlier forecasts. The process thus pro­
vides a timely reviev...· of the project.

Finally. the sllrvh'ing projects em'isioned in the capital improve­
ment progr2....'T1 become the capital budget section of the annual budget.
T::e proj ects will be revie\ved by the legislature :md sometimes are sub­
s:2....'1tially I:1oc..:::ed. When projects are approved. pro\-ision must also
be made in the operating budget for operation and maintenance of the
facility when it is complete: the new civic arena \.....on·t do much good if
the operating budget has no money for its interior lighting. The capital
portion of the b~c.get document usually provides a distribution of pro­
jects by fuc:c::or: :.L'1C .::!ogency. shows prior :lnd esti:nated future cost of
t:-.'2 pro.iec: lir.:t::::l 2ppropri:J.tions r.:ay 'H·D h.1W been aI1r.ual-each

.?·..:~::.0~::-'_'::O. ::-."_, ~ cc~ C::::Cers :::~:e ..:~~o:ce5 Jbou!. :l-:.: :-:r:Jr.c:nL! P0L:C'; seit2c~t."ld fCJi"

'::'~:::: =:'"!_. ':"('~ :--~tj;-:- .....::~ ~,:,::.-,:-.:.U db:';:":.lt:0n or revenLt:' [,1.-';'(.: :.....:=..: O[ C3:;.:::11 r'~~:--l~r\"e f'-.:ncs
1-=-.~r~~'1 ;.' -.;: \~ .. ..-, : .. "c. o\'t:r POll.' '-r-cr Tu e C"D''''::u 5?,;).r""{·· ..... , or' pJ" 35 \,('" ~o Th""e
_~ _ -.. ~ _'- __ ':" ., t: . 4 ...;... • ao<.,==,,' _ ~ 0 ••• -

c::::c.:s 2..:~ ".·;..!:::~","G:r: :::e Gent 3C::1:r..1st-:ltlO:1 cr...lpter,
:How.::.:c. C~:;.,:~·:,::.: S::;c<? BuG..;N:ng. p. :25-t: The system d0es bias ag3ir:st ne'" pro-
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SOURCE: Office of the Budget. Commonwealth of Pennsylvania, The Budget Process In

Pennsylvania. June 1983. p. 20.

For the purpose of the Capital Budget, capital projects are grouped into the following
categories:

• Public improvement projects-Includes all types ot new buildings and
renovation proJects, non structural improvements and land acquisition.

• Public improvements-original furnishing and equipment-Includes
purchase of initial furniture and equipment for furnishing completed public
improvement projects.

• Transportation assistance projects-Includes (a) the purchase of rolling
stock. equipment. and construction or improvement of facilities operated by
mass transportation agencies throughout the commonwealth, and (b) the
acquisition. constructIon. and equipping of rural and intercity common carner
surface transportation systems or any components thereat as authorized in
Act 10 of 1976.

• Highway projects-lncluc1es the design, purchase of right·ot·way, and
construction of the following improvements to highways and bridges on the
state highway system:
a. New road and bridge construction.
b. All bridge replacements greater than 20 feet.
c. Improvements to existing trafficways which increase capacity or ingressl

egress.
d. Highway safety projects which constitute an improvement.

year's construction plan requires a new appropriation), and summa·
rizes sources of financing (type of debt, aid, etc.). The capital improve­
ment program thus feeds the capital budget on an annual basis: next
year's segment of the capital plan becomes the capital budget proposal
for next year, subject to revisions produced by the environmental con­
ditions and the legislative process.

Total expenditures by the government include both the operating
expenditures from the operacing budget and capital purch:J.ses from
the capital budget. The former expenditures will normally be financed
by current revenue (ta..xes, gr:mts. charges, etc., collected in the current
year). Part of the capital budget will likely be h:mdled on :J. current basis
as w~il. The balance of capital project cost, hO\vever, will undoubtedly
be debt-financed, so revenue to liquidate that debt \"ill be raised in bter
years. Thus, the revenue to be generated in any budget year ,vill equal
the operating budget plus a capital project component. The latter
equals capital items purch:J.sed without debt plus the debt sen"ice re­
qui.:-er:1cms (interest :l...'1d rep::;.yment of principal) on borrowing for cap­
ital iterr:s purchased in prior years. Those debt costs would ideally ap­
proxim.1te a depreciation charge for capital assets that have been
~cq'.:in:d in the p:J.st; serial bonds ~bonds in a single project issue which
are to be paid off at various dates through the life of the project) are a
rough approximation of that cost distribution.

6£51 AVAILABLFCOP'r
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FIGURE 5-2 Groups for the Capital Budget: Pennsylvania
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Problems in Capital Budgeting

As is always the C3.se with mechanisms to assist in making public
decisions. there are problems in the application of capital budgeting.
First. the capital improvement-capital budget process presumes a con­
tinuous cycle of reappraisal and revaluation of project proposals. That
is necessary because the world changes. bringing substantial changes
in the need for public projects. Unfortunately, many processes regard
priorities. once established. to be unchangeable, even in the face of dif­
ferent project cost and different project demand. As Howard points
out: "Too often cost fluctuations do not generate a reassessment of pri­
ority rankings; original rankings are retained despite the fluctu­
ations. "13 Thus, many state highway construction plans are. based on
traffic patterns assuming 50-cent-per-gallon gasoline-they need to be
revised. In a related manner, the time a project has spent in the priority
queue sometimes establishes its priority rank: all old project proposals
have higher rankings that any new ones. That approach makes no
sense. because time alone does not improve the viability of a project
which was marginal when it was first proposed. Furthermore, items en­
tering the priority queue some years ago may have outlived their use­
fulness by the time they reach the funding point. Again, the problem
can be resolved by maintaining reviews of projects in the capital im­
provement program.

Second, there can be questions about what proj ects or programs
belong in the capital budget because, in the strictest sense. more than
capital assets provide future benefit flows. Planning and zoning de­
partments, educational institutions, training programs. and so on all
provide benefits which extend beyond the year in which the service ex­
penditure is made. Most generally. however, these activities would
properly be excluded from the capital budget because spending for
them is recurrent: it is not the single-year spending situation, the kind
that needs special capital treatment. Further, most processes will es­
tablish dollar-size limits for capital budget treatment: 3. S500 type.,....Titer.
useful life of eight years, would be part of the operating budget, whereas
an :38.500 automobile. useful life of four years. would be in the capital
budget. Dollar limits will differ, but some limit will usually be encoun­
tered. Such arbitrary rules are a cornmon factor in any decision process.

Third, availability of funds can distort the priority ranks. As How­
ard observes: "Despite the fact that how a project is financed does not
chan~e the need for it. there is a strong tendency for differences in the
availJ.b:.l.ity of capital outby funds to skew priority decisions. "14 The
approp:-iate appro.:lch in estabL:shing final priorities should involve a

BEST AVAILABLE copy
"IbHi.. p. ~56.
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BENEFIT-COST ANALYSIS

The constant problem in public program choice is the judgment
,vhether a particular program is worth its cost, because society cannot
afford to waste its scarce resources. Benefit-cost analysis provides a
way of organizing h'1formation about a program under consideration so
that priorities may be reasonably established. A private firm consider­
ing a major project. say, the purchase of a new delivery truck to repbce
an older ind smaller one. compares the anticipated increase in revenue
from the ne,\' truck .....rith the anticipated increase in cost. after making
adjustments for the time the costs and revenues are received. If the
revenue exceeds cost, the purchase of the truck is a wise use of the
firm's scarce resources; if not. the purchase is unwise.

BeneE.r.·cost analysis is the governmental analogue to th~t process
described for the firm: governments can and have used it for assistance
in ~:J..1.:'.i::.:..!: c.ecisions as diverse as decisions on word processing equip­
ment Jcq~isi'Cion. vehicle fleet moderniz~tion. water resource develop­
ment. co~r::~r..icable disease control programs. development of a su­
personic tr:J..r.sport plane. and license plate refiectorization, I t has also
been appliE::d to ev[l}u::J.te the worth of numerous governmental regula­
tions.'~ Fo:" capital budeet purposes. however. its appliCJ.tion is much

general comparison of the cost of the project with the return to the
community from the project-the source of money doesn't matter in
that comparison. Some projects can get favored, however, because ear­
marked funds are available (a special tax creates a fund pool which can
be spent only on one class of proj ect); because they produce revenue
which can be pledged to repayment of revenue bonds without direct tax
burden or need to satisfy restrictions placed on general debt; or be­
cause federal or state assistance is available for particular projects.
The purpose of many grants is to bend local priorities, so that influence
is excusable. The other influences, however, are inappropriate and
show why most analysts oppose such fiscal constraints.

Fourth, capital budgeting can bias toward acquisition of items by
borrowing. Borrowing may not always be desirable, as with items
which are acquired on a regular flow basis. Furthermore, during i.n1la­
tion the bias can add to macroeconomic pressures if state and local gov­
ernments all operate in about the same fashion. Thoughtful fiscal anal­
ysis, however. should prevent that bias-if political pressure can be
withstood.

Finally, there is the standard problem in all public decisions. That
is the problem of establishing priorities in the capital improvement pro­
gram. How do items get put into the capital improvement program.
and which ones finally enter the capital budget? Benefit-cost analysis,
to be examined next, gives some assistance, but as with ordinary items,
there are no final answers.
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like thJ.t of privJ.te fum choice: the an::liysis estimates whether the gain
to society (benefit) from the project is greater than the social sacrifice
(cost) required to produce the project. If so. the project is worthwhile: if
not. then the project is not worthwhile. \Vorthwhile projects improve the
totJ.l economic affiuence of society because they direct resources where
their use pro\.;des a greJ.ter return than would other alternative use.

Skeptics point out that politic::li bargaining characterizes the pub­
lic decision process: it is not an exercise in rational consideration by
nonpolitical administrators. 16 So what service can benefit-cost analysis
provide in that environment? First. the analysis informs that bargain­
ing because it can augment the political influence of underrepresented
potential beneficiaries or identify the position of cost bearers. A dis­
play of costs and benefits makes it more difficult for the unrepresented
to be ignored in political bargaining. In some instances, it can be a valu­
able w'eapon in the "it pays for itself" budget strategy. Second, economic
efficiency-the guiding force of benefit-cost analysis-is but one of sev­
eral public goals. Even though a decision may not be based primarily
on those grounds. the potential gains sacrificed in the selection of a par­
ticular public policy is important information. And finally, benefit-cost
analysis forces public decisions to focus on the value of competing al­
ternatives. Valuation and the accompanying process of competing
priorities are the keys to sound decision making, so benefit-cost analy­
sis directs attention to vital questions.

Elements in Benefit-Cost Analysis

Five steps mJ.ke up formal benefit-cost analysis: (1) categorization
of project objectives; (2) estimation of the project impact on objectives;
(3) estimation of project costs; (4) discounting of cost and benefit flows
at an appropriate discount rate; and (5) summarization of findings in a
fashion usable for choices. Their exact content varies according to the
type of psoject considered; the following discussion focuses on common
elerr..ents and their application in selected situations.

Project Objectives

The project analysis should identify the benefits that the project
will produce. Wh.1t desirable results will happen because of the project?
T::e rebtionship between the project and the objective must be trace­
:181e to estJ.blish a sound foundation for the analysis. Some ex::unples: a

·'.;.::.::-:es c. ~.1iller II[ :md Bruce Yandle. Beneflt-Cose Analyses of Social Regulanon
,',"'as:-...::o<;!on. D.C.: A.:::encan Enterprise Institute, 19791.

"Federal water resource projects haVE one of the longest histories of cost-benefit appU­
cat:ons. Even r.ere. Sc.1enker and Bunamoin~te that. these projects are stronglv illfiu­
enced by purely poLt:cal factor,; wher. e:':".l.rni~d across regions in the Unit<:d States,
iE~:c S("r:enker jnd \rlc:'.Jt31 ~)':1"""~(" '.~ StL:lJ::.~~f thp r,-,~", roT r1"'\~~';np-r;' ttp!"",;",.·~1 Tj'"l

i­
I



BEST AVAILABLE COpy

f":
,.'
,"
:~

-..: .

I
I
I

1

I
I
i,

194 5; C-\PIT:\L BL'DGETI:--;G A~D PROJECT EVALUATIO~

rapid transit system could increase travel speed (saving time for travel·
ers). reduce accident costs. and reduce private vehicle operation costs.
A water project might reduce flood damage. provide water for residen·
tial and other use. and improve effluent dilution conditions for water
quality management. A new fue station may reduce operating costs of
an older facility and reduce prospective fue loss in a service area. A
word processing system may reduce labor and material costs and filing
expenses. It is critical. however. that the analysis embody the principle
that decisions focus on the factors that are different in the options un­
der consideration. Nothing can be gained by examination of factors
that are not changed by the decision. The principle seems too simple to
matter. except that much policy argument does take place around ele­
ments that will not change regardless of the choice selected.

The benefit-cost logic is not limited to complex projects. but can be
particularly useful in more narrow public management decisions about
alternative methods of accomplishing a particular task. Among the ap­
plications are repair-replace and lease-purchase decisions. fuel conver­
sion. modernization choices. EDP equipment acquisitions. and so on.
In these decisions. the objective is simply to perform a task at least
cost. often when one option involves a capital expenditure and others
do not.

Benefit Estimation and Valuation

A Senate guide to water project evaluation defines benefits as "in­
crease or gains. net of associated or induced costs. in the value of goods
and services which result from conditions with the project. as com­
pared with conditions without the projeet."17 The same logic applies to
any proj ect. Thus, the analyst must estimate for the life of the proj eet
both physical changes from the project and the value of these changes.
~o st~dard method applies for all projects: techniques used to esti­
mate benefits of a personnel training project would not be th~ same as
those used in water projects. Regardless of the project. however, the
decision must be made from estimates. not facts. bec:lUse facts in eco­
nomic or social relationships can only be historical. Present decisions
cannot change what has already happened. One observer points out:
"~o amount of sophistication is going to allay the fact that all your
knowledge is about the past and all your decisions are about the fu­
ture. "I! Tl:e a.'1alysis must proceed with best estimates; it cannot be
p3Ialyzed by lack of complete information because complete informa­
tion only is available when it is too late to make a decision.

I·Pv,jc!e.~. Standards and Procedures in the Formulation. Et'cluanon a:td Ret-jew of
P;, '" < : ,r '-'<_ ;" {l-:c·,'fonm.·.·H C'f Warer a.nd Re!'1tt:d La.nd Resou.rc:e'S. Bith Conv-es9. 2d
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An initial step estimates the physical size of the change that can be
expected from the project. Sometimes a controlled experiment on a
sample can estimate probable effects before resources are committed
to the entire program. For instance, the state of Virginia estimated the
likely benefits of reflectorized motor vehicle license plates by compar­
ing accident frequency among a random sample of cars equipped with
these plates with frequency in the remainder of the population. 19 The
controlled experiment results could be used to estimate accident reduc­
tion from reflectorized plates for the entire state.

Controlled experiments are, however, seldom possible. More often,
models developed from the sociaL physical, or engineering sciences are
used to estimate that change. For water resource projects, hydrological
models can yield estimates of influences of reservoirs, canals, channel·
ization, etc., on water flows and levels. From that information can be
derived the effects on navigation, probability of flooding. water supply,
and so on. Gravity models from economic analysis and marketing can
indicate likely drawing power of various public facilities. Trip genera­
tion models can suggest traffic flows from transportation facility
changes. Any model allows the analyst to apply experimentsfrQIn-other
environments to predict the results of projects under consideration, so
that these changes can be valued: they are the key to linking govern­
ment inputs to government outputs. Hovey strongly presents the im­
portance of models:

To analyze any program ... requires a model, which describes the relation­
ship between what we put into the activity (inputs) and what we expect to
get out of it (outputs). Good models explain what exact relationships are,
not just that a relationship exists . .. To require that the model be made ex­
plicit is one of the greatest potential contributions of systematic analysis
to government. An explicit model can be studied. criticized, evaluated, and
improved. Too often, decisions are made without explicit models. The re­
sult can never be bette'r than if the model is explicit. it can frequently be
worse.:O

\Vhen the project impact has been estimated. the worth of that im­
pact must then be estimated. Such valuation permits comparison of
project cost to project returns to establish whether the undert.:Lking in­
creases the net \vell-being of the region. ~fone'y values are used. not be­
cause of any glorification of money. but simply because exchange val­
ues provide a standard yardstick to compare how indi\iduals value the
project ',vith how they value the resources used by that project. For ex­
a..'7lple. one m.ill.ion tons of concrete applied to highv....ay constr-lction

"ChJJ"ies B. Stoi>e, Ri!ilecton::c:d License Plates: Do They Reduce ;\,i'{httlme Rear-End
Coll;swn? ,ChaJ':ottes,ille Viri:,'111101 Highway .B~seareh Caunell. 19741. Dnvel s were not
told and could root control ~ he type of pIa!;.,,; the--y received. The places did not make a dif­
ference in the :.nc:ae"re of S:Jcn eollisior.s," •. ,'f
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lIJ (.J€ :;. :: J';' et al.,-Senef.ts and Costs orJtarfpol.l:erTrainin~Proilrams:A S:,'nd!esi-s of
Pre~'tOus S::.~:es u.ith Resen'atlons and RecommenuJtlons \WastunbTtOn. D.C.: Crban
Ir.st:~'.lte. 1<jj 31.

"[cor:Or.l:sts distinguish these as final products and intermediate products. 3€e Ri·
chard A. ~I t.:sg-:-ave, "Cost·Benetic Analysis and the Theory of Public Finance," Journal
of E('onomlc Lltt!rature 7 ISeptember 1969).

may prolong by one year the useful life of 5.000 automobiles: resources
of one type are used to save resources of another. Will the community
be better off with that use of its scarce resources? A direct comparison
is impossible because units being measured (cars and concrete) aren't
the same. Our only meaningful alternative is to estimate the relative
value individuals place on cars and concrete: how much general pur­
chasing power individuals are willing to give up to acquire each. Those
purchasing power units provide the measuring standard.

The particular valuation approach chosen depends on the project,
but the task is always easiest when values can be connected to a private
market. For instance. river navigation projects may reduce shipper
costs: the estimated difference between cost of river shipment and that

:.g" of the cheapest available alternative can indicate proj ect value of an
-- increased volume of shipping. The value of employment training pro­

jects can be estimated from differences in anticipated pre- and post­
project incomes of trainees. allowing for differences in employment
prospects.~1 .Many capital expenditure items purchased by govern­
ments may reduce operating cost, the primary benefits in those in­
stances.

For some projects. however. project outputs are not linked to goods
or services sold in private markets: the output is desired for its own
sake (rela.xation in a city park). not because it contributes to another
production process. 22 \Vhen the product or service is of this type, or
when prices of marketed commodities change as a result of the project,
a different approach is used. That is the estimation of consumer's sur­
plus-the difference between the ma.x.imum price consumers would
willingly pay for given amounts of a commodity and the price that the
market demands for the commodity (which would be zero for public ser­
vices provided at no direct charge). The underlying logic of the consumer
surplus approach is relatively simple. although its application is any­
thing but simple: points along an individual's demand curve for a prod­
uct or service represent the value that the person places on particular
amounts••of the product in question. The individual would voluntarily
exchange any amount up to the level on the demand curve rather th;m
not have the product. He will not pay more. so the price on the curve re­
presents'~he individual's valuation of the product. Refer to Figure 5-3,
a representation of an individual's demand for visits to a park: for 10
visits to the park, the ma.x.imum that individual would pay is S5. If the
price actually charged is above SS. the individual would visit fewer times
(if at all); if the price is below S5, the individual receives a consumer sur-

I
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FIGURE 5-3 IndivIdual Demand for a Park
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Estimation of Project Costs

An estimate of t~e resource cost of the project includes construc­
tion cost and ope:-:l:.:r:.g cost fJr the life of the project. Obviously the

Price

510 L

5 '" r

pfus-he receives the service at less than the price he would have will­
ingly paid. Consumer surplus then equals the difference between the
maximum price the individual would have paid less the price he actual­
ly pays multiplied by the number of units purchased. If the price were
zero (the park has no admission char6'e), the total consumer surplus
here would equal S90, computed by: (S10 x 5) -+- (S5 x 5) + (82 x 5) -+­
(Sl x 5). That is the entire area under the demand curve for the service.

Public services are seldom sold, so how is it possible to consider
quantities demanded as a function of price? The demand curves are
constructed by recognizing that implicit prices have to be paid to use
most free services. Thus. individuals must pay transportation cost to
use even a free facility-they bear the cost of getting from where they
live to where the facility is. This cost is the implicit price: analysis of
user patterns illmvs estimation of a demand curve. Use (quantity de­
manded) usually is weater by those who are closest to the facility (travel
cost, or iI:1plicit price. is lower), follov/ing the configuration of a conven­
tional demand curve.:J The approach is not 'without its problems. but it
really is the only feasible technique for that class of public services.
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"_-\.n lnterestin;; application of the tet.hnique to estimate benefits from VIsits to histori·
cal sites uSl.'1g tr.e CCI:1Sur.:.er surplus approach is Rti,chard J. Cirre. Estimating User Bent?­
fits jro,n l-!istor:c S::es a.nd J[u.seums (!th'::La. ~.y.: Program in Urban ann Regional
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preparation of these estimates requires the close cooperation of engi­
neers and accountants skilled in costing, particularly if heavy public
works facilities are involved. The analyst must recognize. however•
that the important cost for society is the opportunity cost of the re­
sources used in the project: "By the opportunity cost of a decision is
meant the sacrifice of alternatives required by that decision ... [Olp­
portunity costs require the measurement of sacrifices. If a decision in·
volves no sacrifices. it is cost free. "2~ The cost that matters for deci­
sions is the value of paths not taken; that is the true cost of any
decision. That complication can produce three types of adjustments to
cost estimates based initially on resource purchase prices. First, oreti­
nary project cost estimates included only private or internal costs.
Many public projects, however, can create undesirable effects on oth-

____ers.~l'negative externalities. ExamplesLT:J.duasthe da..rnage Gone to
surrounding properties by pollutants produced by a municipal inciner­
ator or the traffic delays created when streets are blocked by construc­
tion of a government office building. These are costs inflicted upon par­
ties outside the market transaction. but they are just as real to society
as wages or payment for construction materials. These adjustments
are made using the same indirect methods applied in benefit estima­
tion~theseimpacts are, logically, negath~ social benefits.

Second. adjustments are appropriate if the project uses completely
unemployed resources or resources for which there is no alternative
use. If such is the case. there is nothing sacrificed in consuming those
resources in the project being considered. Thus, the actual social oppor­
tunity cost of the resource to the project is zero, not the financial cost
involved in paying the resource's owner. For that reason, it c::m be sensi­
ble to undertake programs in areas with massive unemployment when
that program ordinarily would not be economically justifiable: putting
the idle resources to work adds a desired product without the loss of
any otq~r product.

Fin"ally, many public proj ects use property already owned by the
government. Property acquisition brings no out-of-pocket cost; when
sites fo"t- a new highway, incinerator, and so forth, are being compared,
the site using public property has lowest financial cost. The real social
cost of that site for the proposed project is the site's value in its exist­
ing (or other possible) use because that is v.'hat the community loses if
the site is selected for the new use. There is no justification for valuing
alre3dy,o'.',ned properties at zero. Furthermore. the amount paid for
the resource (its historical cost) may not be a usable guide. For exam­
ple, if a municipality invests S1.5 million in a new incineration plant

"\Vtl..:..:= \\:;;u:en Haynes. Jfanagerin[ Economics IPlano, Te~ : Bu::;~r:ess Publications.
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that will not burn the refuse mi"{ generated by the city, the value of the
plant clearly is less than S1.5 million and. unless there is some salvage
value for the facility, approximates zero. Decisions are appropriately
based on opportunity costs, not historical costs.

Selection of a Discount Rate

The costs and benefits of most public projects. particularly those
long-life, high-price projects proposed in a capital budget, do not occur
in any single year. More often than not. an initial capital expenditure is
made in one year and both operating cost and program returns accrue
over a long project life. In that event. special attention must be given
the timing of the flows. recognizing that a return available only at some
point in the future has less value than an equal return available now.

The approach for comparing such impacts in personal. business.
and public finance is discounting, a process of converting a stream of
returns or costs incurred over time to a single present value. The pre­
sent value takes account of both the absolute size and the timing of im­
pacts of a proposed action.

'Why is a payment of S100 received at the end of one year not equiv­
alent to S100 received now? If inflation's erosion of purchasing power
and the uncertainty of the future seem to make the answer obvious. as­
sume that the S100 is certain to be received and has been adj us ted for
price level changes: the reason for discounting is related neither to in­
flation nor to uncertainty. The reason is simply that the S100 available
now can yield a flow of valuable services (or interest) through the year.
At the end of the year. the holder could have S100 plus the flow received
from use of the SIOO during the year. Therefore. SIOO now has greater
value than does SIOO received at the end of the year. Furthermore. as
the date of receipt is more distant. the present value of a given dollar
amount is lower: the flow of services bet\veen now and then would be
greater.

While the principle of time value applies to any resource or service.
the mechanics most often are done using market exchange equivalents
(dollar values) of those returns and the analysis uses investment for in­
terest as the earned service flow. Thus. SX available now (the principal)
will become SX plus SX times the rate of interest (the principal plus in­
terest earned on that principal) at the end of one year. The mechanics of
discounting are easier to understand after working through the more
fa.rr:iliar process of compounding. Suppose the rate of interest is 10 per­
cent: if S1.000 is invested today, it will accumulate to S 1, 100 at the end
of the year. Thus ...

Sl,] 00 := $1,000:'-r- J~1.000 '\! 0 10)
tp.
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or

Amount at end of year = Original principal + Interest earned

Algebraically. if r = the rate of interest. PV = the present amount, and
FVI = the amount at the end of a year, then

FVI = PV + PV ror FVI = PV{l + r)

FVI equals the original principal (PV') plus accumulated interest (PV r).
11any policy and management questions involve multiple-year de­

cisions-\vhere the returns are permitted to compound over several
years. In other words, the principal plus accumulated interest is rein­
vested and allowed to accumulate. An example would be calculation of
the amount to which 81,000 would accumulate at the end of five years
with 10 percent annual interest. Annual account balances are shown in
Table 5-1. Obviously there must be an easier way to compute com·
pound interest than going through all the year-end computations. Us·
ing the symbols previously introduced for values now and values at the
end of a year,

FVI = PV(l + .10) = PV(1.10)

At the end of the second year, the account balance would increase from
interest earned: .

FVz = FVI (1.10) = PV (1.10) (1.10) = PV (1.10)2

The same increase from interest earned occurs at the end of the third
year:

FV3 = FVz(l.lO) = {[PV(1.10)j(1.1O)} (1.10) = PV(l.lO)3

For the fourth year:

FV4 = FV3 (1.10) = ({[PV (1.10)](1.10) }(1.10))(1.10) = PV (1.10)4

The same process applies. regardless of the number of years. In general. if
PV = .~he present amount, r = the appropriate interest rate. n = the
number of periods of compounding. and FVn = the account balance at
the end of the periods,

From the previous example. =5

FVn = 1,000 (1.10j5 = 1,610.51

Interest often compounds more frequently than once a year. The
comp01..:nciing formula can easily be adj usted to allow for semiannual.

:>For"i~ctroniccaJculators.usethey·key:j'= 1.10and.x: = 5.Thus.ll.IO)' = 1.61051.
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TABLE 5-1

•
Imtiaf deposit, $1,000

End of year:
1
2
3
4
5

Interest Earned
(interest rate x

prevIous balance)

$100_00
110.00
121.00
133.10
146.41

Account
Bafance

$1,100.00
1,210.00
1,331.00
1,464.10
1,610.51

•

•

•

•

•

•

••

-:<
\. --.-

-,

quarterly, or any other regular scheme of paying interest. For example.
suppose interest is paid twice a year. \Vith an annual rate of 10 percent.
that system would mean that 5 percent interest-is paid for the first Kill
of the year and 5 percent is paid for the second half year. Thus. principal
plus interest amounts at the end of the half years would be

FVI = PV (1.05) (Balance at end of one half year)
FV2 = PV (1.05)2 (Balance at end of two half years)
FV3 =PV {1.05)3 (Balance at end of three half years)

and so on. Thus, at the end of n years,

FVn = PV (1.05)2n

In general. if interest is added x times per year, and other definitions
are as before.

FVn = PV {l + E.)n.r
x

Discounting simply adjusts sums to be received in the future to
their present-value equivalent. the amount which will accumulate to
that future sum if invested at prevailing interest rates. Recall that FV,
the accumulated balance at the end of one year, equals PV (l + rl. the
balance at the start of the year multiplied by one plus the rate of inter­
est. That formula can be arranged to become

PV = FV,
(1 + r)

The a..'T1ount p~' invested at interest rate r will grow to FVI at the end of
the year.

Suppose S1.000 will be received at the end of one year (FV = 1,000):
if t~e interest r~l[e that could be earned is 10 percent, what sum today
(P~ ) would accumulate to S1.000 at the end of the year? That present
value emer~es from operation of the present-value formula:

:"
PV = Sl,OOO/ /1 .!; a.fO) = 8909.09

I I
I ,

I I
, I
! I
, .,
, I

I !

:I
i 1
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That means that S909.09 now plus 10 percent interest earned for one
year (8909.90 x 0.10) equals 81,000: the present-value equivalent of
Sl,OOO received at the end of one year when the prevailing interest rate
available is 10 percent is S909.09. That prevailing rate is called the dis­
count rate.

\Vhat happens if the return is received more than one year into the
future? The same logic of adjusting for interest which could have been
earned still applies, but the computations look messier because the in­
terest earnings would compound. In other words, interest earned dur­
ing the fust year would be able to earn interest in the second year, and
so on through the years. The general formula for compounding, FVI! =
PV (1 + r)l!, may be rearranged in the same way that the single-year
compounding formula was to produce the general present-value formula:

PV = FVI!
(1 + r)1l

where PV = the present-value equivalent. FVI! = a value received in
the future, r is the discount rate, and n is the number of years into the
future that the sum is received. For example. 8800 received 10 years in
the future, assuming a 10 percent discount rate, would have a present
value of 8308.43 (or 800/ (1 + r)I!).

In many situations, the income stream to be discounted may be
constant for several years. For instance, a new maintenance garage
might reduce cost by S20,000 per year for 25 years and that cost sa\ing
is to be compared with the construction cost of the garage. The flow in
each year could be discounted back to the present: a quicker approach
entails use of an annuity formula to compute the present value of the
income stream in a single computation. If S equals the amount of the
annual flow and other variables are as previously defined,

All rules ,i3:bour more frequent compounding (quarterly, semiannually,
monthly) -;pply in this formula as well. In the example here, the present
value of those garage cost savings if r = 10% would equal

PV = 20.000 [1 _ {_1_} Z5J = S181,540.80
0.10 1.1

This formula will be used later in determination of bond prices (Chapter
13), Z6

The choice of discount rate has an important impact on the present
value of a project. Suppose a project has construction cost of S10.000

t"ThlS fOir:1ula also can be used to determine the level mortgage p~yment tprinClpal and
interest! :1e€ded to pay on ~ loan anri :s oiten used by engweers to convert a capItal cC'st
into olI1 aIHlu31 cost equlvaJ~nt lannualizationl. An example of th'O fClrmer: suppo~e an
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TABLE 5-2 The Im;::act of Discount Rates on Project Present Values

•
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Present Value of Benefits,
AlternatIVe Discount Rates

Year Cost Outlay Benefit Received 8 Percent 10 Percent 15 Percent

1 S10,CCO S1,500 1,389 1,364 1,304
2 1.500 1.286 1,240 1,134
3 1.500 1.191 1,127 956
4 1.500 1,103 1,025 858
5 1,500 1,021 931 746
6 1,500 945 847 648
7 1,500 875 770 564
8 1.500 810 700 490
9 1,500 750 636 426

10 1,500 695 578 371

Present value
total S10,OOO 10,065 9,218 7,527 .
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and no operating cost. I ts benefits of S1.500 per year start at the end of
the year and continue for nine years. The project ends with no salvage
values. Table 5-2 summarizes the project data and computes present
values. using different discount rates. An 8 percent discount rate
shows the project to produce a return slightly greater than its cost, a 10
percent discount rate shows the project to be slightly more costly than
its value, and a 15 percent rate shows the project to have substantially
higher cost than its value. The discount rate selected clearly influences
the economic evaluation of the project.

There is. however, no single discount rate which is immediately ob­
vious as the appropriate rate for analysis-market imperfections and
differences in risk cause a broad spectrum of interest rates in the econ­
omy. Several candidates have, however. been proposed for such use.
Two important c:mdidates proposed for such use are the cost of bor­
rov;ed funds to the government (the interest rate the government must
pay) and the opportunity cost of disp1::J.ced private activity (the return
that private resources could earn). There are conditions under \vhich
either may be appropriate.

The cost of borro\ved money provides the closest :malogue to pri­
vate project analysis-it is an interest rate which. presumably, must be
paid by a borrower. Because most public programs are fin:mced at least
ultimately by t3...X revenues, use of the rate at which a government can

~.::0.000 :::cr:;;3;se :5 t~en for :20 years Jt a 1:2 percent mtcrest rate. The monthly pay­
r::e::t WOl,;:c 81" ccr.::puted 35 follows:

130.000 = 0"; 1 r1 - { 11) "l-(~O x 12

J., - 1 ., - I
1:2 _ ~ 12 ,

X r (:~1} J
8Ci,OOn = o.6T J::, -11~O 1 2-10

I '
I
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borrow would not direct resources to their best-yield uses because abo
sence of default risk on (federal) government debt makes that rate ab­
normally low. Allocation using that rate would pull resources away
from higher-yielding private activities to prospectively lower·yield
public use. For state and local government decisions, the borrowing
rate could be particularly misleading because the exclusion of this in­
terest from the federal income ta.'.:: allows these governments to borrow
at much below the appropriate market rate. Z7 Public authorities which
generate their revenue from sales of product or service might use that
rate. as that does estimate the market attitude toward the prospects of
the enterprise, but even here the interest excluded from income ta.'.::es
complicates the analysis. The borrowing rate is generally not a good
test for a social discount rate.

The return which could have been achieved in displaced private
spending is generally more appropriate for the logic of benefit-cost
analysis, an analysis aimed at discovering actions which increase the
welfare of the community. It is a rate which the analyst must esti­
mate-there is no defined interest rate being paid that can be looked
up. Baumollucidly expresses the essential argument:

If the resources in question produce a rate of return in the private sector
which society evaluates at r percent. then the resources should be trans,
ferred to the public proj ect if that project yields a return greater than r per­
cent. They should be left in private hands if their potential earnings in the
proposed government investment is less than r percent. 23

The problem is to estimate what the rate of return would have been on
these displaced resources, because that is the opportunity cost a public
project must exceed if it is not to misallocate resources of the community.
In general, this rate can be estimated according to the formula:

P = klrl + k:rz + ... + knrn

where P = rate of return on displaced resources (the project discount
rate). r ::= return on investment in a particular private sector. k = frac­
tion of ptoject cost extracted from a particular sector (usually the per­
centage of total taxes collected from it), and n = the number of private
sectors with displaced resources. This weighted average provides a
workable estimate of the private opportunity cost of the displaced reo
sources and the resulting discount rate is applied to the estimated
benefit and cost flows .

"An :r.ciindt<ai in the 30 p€rcent f",deral tay bracket would receive the same aIter-tax
rate oi return 'In a taxed corporate bond yielding 1,) percent or an untaxed municipal
bond Yldd.:ng 10.5 pE:rcent.

"W:.ilia...-n J. E~u!:1ol, ·'Or. the Discount Rate for Public Projects." in Public E::pendi­
.~ ... _.J. T.. I,,,~ ' .... ~" ..... i;_· (rh: .... ~.,'('\· \!:":",,k ;
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Decision Criteria
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The final stage in project analysis applies a decision criterion to the
discounted cost and return flows to summarize the economic case for
the project. The summarization can be either to identify whether a pro­
ject is economically justifiable or to establish rankings among projects
to be fitted into a limited budget. Two criteria often used are the benefit­
cost ratio (the present value of benefits divided by the present value of
costs) and the net present value of the project (the present value of
benefits less the present value of costs). If the ratio exceeds 1 or if the
net present value is positive, the project passes the test of economic ef­
ficiency: resource use for the project will increase economic well-being
because alternative use of those resource will produce a lower return for
the community. Application of these criteria will ignore politics, desires
for \\..ealth redistribution, regional problems. and other side concerns,
but both will capture the economics of the project.

1\...·0 additional measures sometimes proposed should be mentioned
briefly. These are the internal rate of return and the payback period.
The payback period method divides the estimated net annual flow of
project returns into the capital cost of the project to obtain the number
of years it would take to fully recover (pay back) the capital cost. Thus,
if 82.000 is the net annual return from a project with a capital cost of
88,000 the payback period is four years. The shorter the period. the
more attractive the project. This measure is defective because it ig­
nores Doth the time profile of returns (proceeds available only late in
project life are valued equal to earlier returns) and proceeds after the
payback point. For example. consider the projects in Table 5-3. By
payback-period reasoning, the project ranks (best to worst) would be A,
B, C: if a discount rate of 10 percent were appropriate, the net present
value of A = - 909: of B = - 909; and of C = + 1.292. Payback periods
are simply not reliable as a project guide.

The internal rate-of-return method "is to find a rate of interest that
will make the present value of the cash proceeds expected from an in­
vestment equal to the present value of the cash outlays required by the

TABLE 5-3

Annual flet BenefIts
(end of year)

: I
I !

i ;

j J

•
.-

Caaltal Cost

10.COO
10 GOO
, O.COO

Year 1 Year 2 Year 3 Payback Penod

1Q.OCO .. , year
9.000 . 1,' 00 1 + years
3 COO 4.000 7,000 3 + years

..... --- - -------
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investment. "~9 That return is compared with the discount rate: the pro­
ject passes the economic efficiency test if its rate of return is higher
than the discount rate. The present value methods are "simpler. safer.
easier. and more direct"30 because of the adaptability of multiple dis­
count rates during investment life. the problem of multiple internal
rates of return which can emerge in computation. and the need for addi­
tional tests to determine the validity of a computed rate of return. If
conditions are right, however. internal rate of return will give the same
results as present-value (or benefit-cost ratio) computations.

Project analysis may require not just an evaluation of the econom­
:'B :.ics of a number of projects but also selection of particular projects from

._~everal alternatives. Two ranking indexes are available: rank by ratios
6f benefit to cost or by net present value.31 Project rankings are often

'~:----the same with either criteria. but sometimes-especially when project
sizes are substantially different-the ranks are substantially different.
'Which ranking should apply: that produced by net present values or
the ratio of benefit to cost?

Table 5-4 presents the discounted cost and benefit data for two
capital projects. If S500 is to be budgeted, should project X or project Z
be undertaken? Project Z has a higher net present value while project X
has the higher benefit/cost ratio. Each criterion supposes particular
facts about the projects. Ranking by the ratio assumes that either pro­
ject can be increased in any proportion without changing the return re­
lationships. In the present comparison. ranking by ratio presumes that
project X can be expanded three and one third times its present size at
the same benefit rate (to S66i), yielding a net present value of S167.
That expansion must be technically and economically possible if ratios
are the guide to the decision. Ranking by net present value presumes
that the alternative investment streams are the size indicated, without
the possibility of increase or decrease with returns constant.

In many situations. of course. neither presumption is met entirely.
\Vhen SUCh>1~ .the case, the decision must rely on comparison of present
value of benefits from the use of available funds in feasible combina­
tions of all project sizes. If the concern is \vith indication of economically
feasible projects, not with allocation within a fixed budget, either
method will be proved satisfactory: if net present value is positive. the
benefit-cost ratio will be greater than 1. Conflict emerges only with
rankings.

"H3.rold Bier:::::l..."l. Jr.• and Seymour Smidt. The Cupi!al Bud:;.znng DeCISIOn (~ew

YorK: .\l.:lc::::.1.lJ.."l. : 975). p. ~S.

"'!bld .. ;J. ,) 7.
"ThE< r:lt:o of e~cess benefit to cost Ibeneftt minus cost diVided by cost I provides no ad·

ditional :r.for:::auon. as proj~ct ranks are th~ saoe as WIth the bi:n~fi.t-cost raLW: E, C =
[IB - Cl. c"1 - 1. I
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TABLE 5-4 Projects with Ranking Cntena Conilict

• Pro;ect

Z
X

Cost

$500
150

Benefit

$600
200

Net Present Value

$100
50

Benefit/Cost Ratio

1.20
1.33

•

•

•

•

•

•

•

•
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Some Special Problems

Multiple objectives. Benefit-cost analysis provides information
about the economic impact of projects. Overall economic impacts may
not. hm....ever. be the sole or even the most important objective of some
programs. particularly those concerned with redistribution of income
in society. If redistribution is important, benefits received by some
groups in society will be more important than benefits received by oth­
ers. ~larket values will not measure this objective, so benefit values
wol'Jd need ex.plicit adjustment to encompass redistribution concerns.

1\ormal benefit-cost analysis accepts all portions of the economy as
equal; gaining and losing groups are not considered. It accepts the "hy­
pothetical compensation" criterion of theoretical welfare economics: a
public decision will be regarded as sound if those gaining from a public
action receive sufficient benefits to compensate any losses, with some
surplus gain remaining. JZ The principle ignores distribution of gains
and losses across society and can be defended by these arguments: (1)
that changes resulting to income distributions can be viewed as negli­
gible.33 (2). that public investment is not a proper tool for redistribu­
tional change because other fiscal policies are superior and can easily
correct for any investment-related maldistribution; or (3) that many
projects over time will have benefits randomly distributed, causing the
overall effect to "average out" at no redistributional change. On these
grounds. distribution effects may be ignored with some theoretical jus­
tification. The view has been growing, however. that such treatment as­
sumes away too many issues.

1\\'0 general techniques have emerged to deal with this distribu­
tional concern. Some analysts have allowed for distribution effects by
weighting benefits by a measure of the societal importance of the re­
cipient. Value~ received by meritorious groups (those society wants to
help) count I:1ore than values received by others. Selection of weights is
obviously a proble!1l. \\'eisbrod has applied weights implied in past
public project decisions that have not followed strict benefit-cost

",J. G. HeJ.d. "T::e "...eibre FOt1nQatlOns of Pubiic Finance Theory." Rivista di diritto
;inc.r::::aro e sc:er:::c: G.i!i:.c ;'ir:an::e 24 lS"ptember 19651; pp. 379-428.

"Otu:> Eckst.elI1. ~~'c::e1" Resource DeL elopment (Cambridge. ~Iass.: Harvard lJniversitv
Press. 1958), pp.36-3;.. .
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ranks. 34 This approach does not, however, attack the problem of how
the distribution ought to be changed, but would weight analysis in the
historical pattern. Besides, the pattern may measure clout of congres­
sional delegates. not social goals. Krutilla and Eckstein approach the
problem by using marginal rates of federal ta."\:ation as weights. pre­
suming that these rates roughly measure the importance of redistribu­
tion to society.35 The technique does focus directly on income distribu­
tion. but it. too, has political pressure problems. Furthermore, it
ignores the difference between statutory rates (those in ta."\: law) and ef­
fective rates (those applicable after loophole), Other approaches would

.apply specific weights supplied by the analyst. All bend the general
.,Y.:' . rule that the analyst be an impartial observer in the analytic process.

"Decision makers may not recognize (or accept) the value system as­
,~. _,-sumed by the analyst.

An alternative, the display technique favored by McKean. would
supplement general cost and benefit totals with a tabulation of how
costs and benefits are divided among the population.36 Many distribu­
tions could be important: income, age. race. sex. geographic area. etc.
By providing such a display. the analyst need not weight the social im­
portance of groups. Decision makers could supply their own weights to
each recipient group as desired. The number and type of displays pro­
vided would not likely be the same for all projects. If the goal of analy­
sis is to provide information for decision makers and consumers and
not to yield conclusive, social-ma."cirnizing decisions, such displays
seem a prerequisite.

Valuing life-saving projects. A sticky problem occurs when pub­
lic projects seek to reduce the loss of human life. as with transportation
safety. cancer research, nutrition education. or fire protection. Deci­
sions can save or endanger lives: life or death can rest on government
allocation of resources to particular projects. Those decisions are dis­
tasteful. but they have been and will continue to be made. The impor­
tant question.is not whether a value has been placed on the saving of
human life:'.The real question is whether decision makers know what
they are assuming about that value. Any set of decisions that denies re­
sources to activities which have a life-saving element have implicitly

"Burton A. 1,';elsbrod. "Income Redistribution Effects and Benefit·Cost Analysis." in
P"'o6Iems tn P:l.blic Expenditure AnalysIs. ed. Samuel B. Chase (Washmgton. D.C.:
Brooi:u.ngs Instltution. 19681.

"John V. Knltilla and Otto Eckstein. .\fultiple-Purpose River Development (Balti­
more: Jobs Hcpkms Press. 19581.

,oRoland ~lcKean suggests the importance of using exhibits to indicate the impact of
projects on the distnbutlOn of wealth. and demonstrates Its use Ul water resource prOject
evaluatiOn: £;';iciency in Government through Systems Analysis l:'o:ew Ycrk: John Wiley
& ~1)["1c. 19SGl. pp. 131 -33.208.242. . /(}J?-
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placed a value on life: they imply that the value is less than the cost of
the rejected activity. Is that implicit value reasonable?37

A number of methods, none flawless but some better than others.
have been proposed to value life saving. Historically, the first was aver·
age life insurance face values outstanding, under the logic that this was
a value on loss of life that individuals placed on themselves. The obvi­
ous problems are that individuals buy life insurance for varied motives,
including some-for example, forced saving-which have nothing to do
with death potential. and that individual holdings vary substantially
by farrily characteristics. These influences render insurance values
generally inappropriate for this use.

A second technique. the earnings loss method, views the human as
something equivalent to a machine. Thus, the value of a life saved is es·
timated at the present value of lifetime earnings less subsistence cost
through the work career of the individual. That, it is alleged, equals the
contribution of the individual to the economy and is the value of a life

-saved. There are questions both about what earning pattern to use and
about whether that narrow production view truly gauges the social
worth of an individual: this approach is seldom used in benefit-cost
analysis today.38 However, the judicial system does use this approach
in wrongful-death cases: one element in awards to families is estimated
net lifetime earnings of the individual killed.

The third technique uses evidence generated by labor-market re­
sponse to higher risk of death across occupations. A number of occupa­
tions (logging. off-shore drilling, etc.) have greater death risks than other
occupations with similar skills. The wage premiums necessary to re­
cruit "r\"orkers to that work provides an estimate of the value of life in
the labor market. Thus, life-saving values emerge directly from the
choices of individuals. There are some logical questions about the
method-for one, the values may be artifically low because those jobs
apparently appeal to individuals whose attitudes toward risk are differ­
ent from those of others (they may actually enjoy extreme danger)­
but it apparently gives the soundest estimates generally available. J~

Government decisions do generate implicit values for life saving.
That valuation cannot be avoided. Benefit-cost analysis must ensure
that these valuations are conscious and consistent. It can hope for little
else.

"A quest:onnaire to 435 adult ..\mericans asked the question" How much. in dollars. is
tr:e a·;er:J.~e human llfe woreh?" The average response was :528,000. [Leonard C. Lev.'i.n.
-E:::':c:l.i Ap:::uce Test." H,;,-pers ~53 IOctooer 1976), p. ~l.J The methods exammed here
hJ. ... e suastantlaily stronger iOlpcal basis than this.

" ..\ c!ose variant is reportedly used in military puot saiety decis1l.ms: the value used is
:he cost of tr:J.1mng a retJlacement. S3fety feature costs are balanced against that value
estU::3.te.

"W. K. Viscusi "Weaith Efff>'.:cS and E:u:n.ings Premiums for Job Hazards,- Reuiew of
EconomIcs and Statlstlcs FO IAugust. 1'J7.b.~: PP;'408-1€.
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Questions and Exercises

.OJ ohr. Kn:tilla. -\\'elfare Aspects of Benefit-Cost AnoJy::is.· Juumal of PolitIcal Econ· 1£
omv. Julv t961. p. 234. . jDrr

1. Roachdale has a population of 22.000 more or less. Several of its im­
portant features appear on the map. The city eagerly awaits the full
operation of the Intercontinental Widget Plant early in 19X3. \Vhile
the plant has few employees now. it .......ill have a work force of around
900. 'the plant has caused a shift in city population to the south.
Many people are moving to the \Vonder Hills subdivision (45 percent
developed now), although a good number are located along SR4 out­
side of town.

The data presented here. along with departmental project pro­
posals. should be used to prepare a capital improvement program
for the years 19XO to 19X4 and a capital budget for 19XO. Financial
conditions suggest that the city will be unable to pay more than
S900.000 for capital investment in any year. so one part of the exer­
cise requires that priority criteria be established if all requests can­
not be included in the budget.

I
I
i

.~
i
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A Final Note on Benefit-Cost Analysis

Benefit-cost analysis can supply decision makers valuable informa­
tion about government activities. The analysis can estimate whether a
particular project improves the efficiency of resource allocation. Sup­
plemental displays, where relevant. can indicate its distributional im­
pact across income classes, regions. races. sexes. and so forth. depend­
ing on the classifications deemed relevant.

The relationships and variables in the computations are estimates
based on assumptions made by the analyst. Those making project
choices must know what those assumptions are and how the analysis
would differ with other reasonable assumptions. At minimum. the pub­
lic decision maker must comprehend the structure of benefit-cost anal­
ysis to safeguard against deception from self-interested parties.

Public choices are political. No computerized. sterile analysis can
substitute. Benefit-cost analysis is. however, an invaluable informa­
tion tool and merits expansion as such. in spite of its possible weak­
nesses and potential misuses. As Jolm Krutilla has observed:

Since the alternative is not to retire to inactivity but. rather. to reach de­
cisions in the absence of analysis. we may take some comfort from the be­
lief that thinking systematically about problems and basing decisions on
such analysis are likely to produce consequences superior to those that
would result from purely random behavior. ,0
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.... -

Bowen Park pool-19XO. S300,009 (construction of new above-
ground aluminum pool). :"

Projects Proposed:

These projects have been proposed by city department heads.
Streets, roads, and bridges:

SR4 bridge replacement-19XO. S350.000; 19X1, 8250,000
(costs are totals) .

Street upgrading, '"Vander Hills subdivision-19XO. S600.000;
19X1, S50.000; 19X2. S20,OOO.

Street sign replacement-19XO to 19X9. S18.000 per year (high
visibility, break-away signs).

Pa.ri:.s and recreation:

The city has two special capital asset problems. First, the main
sanitary sewer at vVestside Elementary School near the Red River
has suffered structural failure and must be replaced. Second. the
SR4 bridge over Red River is unsafe. The bridge replacement will
take two years. During the first year, traffic will have to be detoured.
The state will pay 90 percent of the bridge cost.
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\Vinslow Park Recreation complex-19Xl, 825,000; 19X2,
8125.000: 19X3. 8300.000; 19X4, 8300,000; 19X5, 885.000
(pool. ice skating rink, baseball diamonds).

Libraries.'

Air-condition building-19XO. 845,000; 19X1, 820.000.

~Vaterand sewer:

\Vater line upgrading, \Vonder Hills-19X2, 8725.000.

Storm sev,er installation, Wonder Hills-19X3, 8850,000.

Sanitary sewer replacement (structural failure)-19XO, 8150,000.

Fire department:

New fire substation-19X3, 8450,000; 19X4, 865,000.

Fire equipment:

a. Pumper (main station)-19XO, 825.000.

b. Pumper. hook and ladder (substation)-19XO, 8130.000.

2. My son informed me that a comic book I purchased for 10 cents in
1948 is worth S55 today. What has been the average annual com­
pound rate of return on that valuable asset? (See Chapter 2.)

3. Dr. Rubin has S10,000 to invest for three years. Two banks offer an 8
percent interest rate, but bank A compounds quarterly and bank B
compounds semiannually. To what value would his money grow in
each of the two banks?

4. The Penn Central Railroad had not paid local taxes since 1969, under
federal bankruptcy court protection. Some years later, the court re-­
quired Penn Central to offer municipalities a choice of two payment
options to clear this liability. (Penn Central, of course, has been ab­
sorbed by Conrail, so there were no future tax liabilities involved.)
The choices were: (a) immediate payment of 44 percent of totalliabil­
ity or (bl,immediate payment of 20 percent of the liability, 10 percent
paid at {he end of each of the next three years. and 50 percent paid at
the end of'10 years. \Vhich alternative \vould you recommend to a
municipality and why?

5. "A 10gic31 estimate of the current opportunity cost to the community
of destroying the Parris-Dunning House (a structure built in the early
1800s and lived in by an early governor of Indianal for construction
of a trmc corridor in Bloomington. Indiana. could be prepared by
using the formula: Cp = Co (l + r)n where Cp = current opportunity
cost. Co = the original construction cost of the house. r == the appro­
priate interest rate available on investments over a period. and n ==
the number of years between con:::;truction and the present." Do you
agrep; Explain.
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6. The irrigation system a farmer uses cost S10,OOO eight years ago. It
will last another 25 years without additional investment. \-'lith that
system, he produces crops valued at S3,OOO per year at a cost of
Sl,OOO per year. A new system would cost S15,000 to install, but
would increase production to S7,OOO per year. Operating cost would
be 82.500 per year. The farmer would have to refurbish the new sys­
tem 12 years after installation at a cost of S5.000. Assume that in­
vestment in the new system occurs at the start of the first year. that
revenue and operating cost occur at the end of each year and do not
change over the 25 years. and that both systems have a salvage value
of S1.000 at the end of 25 years. Assume a 10 percent discount rate.
Should the farmer replace his existing system?

"\Vhen the ~uclear Regulatory Commission wanted to consolidate
its 10 buildings in the Washington area into a single headquarters,
the GSA (General Services Administration) calculated the annual
rent required at S15 million and the construction cost at S113 mil­
lion. or more than double what it would cost to build." (Monica Lang­
ley, "Government's Staggering Leasing Expense Stirs Debate on
\Vhether to Rent or Buy," The ~all Street Jouma4 September 4,
1982.) Compute the net present value of the lease expense at a dis­
count rate of 9.0 percent. Assume a 20-year building life. How does it
compare with the cost of construction?

. 8. \\'nat problems appear in the following statements involving benefit­
cost analysis?

a. A public power project uses a discount rate of 8.5 percent, the
after-tax rate of return for electric utilities in the area.

b. Evaluation of a new municipal fire station uses a discount rate
- equal to the rate at which the city can borrow long-term funds.

c. Evaluation of a new four-lane highway to replace an older 'two­
lane highway shows saved travel time for truckers and for pri­
vate vehicles, the value of increased gasoline sales, and increased
profits of trucking firms.

d A cost·benefit analysis of removal of architectural barriers for
the ha..'1dicapped from commercial buildings produced these
benefit estimates for a 202.000-square foot shopping center: Eco­
nomic benefit during 50-year useful life of center (1975-2024) =
.'34.537.700 cumulative gross revenues from leasable area. (This
increase in gross revenue per year attributable to new accessi­
bilty co handicapped persons is calculated by multiplying gross
revenues per ye.u by the ratio of handicapped to nonhanclicapped
persons in the area. The estimate is \.;astd on gross revenue per
leasable area experienced natioI?all·y in 1969. brought forward to
1975 by the rate of consumer pike ':index increase, and extended
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through the 50-year life of the building according to the com­
pounded rate of growth in sales revenue experienced by commu­
nity shopping centers. 1966 to 1969. A 7 percent discount rate is
employed.)

e. The Big \Valnut Creek reservoir proposed for central Indiana has
been estimated to cost 892.4 million (land acquisition and prep­
aration, dam. construction, etc.). A 1972 Task Force report indi­
cated that total annual benefits from the reservoir would exceed
total annualized costs by S2.9 millio.n. A committee of area farm­
ers, using 1973 production figures, calculated that 16.000 acres
of cropland, pasture, and woodland in the "reservoir area" would
net 83.4 million annually. An opponent of the dam declared: "This
is a beautiful area. It should be preserved-especially if farmland
is producing more than reservoir benefits." .,

9. The Chronicle of Higher Education* reported that the Kent State
University athletic and alumni associations. in an effort to stimu­
late attendance at its homecoming football game. had sponsored an
appearance at the game by the Dallas Cowboy Cheerleaders. For
that game. 21.053 tickets were sold. compared to 7,186 the year be­
fore. A letter to The Chronicle editor sometime later questioned the
sexist overtones of the promotion and wondered whether the event
had even been profitable.

"The Chronicle article did not say whether revenue from the 5:2
percent increase in ticket sales offset the cost of bringing 32 cheer­
leaders from Dallas." a cost which the writer estimated to be about
SI3.000. An official of the University provided information that the
athletic department paid S5.000 toward the travel expenses, with
another 85,000 provided by outside donors. Further. gate receipts
were S23,902. Another letter to the editor. six weeks later, provided
a "rudimentary" cost-benefit analysis: .

..-
'1f one makes the assumption that the 52 percent increase in ticket

sales represented a 52 percent increase in dollars from ticket sales. and
the-u:rllversity realized :323,902 in gate receipts at the game. it is simple
to c~nclude that previous gate receipts amounted to S15.i:25.

Since the Dallas Cowboy Cheerleaders cost a total of S10,000,
S5.000 of which was paid by the athletic department and S5.000 pro­
vided by outside donors. a total of (S10.000-[23.902· 15.i~5J) = S1,823
was lost on the stunt.

~o"'''. it's true that the university only paid S5.000 to recoup 58.1 ii
in g3te receipts. but they may also have othenvise been J.ble to use the
ou~side donation for some other (more educational) :Jurpose. and thus
would ::ave been better off soliciting the funds for some other endeavor.

*:"laten3J from ne Chronical of Higher Education.. October 21. 1981; December 9..... ;"" :.-.
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General Accounting Office Report

..
Source: U S. Genera! .Ao:countl:lQ C~;lce, "FedeF;Cl1 Capital Budgettng: A Collection of

Haptlazard PracllcPs' IP.AD-81·,Q. Fer>ruar'f?S. L9?11

PitV IiASes cn fHNSA F

The U.S. Postal Service. the General Services Administration. the
Veterans Administration. and the Corps of Engineers (civil works) in­
vest directly in capital assets. which means they acquire and manage
federally owned physical capital. Organizations (whether they are fed­
eral. state. or local governments or private industry) possess :ertain

fG] The federal government has no formal capital budget and, as dis­
cussed earlier, may well not need one. Federal agencies do, however.
have substantial capital assets and do need some systematic method
for managing that capital. The following selection examines capital in­
vestment in four federal agencies-the U.S. Postal Service, the General
Services Administration. the Veterans Administration, and the Corps
of Engineers. Although dramatically different in services rendered. all
have significant capital investment.

The material is excerpted from a General Accounting Office report.
Not only is it a useful case study of capital acquisition practices in four
federal agencies. but it also nicely illustrates the work done by the
GAO.

Consider These Questions

Do the agencies use capital budgeting as described in the chapter?
What agency does the best job of managing its capital
investments? Why?
How do funding mechanisms influence the process? Should they?

Questions:

a. How does this analysis differ from cost-benefit analysis?

b. Rework the analysis of financial effect, making any necessary
corrections and taking full account of the principle of opportunity
cost.

Cases for Discussion

•

•

•

•

•

•

•
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TABLE 1

Does element enhance capital
investment program?

Element USPS GSA VA CORPS
Agency management attitude

enhances long·term capital
investment. Yes No Yes Yes

Agency prepares long-term capital
investment plan. Yes No Yes Yes a

Congressional authorization
process encourages planning for
capital acquisition. Yesb No Yes No

Agency has sufficient funds to
execute capital program. Yes No Yesc Yesc

Agency controls and monitors
capital project execution. Yes Yes Yes Yes

Agency uses economic analyses to
justify proJects. Yes Yesd Yese Yes

Agency performs postcompletion
study to determine if project
accomplished its objectives. Yes No Yes No

{to

elements that determine the success of their capital investment pro­
cess. The elements that can enhance or hamper successful capital bud­
geting in the four agencies discussed in this chapter are shown in Ta­
ble l.

Of the four federal agencies discussed in this chapter, we believe
that the Postal Service is the closest to what we have defined as a suc­
cessful organization: however, we are nOL advocating that its flexibil·
ity loff-budget status and freedom from congressional authorization
of capital projects) be extended to the other federal agencies. The Postal
Service is unique among the agencies we examined in that it operates
like a business. selling well-defined services to the public. We cite it as
an organization with a capital budgeting process that has many desir­
able planning. budgeting, and control features that could be readily
adaoted bv other federal agencie~.

Although the Postal Service h~ many good capital budgeting fea­
tures, it operat2s unde~ a claud o¢criticism because of capital invest-

• J - t... ~( .... - ... L 4_C_ ..... ; ... "" ~'""t:) ",; t'h o P""ct'=!J R .....nr~~ni.

aCorps annually prepares a five-year Investment program that identifies projects
likely to be started dUring the next five years, given probable funding constraints. The
Corps has the capability of formulating a range of alternative five-year Investment
programs responsive to alternative funding levels.

b-fhe Congress has granted the Postal Service broad authority over capital
investments. The authOriZing committees do not participate In the selection of
profects .

CSubject to appropriated amounts.
dAnalysls focuses on Identifying the least costly way of meeting a need.
"AnalYSIS focuses on demographiCS and Identifying the least costly way of meeting

a need.
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was established.' Today, the Postal Service's capital investment pre­
cess seems sound. but we are planning to review some of USPS' more
recent investments and will report our findings to the Congress.

Postal Service management recognizes that capital assets are im­
portant to productivity. USPS is an independent. off-budget agency
and is not required to seek congressional authorization for individual
projects. This independence makes it relatively free of the Congress as
a source of funds for its operating and capital investment programs.
USPS does not have to compete with other federal programs for cap­
ital investment funds. The Postal Service prepares five-year capital in­
vestment plans and performs extensive economic and cost analyses
befofei-c-ful1d~capital investment projects. Oneecapital prograll1s are

:-~nderway. USPS tightly monitors and controls them for cost and time
of ·completion. After a project is completed. a postaudit analysis is

..done to find out if proposed results were achieved and to identify any

. trends that need management attention or action..
In contrast to the Postal Service, GSA is subject to strong congres­

sional control. It must first obtain authorization committee approval
for each project over S500.000 before it can request funds from con­
gressional appropriations committees. While this requirement does
not specifically restrict GSA planning. it does not encourage it either.
GSA's funds are generated f:-om user charges that finance lease pay­
ments. purchase contract payments, operations. repairs and alter­
ations. program management. and new construction. Because of legal
obligations (lease and purchase contract payments) and other priori­
ties. new construction is the last budget item to receive funds, and the
remaining funds are not sufficient to execute a successful capital in­
vestment program. Because funds are insufficient. and to keep the
budget dov.-n, the executive branch has preferred to meet capital build­
ing needs by continuing GSA's leasing program. These factors do not
encourage capital planning. The result is that GSA management does
not have a long-term capital investment program at the moment.
However. the agency is now developing a management planning sys­
tem that sets forth long-range policies for public buildings acquisition.
leasing. and maj'or repair. The system is scheduled to be fully oper­
ational in early 1981. GSA says it is trying very hard to plan effectively
for the future.

MANAGERS HAVE DIFFERENT VIEWS
OF CAPITAL INVESTMENTS

In successful orguruzations. managers recognize and understand
the long-term effects of capital investment. We found that managers
in ete four federal ager-cies had different views of capital investment.
Postal Service offici;J1s place a very high priority on acquiring and
mJ.lIlt:lining physical capItal. Corps officials told us that they consider

'u.s. General ACCOu'11.rog Of1lce. "Gllm OUtlOOK for Ihe UnIted Stales Postal S~.·

-,ce's NatIonal Bulk Mell; Syslel""1" (GGD·78 59, May 16, 1978)
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capital investment and operations and maintenance decisions sepa­
rately. VA places highest priority on operations. which are to provide
medical services to veterans. and a lower priority on nonrecurring
maintenance. GSA. on the other hand. for years has been preoccupied
with meeting its capital investment needs by leasing and rehabilitat­
ing existing space rather than constructing new federal buildings.

U.S. Postal Service

Postal Service management wants to keep costs low and increase
productivity. Officials believe they can accomplish this only by mecha­
nizing and improving their physical capital. Through its ll-member
Board of Governors. USPS can make independent decisions about
capital investment. and since the Congress has granted it borrowing
authority (up to 51.5 billion annually to finance capital acquisitionl.
USPS management has sufficient funds to invest in needed capital as­
sets.

Since 1972. the Postal Service has committed over $4 billion to cap­
ital investment. an average of about 5532 million per year over the last
eight years. This is considerably higher than the average of about
5200 million per year for the SLX years (1966 to 1971) before the Postal
Service became an independent agency. (In constant 1972 dollars.
these averages would be. respectively, about $438 million and $233
million.)

Corps of Engineers

. Since the 1960s the Corps has planned and budgeted capital invest­
ments and operations and maintenance separately. The Congress ap­
propriates these items separately. too; thus. funds cannot be trans­
ferred from one account to the other. Traditional budget practice has
been to prepare separate justifications for capital investments and op­
erations and maintenance. and to handle priorities separately as well.
Corps officials said that the Congress generally specifies funding in­
creases or decreases by category. and only if there were an unspecified.
across-the-board. appropriation increase or decrease, would there be
any choosing of priorities between capital and operations and mainte­
nance.

Veterans Administration

Like the Corps of Engineers, VA's capital and operations and main­
tenance are planned. budgeted. and funded separately. Priorities within
each account are handled separately and funds cannot be transferred
from one account to the other.

To protect its priorities. VA sets a high priority on operations essen­
tial to its :n.ission. which is to ;-rovide medical care to veterans. and a
lower priority on nonrecurring maintenance. VA officials said they un­
derstand the long-term effects of capital investments and strive to bal-
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ance construction projects by selecting those compatible with their
mission.

General Services Administration

For years GSA has met its capital investment building needs pri­
marily by leasing rather than by constructing new federal buildings.
From 1968 to 19i9 federally owned space decreased about 23 million
square feet (from 160..1 million to 137.4 million), while leased space in­
creased by 45.1 million square feet (from 48.2 million to 93.3 million).
GSA continues to rely on leasing, despite the concerns of the House
._~d Senate Committees on Appropriations and Public Works about

:-~ihe increasing amount and cost of leased space. The Committees have
ad,;ocated direct federal construction as the most economical way to

,pr.ovide space for federal agencies. GSA said it would prefer to meet
more space needs by new construction, but budgetary constraints
have lirnited its ability to do so.

We have reported that from the standpoint of the budget for the
Federal Buildings Fund, the best way to finance space is to build new
buildings. 2 This means large initial cash outlays for construction, but
over the long term less of the Fund's resources would be used and a
larger budget surplus would result. A study of eight buildings showed
that under the purchase-contract method it would take 27 years to re­
cover their costs. Had these buildings been new construction. their
costs would have been recovered in 14 years. Leasing buildings pro­
vides a positive cash flow from the start, but over the entire building
life direct federal construction provides a larger positive cash flow
than either leasing or purchase contracting.

For years GSA's management has not been committed to an aggres­
sive capital investment program for several reasons: its current au­
thorization process does not encourage long-range capital planning, it
does not have enough funds to implement an effective capital pro­
gram, and recently it has received adverse publicity about fraud and
rnisma..rlagement. In addition, during the last five years the top man­
agement of GSA:s Public Buildings Service has changed six times and
the agency has been criticized by the Congress and the media about
kickbacks to GSA employees from contractors.

GSA recogniz-~s the shortcomings of its capital investment plan. It
is currently developing a management planning system that delin­
eates long-range policies for physical capital. According to GSA, the
system proposes to closely link planning and budgeting and to pro­
vide information on facility planning. prospectus review. resources
availability, and assessment of accomplishments ag:linst planned tar­
gets.

'U s. General Accounting O:f.ce. ··Ccsts and BuCgetaiy :...,pact of the General Ser·
vices ACr.llnlstrauon s PurChase Contract Program' (LCD·aO·?, Octeeer 1?, 1979). ."l.
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LONG-RANGE PLAN NING IS NECESSARY FOR EFFECTIVE
CAPITAL INVESTMENT PLANNING

A successful capital investment program depends heavily on long­
range planning. J Every organization that we identified as successful
prepares long-range plans. usually for a five-year period. These organi­
zations understand the many advantages of gauging future trends
and developments. They know that long-range planning:

Encourages early review of priorities and capital investment ob­
jectives.

Serves as a vehicle for coordinating projects and fostering short­
term planning.

Helps determine future funding requirements.

Informs other agencies and the executive and legislative branches
of its capital investment needs in relation to its mission.

U.S. Postal Services

The Postal Service prepares a five-year capital investment plan
which. when approved by its Board of Governors. becomes the finan­
cial plan for the budget year. The plan is developed "bottom-up" by the
field offices and undergoes various reviews by headquarters. Priorities
are then set in the plan for the projects to be undertaken.

Each regional office is sent an approved financial plan based on the
approved capital investment plan. The regions then implement their
plan within the established dollar limits. Before funds are committed.
the requesting regional office must prepare a cost analysis for each
procurement over 52,000 and a full economic analysis for each project
over S30,OOO.

Veterans Administration

The VA prepares a five-year medical facility construction plan.
which is also developed from the bottom up. The plan lists all con­
struction projects that exceed 52 million by year. categories of con­
struction, and location. Public Law 96-22. Section 5007. requires the
VA to submit its plan to the congressional authorizing committees for
approval.

VA's 1980-84 plan contains 16 different categories of construction
such as boiler plants, general projects. medical facility improvements.
replacement and modernization, safety and fire. The plan also includes
a list of 10 hospitals most in need of construction. replacement. or ma­
jor modernization.

'Part of Of,-lB Circular A·109, Issued 10 1976. directs feceral a(;encles that aCQuire
major systems :0 (1\ relate capital mvestment needS to a(;ency nllSSlon and goalS, and
communicate thiS relationship to t':le COf'l.gress early 10 the planning cyCle anO (2)IOen·
tlly and explore alternative conce~.s through edrly contractual competition and con­
t,,,,,;g, ,...-.- ... ~t· ('1\~:; 10t"'0 <::~ ec().6"m,coiiv f~3slt·le"



•

•

•

•

•

•

•

•

•

•

•

CASE: GE.'.;ERAL ACCOU0iTIf\;G OFFICE

Corps of Engineers

Each year the Corps prepares a five-year investment program that
lists the projects available for initiation during that five-year period.
given the probable funding constraints. The selection of individual
proj ects is based on national and regional needs within the region's al­
located share of the total probable funding level. The five-year invest­
ment program does not set individual project priorities but does list.
by region. the status of a project's availability for initiation.

Annual recommendations for new starts are made from categories
in the five-year plan that have a high priority. Right now, the Corps is
emphasizing projects that satisfy the need for hydroelectric power, ur­
~:flood control. municipal and industrial water supply, and cammer­
cfaI n~vigation.

General Services Administration

Right now GSA does not prepare any long-range capital investment
plans. Officials said they used to prepare them. but since there have
been so few funds for new construction in recent years they feel it is a
waste of time to prepare long-range plans for construction projects.
However. GSA is currently working on a five-year plan for housing its
federal customers. This plan is expected to be ready for use for the
1983 budget cycle.

The lack of capital plans by GSA has recently come to the attention
of the Senate Environment and Public Vlorks Committee. Committee
members introduced S. 2080. which passed the Senate on June 20,
1980. Among 'other things, the bill requires GSA to prepare and sub­
mit to the Congress each year a program for construction, renovation.
and acquisition. along with a five-year plan for accommodating the
public building needs of federal agencies.

The Committee has also expressed concern about the piece-meal au­
thorization of individual projects throughout the year. Right now the
committee approves or disapproves individual projects without the
benefit of knowing the relative priority of projects. or how a particular
project fits in the btillding program. In testimony before the Commit­
tee in January 1980, GAO said that S. 2080 is an improvement over
the Cll.7ent authori.p.tion anJ planning procedure. We also discussed
the need for long-raiige plans in our report "Foresighted Phnning and
Budgeting ;,;'eeded for Public Buildings Program," (PAD-80-95. Sep­
tember 9. 1980). GS.-\ acknowledges that it now has no cohesive. prior­
itized plan for all construction projects. However. such a plan is in the
development stage and would be required by S. 2080.

THE CONGRESSIONAL AUTHORIZAT10N PROCESS CAN
ADVERSELY AFFECT FEDERAL GOVE~NMENTPLANNING

Today the Congress must authorize many projects individually be­
f0re t.lley can he funded. Wf> think that planning and executing capItal

221
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No approval required
All projects over $500,000
All proJects over $2 million
All projects over $2 million·

U.S. Postal Service
General Services Administration
Veterans Administration
Corps of Engineers

TABLE 2 ReqUirements for Congressional Authorization of
Individual Capital Investment Projects

When the Post Office Department was changed to an independent
agency bv the Postal ReoTg~ationAct of 1970. it was given general

~ l.t .

'- .

U.S, Postal Service

investment programs can be more effective if the authorization pro­
cess focused more on an agency's mission and related capital invest­
ment needs. Authorizing legislation is the basic substantive legisla­
tion that sets up or continues the legal operation of a federal agency or
program. Such legislation sanctions a particular type of obligation or
expenditure. It is a prerequisite for the subsequent appropriation of
funds to carry out a program. The four agencies we studied have di­
verse requirements for congressional authorization of individual pro­
jects. ranging from no control, as in the case of the Postal Service. to
almost absolute control, as in the cases of the Corps of Engineers and
the General Services Administration.

Each agency has general legislative authority to acquire. operate.
and maintain certain ty'pes of physical capital. For GSA, VA, and the
Corps. the Congress determines (by authorizing individual projects)
the location. scope. and timing of capital investments. These require­
ments are designed to maintain congressional authorization control

'(in addition to the appropriation control) of individual projects. In
practice. however, such requirements. though not necessarily by de­
sign or desire. can sometimes lessen congressional control. or at least
divert attention from the agency's mission. Without benefit of ade­
quate long-range plans, these requirements force committees and the
agencies to make decisions about projects without knowledge of over­
all needs or priorities in relation to authorized missions.

Only the Postal Service is not required to have individual projects
authorized by the Congress. Since it became an independent agency in
1971. the Postal Service prepares five-year capital plans. I t has also
averaged two to three times more capital investment than it did as a
cabinet department under more direct congressional control. In con­
trast, GSA. which has the strongest congressional authorization re­
quirements. has no long·range capital plans. It has averaged signifi·
cantly less than USPS in capital investment because of lack of funds
in recent years. VA has authorization requirements similar to GSA's,
but unlike GSA. its authorizing legislation requires that five-year
pl3.r.s be developed and forwarded to the authorizing committees.
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authority to construct. operate. lease. and maintain buildings. facili·
ties. equipment. and other improvements without further authoriza­
tion from the Congress, Since it has become an independent agency, in­
vestment in capital assets has increased dramatically.

Veterans Administration

Only recently has the Veterans Administration been required to
seek authorization of individual medical facilities before requesting
appropriations for their acquisition. From 1931 to 1979. the authority
to establish VA hospitals and health care facilities rested solely with
the president. subject to the appropriation of funds by the Congress.
The location and need for facilities was determined by the Administra­
tor of Veterans Affairs. subject to presidential approval. The only re­
straint put on the VA by the Congress was the funds made available in
the annual appropriation acts.

This procedure was changed in 1979 by the Veterans' Health Care
Amendments of 1979 IP. L. 96-22. June 13, 1979). Title III of this Act
provides that no appropriation to construct. alter. or acquire a medical
facility costing over S2 million c:m be made unless it is first approved
by a resolution of the Committees on Veterans' Affairs of the House
and the Senate. These provisions also apply to leased facilities with an
annual rental of more than 5500.000. The VA must now submit a pro­
spectus to both committees showing a detailed description of the pro­
ject. its location. its general costs. and the cost of the equipment to op­
erate it.

The Act also requires that VA submit to the committees a five-year
plan for const,mcting. replacing. or altering facilities; a list of 10 hospi­
tals most in need of construction. replacement, or major moderniza­
tion: and general plans lcosts.location) for each project in the five-year
plan.

General Services Administration

Section 7 of the Public Buildings Act of 1959. as amended. says that
no appropriation in excess of S500.000 shall be made to construct. al­
ter. purchase. or acquire any building to be used as a public building
until it has been approved by the Committees on Public Works of the
Senate and House of Representatives. This section also applies to
leases with an average annual rental exceeding $500.000.

The GSA Administrator submits case-by-case prospectuses to the
conunittees since there is no legal requirement to submit an annual or
multiyear plan. The prospectus authoriz:J.tion by each of the commit­
tees is a separate action and is not subject to the committee confer­
ence process, Thus. GSA's proposed projects are submitted to the
Public Works Committees 'o'oithour regard to available appropriations
and 'o'oithout explanation of relative priorities, Senator :\lo:rnihan. in a
statement in the December 5.1979. Congressional Record on S, 2080.
said that:

"

" '



''J S Ger.eral t>.ccountlng Office. "Repairs and Alterations ot PubliC Butldlngs by
Ger-:',I Services .Admlnlstratlon-Better Congressional OverSight and Control Is Pos·
slc.e· !LC8·78·335. March 21.1979).

'U.S. Ge'1eral Accounting OHlce. "Corps of Engtneers Flood Ccntr:...1 PrOlects Could
Be Completed Faster through Legislative and Managerial Changes' rCED·78-179, SeD­
temcer 22, 197a).

Corps of Engineers

The Corps of Engineers has the most complex and lengthy authori·
zation process of the four agencies studied. The conception. authoriza­
tio~.and construction of a Corps flood control project travels through
sever:J...! phases of congressional authorization. In 1978. we reported
that of 77 flood control proj ects studied, an average of ~6 years had
elafised since initial authorization and start of construction. ~ Planning
and design consumed 12 years of this 26'year period; reviews and the
appropriations process took most of the remaining time.

Authorization of Corps projects is at the sole discretion of the Con­
gress. There are three basic phases-study, design, and construction-

Other than a pro forma declaration asserting the importance of
each to the efficient functioning of the Government. we have no
idea of the relative priorities among the proposals, nor do I believe
that the GSA itself has any notion of the priorities. We can-and
do-authorize projects without knowing whether there will later be
an appropriation sufficient to undertake them. Some authorized
projects languish unfunded for years. and some are never carried
out at all. .

Senator Stafford. then ranking minority member of the Environ­
ment and Public Works Committee stated that "the prospectus pro­
cess may no longer be adequate or appropriate." He added: "the cur­
rent prospectus process leads to piecemeal approvals without
program review or oversight of the policies, and procedures inherent
in project proposals."

GSA officials told us that even though they cannot get funds from
the appropriations committees until the authorizing committees ap;
prove their prospectuses. 40 or 50 prospectuses are pending approval.
We have reported that the authorizing committees may take several
months to well over a year to approve some alteration and major re­
pair prospectuses} For example. GSA asked for S180 million for FY
1980 alterations and major repairs. but the appropriations commit­
tees reduced the request to slightly less than $146 million because sev­
eral proposed projects had not yet been authorized. According to GSA
officials. delays in prospectus approvals have hampered their plans for
funding projects. GSA said it is trying to limit its budget requests to
only those projects previously approved. but the agency points out
that often it is forced to add projects for which prospectuses have not
been approved because of critical repair work and the space needs of
other federal agencies.

22~ 5/ C:\PITAL BUDGETING AND PROJECT EVALUATION
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and Congress must authorize the study and construction phases. Pub­
lic \Vorks Committees authorize the conduct of studies, usually after
local interests make their desires known through their elected repre­
sentatives. Congress must then appropriate funds for the study. After
the study is completed. the Secretary of the Army (after review by the
ad....ninistration) makes a recommendation to the Public Works Com­
mittees. If the project is viable and funds are available for planning,
preliminary planning is done. Before detailed plans can be completed
and construction permitted. the Congress must pass substantive leg­
islation authorizing the construction. However, some projects under
52 million can be initiated by the Secretary of the Army without Con­
gress' authorization. if they meet statutory dollar limits.

FUNDING METHODS INFLUENCE CAPITAL INVESTMENT

The source and type of funds, and an agency's ability to control its
funds can hinder or facilitate the acquisition of capital assets. Funding
methods affect priorities and the extent to which agencies are able to
execute a viable capital investment program.

GSA and generally VA construction projects are fully funded. Postal
Service projects are funded incrementally from operating receipts
andior borrowing. and Corps projects are incrementally funded by
congressional appropriation. Full funding means that all of the esti­
mated costs of a project are appropriated in the first year. Incremental
funding is the appropriation of funds yearly for the estimated costs of
the proj ect for that year. As a matter of budget policy, we favor the full
funding concept. However. not considering lease commitments for all
future years clearly understates leasing costs and diverts decisions
away from construction and acquisition to constantly escalating
leases which are justified on the next year's cost only.

VA and Corps projects are funded from general fund appropriations.
Their funds are placed in accounts to be used exclusively for specific
capital construction projects and/or acquisition projects. GSA and
the Postal Service. on the other hand. are funded through revolving
funds set up by the Congress-the Federal Buildings Fund and the
Postal Service Fund. These two fiL."1ds are similar in that receipts from
them fmance expenditures. which in turn generate receipts. There are.
however. important differences in the >vay the revenues are collected
and the funds are controlled.

Activities of the Postal Service are financed by congressional appro­
priations and by receipts from (1) :nail and sen.'ices revenue. (2) reim­
bursements from federal and nonfederal sources, (3) interest on invest­
ments, and (4) proceeds from borrowing. These receipts are deposited
imo tt.e Postal Sen.·ice Fund and are used to pay for operating ex­
penses. retirement of oblig:J.tions. investments in capital assets. and
investment in obligations and sect:nties as determined by USPS. The
Postal Sen'ice has a distinct advantage over GSA because it does not
have to compete with other federal programs for capital investment
funds and it can borro...: up to S10 billion. .:\<-.net increase of up to 52 bil­
lion in ar.y one year can be used fer ertj:er ~apital mvestment (no more
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than S1.5 billion) or operating expenses (no more than S500 millionl.
The borrowing authority of the Postal Service greatly increases its
flexibility to finance operations and capital investment.

The Federal Buildings Fund, authorized in 1972 and begun in 1975.
obtains receipts from rates charged to federal agencies occupying
GSA-controlled space. According to law these rates are to approxi­
mate commercial charges for comparable space and senrices. Collec­
tions are deposited into the Federal Buildings Fund and used. subject
to annual appropriation act limitations. to finance GSA's real property
operations. which consist of six program categories: (1) new construc­
tion. (2) alterations and major repair. (3) purchase contract payments.
(4) lease payments. (5) real property operations (utilities. cleaning,
etc.), and (6) program direction and centralized senrices. GSA is also
reimbursed from federal agencies for space and improvements that
are in excess of those covered by the standard level user charge.

New construction is a low priority in GSA's real property oper­
ations. GSA officials told us that new construction gets what funds re­
main after other program needs are met. Since the Federal Buildings
Fund began operating in FY 1975. it has not generated enough money
for new construction. Only 5386 million was available in FY 1975
through 1980. an average of 564 million a year. In addition. because of
language in the appropriations acts from 1975 through 1979. about
52.4 million in excess fund receipts related to the new construction
program were deposited in the Treasury as miscellaneous receipts.&
Beginning with the 1979 appropriation act, the language was changed
to provide that the excess receipts remain in the Fund.

GSA's current annual average of 564 million for construction pro­
jects contrasts sharply with the S1;15 million annual average during
the years (1959-71) before the Fund was established. Even then. GSA
considered the S115 million inadequate. In 1971 GSA had a backlog of
63 projects, with estimated construction costs of $750 million. that
had been authorized but not funded. GSA pointed out during hearings
on the 1972 purchase-contract legislation that with annual appropri­
ations averaging only S115 million, it would take at least 10 years to
eliminate the backlog of construction already approved but unfunded
by the,.congress.

To reduce that backlog, the Public Buildings Amendments of 1972
(P. L. 92-313) was passed to give GSA a three-year. stop-gap author­
ity to 'enter into purchase-contract agreements to construct the un­
funded projects. Since then. GSA has arranged for the construction
and financing of 23 projects for w}1jch it makes semiannual payments
to contractors for interest. real estate ta.xes, and amortization of prin­
cipal. At the end of the contract period. title to the buildings vests
with the government.

GSA also used a dual method for constructing and financing 45
building projects. Construction contracting uncler the dual method

"A total of $13 million for the entire Fund were depOSited In ~~e Treasury.
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was made the same as under direct federal construction. but the pro­
jects were financed by the sale of participation certilicates and by bor­
rowing from the Federal Financing Bank.

Today GSA is again faced with a backlog of projects of about $737
million. The Senate Environment and Public Works Committee recog­
nized that direct construction funds from the Federal Buildings Fund
will not put a dent in this backlog over the next several years. The
Committee reported out a bill (S. 2080) that passed the Senate on June
20. 1980. authorizing GSA to borrow construction funds from the
Treasury and to repay the Treasury from user charges.

In October 1979,' we recommended to the Congress that any new fi­
nancing authority for GSA be limited to direct loans from the Trea­
sury or the Federal Financing Bank. In January 1980 testimony be­
fore the Senate Environment and Public Works Committee. we
concluded that federal construction is the best alternative for acquir·
ing space and that borrowing money for direct federal construction is
the most practical current alternative due to the limited funds gener­
ated from the Federal Buildings Fund.

'U S. General Accounting OffIce, "Cost and Budgetary Imoact of the \.Jeneral Services AdminiS­
tration's Purcl'1ass Cont!act Program" (lCD-eo-7, October 17!.J979).

o·

r. _

mAir travel to England through Heathrow or Gatwick, the air­
ports serving London, can be complicated and slow. Projections done in
the 1960s indicated that those airports would be unable to handle fu­
ture traffic loads. A commission was established to recommend sites
for a third London airport. (The concern was where to locate the air­
port. not whether the airport was needed. Thus, the effort was a cost­
effectiveness analysis, not a benefit-cost analysis.) The case presented
here, reproduced from the The Wall Street Jouma~ provides an inter­
esting illustration of the problems created in valuing public losses and
gains.

Consider These Questions

1. What problems do you see with valuation according to fire
ins ura.nce values?

2. What is wrong with the antiquarian's approach?
3. Can you propose an alternate approach?

As a postscript, a third London airport has not been built, and none is
currently under serious consideration.
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Fight Over an Old Church Raises a
Tough Question

Bya WALL STREET JOURNAL Staff Reporter

What's in a number? It seems inevitable that corporations will try
to assign numerical values to elusive social values. but in so doing
they may run a risk of absurdity.

Professor C. West Churchman. professor of business administra­
tion at the University of California. gives an example from the search
for a site to build a third airport to serve London. One spot under serio
ous consideration would have required demolishing the 12th-century
Norman church of St. Michael's in the village of Stewkley.

It was disclosed that a cost-benefit analysis had calculated in mon~
tary terms just what would be lost by tearing down St. Michael's. The
calculations had used the face value of the fire insurance of the
church-the equivalent of a few thousand dollars.

When the calculation was made public. an outraged antiquarian
wrote to the London Times to urge another. perhaps no less plausible.
method of calculation: Take the original cost of St. Michael's (perhaps
100 pounds sterling or about S240), and assume the property grew in
value at a rate of 10 percent a year for 800 years. That would put the
value of St. Michael's at roughly one decillion pounds. A decillion is a
one followed by 33 zeroes.

. St. Michael's was spared after a public outcry arose. But to Profes­
sor Churchman it was striking how glibly either side could pin a nu·
merical value on the church. "Only a modicum of plausibility is needed
to convince people that the numbers represent reality," he says... I
don't think the need is for more numbers at all. The need is for justify­
ing the numbers"-for some rationale that "tells us what difference
the numbers make."

Source: The Wall Street Journal, December 9, 1971 Reorlnted by permiSSion of The
Wal/Street Journal s Dow Jones & Company, Inc., 1971. All rights reserved.
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"NegotIatmg Skills for Budget Officers" by MIke Bestor © Government Fmance
Officers Assoclatlon 1993 Repnnted wIth permIssIon
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Negotiating Skills for Budget Officers'"

Yfhether present:'ng before the board of elected officials or one-on-one
with a dep.1rtment head, the budget offIcer needs a tool kit of negoti::ting tactics

for keeping the process moving foru./.:J.rd to a fauorable conc!:{sion.

By ,\fike Besror
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A budger IS a conrr:let wirh m:lny
p:lT'C1es. A budge: IS a comr:lc: be­

tween clllzens Jr.c rhe:r elected oii:C1Jis
whc:reby a speclf:ed Jmounr of rEes and
fees wliI be exc::anged for sen'lces Jnd
ph'·slcallmprovem~nrs.A budget :s a
conrr:let berween rhe e:ecred oiflClals and
the admlnlstranon to prande certain
resources In exciunge for a series of
accompiishme:m. A budget is a comr:lcr
berween me orgamzanon and Irs
empiovees !O exc;,an:;e :J:lV and benef:rs
for work. - . .

In rhe Orlvare secror, good conrr:lcrs are
entered I~to ov ooch sl<:i~s wlrh a sense of
anncipanon as eac:t ;J:lrry agrees to gIve ~:J

some of what IS aire:lcv owned :n ex- .
change for somer::mg owned by ::1other.
All parties In"ol\'ec m bUying and sellmg J

_,~. -'. new home or Starring J rll:W busrr:ess
• vemure generalh' feel lIKe winners. In

inrernanonai rebtlons, rhe entire worid
.... can e:lgerlv emorJce a cor.rraet for ~eJce

. ,. -. - berween warnng :1anons. A good b~cge:
In state and lOCJ! governmenr r:JJV not
ha' e the drama of an Imern:monal oeJce
trear\, or rhe tang::-le fee: of a reai e'srJte
rr:lnSJc:wn bur should ge:Jerare muc.' of
the same pOSIrl','e exclrerne:lt.

BUSiness comrac:s. In:ern:monal rrearIes
and ~o'·er:J:::enr.. i buegers that go on to

fujfl;] their p~ornlse a~e :JOt qUlckh'
adoo:ed. The ;:rocess 0: reaching :~e

agreerne:J: IS .. s cr:::c::j to 1t:S com:>le~e

3cce::-t.1r.ce :is ::-:e ::::.1i ~e:7i'ls. T~e ?rocess
or :1e~otJarJ~; ::.:in bUlle ~~Jst .. u::ceiSr.1~d·

Ing of the Issues, ne'N soi:Jr:ons In:i a
fedzn:; of acccrn:Jllshmenr. The :::oce5S
and ~:1e ::'ro~:"ess Jre :n t~e n.:InCS or" ~::c:

negcr:aror ·... no rnav be c::iied rhe ::u·.c~.

sai.:,s:-erson . .:::::cass;;Ccr cr buc;:e: orr-:ce~.

i. ocJ, ... , :::e :-:::=C':::I.1r:cn :lrocess. ·....·ne:1
co;:~ ;:-:0=0::::·.· •. ~·.t)p,:es J ·:71urU.11 -=<:3:-=:1

tor 3.:~e:7:3~:·.es :::.:l~ :c~ <:':e~;one '.\ 'n ~::d

he:=, :7:0\ e ::-:e "Ji;:HilZ.J::O:1 rOVw':l:-': ~s

goals. ;-.Iegorianng a budget IS nor
• plJ:'lng ping-pong where the depJrrmenr

heJd asks for a 5 percem Increase. the
bud~et offJce~ offers 3 percem, and borh
finally serrie ar 4 percem;

• Inrlmldating' J deparrmem head mro
submission oeCJuse rhe budget person
has better access to the rop;

• smding :l 10: and tr,mg for the budge:
that angers the fe·.·. esr people;

• generanng reams of spreadsheers. chJn:s
and graphs to prove mere IS onlv one
correct bucc:er: or

• feedmg dat;. IdeJs, prm:ed re;:on:s Jnd
mavoe gossIp :0 rhe cnlef executl\"e
officer and jertlng rhe CEO, who "IS the
only one With power," handle the
person:!1 confromJ.nons.
Any of these r:lcncs rna\" work In the

short'run bur are desrrucn \"c: ro real
orgamz:lnonal aChIe\·emem. The tradi­
tIOnal approach to ne:;on:ltlon W:lS often
mistaKen for contromanon Jnd ne:;onarors
were thought of as either strong or' we:lk,
aggressive or compliam. winnerS or losers.
Gamin:; conceSSIO:1S With threats m,lV or
may not gam the concessIOns but wlil
surdv damJge office relJnonshlos: J bJd
reiJnonshlp 'wlil nor be Improv~d b\'
makmg concessions. and wlnnmg ar
anorher's expen~e IS nor an appropnate
gOJJ.

The good fleWS IS rhar negotlanm; skdls
CJn be leamec . .Jna Joiclng rhese skills to
rhe :echnlcal ones JireJdv posses,ed \VIii
make for a more conf:denr-Jnd conse­
quenrh", more c:feC:I\"e-bud[ie: profes­
SIonal. The pJracox :1ere IS thJt ne~on:lt­

109 IS a stressi:;i unoe:-raklng, anu srress
IOrubits the Gcarln,',' neeueo for a
successful ourctJme. :-:eg-:;)[larmg .J bud~e:
10 rhe PUOIIC secor :s srl'essrul because It IS
com~lt:x. conc~c:e~ .... :rh J •.ln~c: .lL.;C.c:::..:.:.
and under Imense r:::-:e oressur~. T~e ke'/
to nJn-.:ilng t:1:S srress :s prC?:JrJrIOn, :lnci

BEST AVAILA'!!..LE:C.0Py

......

negotlanng shouid be appr03ched JS an\'
orher mar.a~erlaj 3sslgnmem. one [rUr
requIres the same rIve unJvers:li rasks ot"
m3n3~e:ne~r: piJnnlng, oq;:lnJZlns;.
srafilr!~. dlrecr:r.£ anci .:onrroilmg. The
inn:l.:ll ?our .1re. ~i::~m.J:ely. OUlicl-ng blocks
to rhe rife::.

Pbnning
The Fi;nn,r:~ ::":-G~ess lCse:i tnc:udes ::"e

5re~s: or!::Jnlz:r~:.:"~Jl £;0315 • ..:e:J.lr~~{,:-::J.

go;is. pe~son:ll ;03:S ;no ;:r!":~ SIS. In!or·
m.1tJon g.1C;,t=:-::-:g .:J.r'.Q po\ve:- .1n:J.h'SlS. T:-::c:
bu.::'::e: :Je:':o::arlcn won,sneer show n In

Exn~bl: i ~\'Iil he::J t::e buccer oiflcer P,":1
Jnci prq3re for r~<: negOtl3~lon. Tne ~;s.
slOn srJ:emenrs 0: r:1C: org.JnlZJrlOn, r::e
budge! office :l:J': r::c: depJrt:l1en: In ':::U:'S­
non Jre cOr:JDInc:,; 'o\"lr;, rhe spc:cm.: d::-ec­
nves fro,m rhe CE'0 rn3c .JCPI\" [0 [!":e ..::..::­
rC'~r bL:c~et ;:,ro('~ss JS .1 cons:.:nr :-:::--:;::,:c:::­

o~ rh~ p::rr'os~_ CC:~I:J':: rne Dud;~r :Jrocess.
T:1e ~u.:::!;c:r orr:ce':- :~e:1 100"5 :or ::-:e
quanm.Jrn e and rne often-o' erlOu"e":
qU.Jlit.Jrl\ e pressures rnar iJ.ce ~nc: ce:=Jr:­
rr..~;,:c to be~:e: t.:nJC':-5~.1nci ~;,e ()!ner s:.:~o

]f .1CdltlO:l:lL re~e3:"'~~ r:1L:sr :-e cont:. r:-:e
bud~e':: orrlce: sn0u,,,: :~C::1t::"". H ~1J\\ .l:1C
set sDe=~i:c Je.1~!Ir":;::s for com:':C:~;I)i'1.

Org;1r11LJllOfl.tl G0.lls. Tr.~ :-lJ<'::~t::
- ~ . .

ort::c: mu::,[ :i:sr 5C:::~ ::.:iC~ Jnc n':·.IC·,"

on::l:1l::1UOO°-:, ~::iS:0~ S~.1te~.~~t, '::'O.JlS

:lOC srr.1(:::;:": ;:-i.1:1. 3u~;e:so J::~:" .lli. :in:

nor J ';0;11 ~':.;r J ,ooi rnc: org.1n::atlOn L:\~S

to aehle·.e ::s 0"n rea>on :Or oc:n~. Ii :ne
or!::.Jnlz.J.t:or..J~ i:O.:us .H1Q ::>l.1~S :1..l"'C :-:or

be;:J tormJlj,· "~'n:-:e:J .lnci J;:oorcc. rne::
lr.:C:"'VlC:'XS ,[;, ::iC C'~t:'C::~ Jrh': ex~c:..:~;'¥ t:'

orrl~:.1is ::-=3 be reqUired to fOCUS ~~~

bu.:;::c:: oroecss.
Dcp.lmnenr;11 GO.Jls. The =:J-!~~r '::::::a::·

me;:;: snou!.i n.:n e J dC:.Jr Jei:ntrlOn oi
wr,J: r:1.J"':S J ~r=at ~:.Jci;;e! :\s ero."".';
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forec,IStlm::. cost anaiv<.Js .Ind I:' ;~.H1f)n
esnmJtes. It IS cruG.li to um:erst.1nd '.1 n.H
the department he.lds w:tnt and nor 10

.lssume that they oniv \\ ant more mone\
for their departmenr. A budget offICer CoIn
offer secumy. pr:tlse. flexlblilt\ .10<1 .1

qUICk deCISion that lets tnem ";et b.lc:" ro
the lob." whIch mll::ht ~e more ·m;"orr.1nt
th:m money. What are the quantttarl\e
and qualltanve me;1~ures of demanu on the
other dep.1rtm~m' \\'hat ch.lm;es In pre~­

sure do those measures reve.li' Ho\\
would thiS department descnoe tne out­
come of the prevIous budget cvcie' \\·h.H
other research must be done to fuilv
understand theIr per~pectl\e?

Power Analysis. ThiS I; the fln.ll ,teo In
the planning process. Posmon IV Ithln tne
orgamzanon is onlv one source of pOIVer,
and any budget offIcer Intlmld:lted II hen
outranked should Inventory orner PO\\ er
sources ayall.lble:
• h:trd work.
• speCialized knowledge.
• focused lob responslc"imes .
• high ethical stand.lrds.
• being useful•
• dispenSing pr:tlse.
• shanng or wlthholdln~ InfOrm.HIIln . .lnd
• qUiet ~elf·control.

Power IS very person:tl ;Jnd ver~ SltU.I­
tion:lI. If .ln emplo\ee IS trul~ .:omnlltred
to the miSSion of the on::.lm~.ltI011. tne
integnty of that commitment ':.une,
exceptional power tntO el erv er:collnre~

Only the lIOn can m.lke tne r.ltI\)C":.li
deCISion to lIe Jov\n \"th the i.nnb. not
the orher wav Jround. :tnd the dercrrm­
n:ttlOn of "h'o IS.I lion JnJ Ivr·.O I, .1.1.Imt>
WIthin an org:lnJz.H10n Jepenas on more
th.m posmon. ~Iuch of Il Je,enu> fIn e.lch
mdlvldu:lrs own oercet't1on anJ .In.lh >IS
The lion hJS more chOICes anci :heretore
can Jccompli;h more.

DistingUIshed Budget Present:H1on Awards
Program recognizes. a great budget 15 a
poilcv document. a financial pl.ln. an
o!='eratlons gUIde and a communiCatiOns
deVICe. A budget department may add
otner cmerIa. iJke empowenn:; staif and
encouraging an energetic deoate. but
shouid know In advance what a successtui
prCKess wlil look iJke.

~ersonal Goals and Analvm. Budr:et
,)Il::ers a:so must consloer ::1elr ol~n

person.1i :'I.lns .1nd ~oais. re·.le\1 109 them
H~u ..:~~m:~::ng rncm ro \\rlr;r:g. 'X'dl ~:I~

\.1r:ie :"'rocess be ~ncier:..1;"'cn '.'- HO ::,e ).lr.~e

:' .l, e~s :lex: "e:lr; ';" holt .lbf)u: t:le I ear
.l:te~ ::l3t.' :\ ,ooenng t:lou~::t .lnd one
::1.11 .:an pre\em man'v StUplJ miStaKes.

Failure to recogntze .1Od understand wh.H
>~ IS really deSired le.lds to stress and burn­

our. If getting home to one's famtly by
5:30 eyerv l11~ht IS Important. for

_. eX:lmpie, 'the~ the budget orflcer shoulJ
:.. "develop :t bud~et scnetluie th:lt allow~ Ir.

Personaj traits :lIsa shoulJ be analyzed.
Are minute det.lds .l11·Lonsumm~?Are
decmons nude aUlcidv or dehberatelv l

.-\re notes Impor~.lnt: :--;ot eX.lmmmg
oneself oblect1\ei'o' and t~J)rout.:hlv C".111
make tor a l1utll;et Officer "1 no mls,es .1

.:hance to Lontroi some n.HL;r.l1 t~nJ.1enCI~s.

exolOlt u,eiul ones .1Od cornpens.lle fnr
.... e.1Ker ones.

Inform.Hlon G.ltheflnl::. lntomlatlon
gatherIng must nor be ilmltetl to reI enue

Or~:lnizing
There are several or~.1ntzJtl()n.li : .Ictor,

that lhe buJi;:ct oincer CJn .:omrol or
Influence to Improve the prose-eClS tor J
positive negotIating e:-.penence. Sound
strategy requIres prep.lrallon oi .lt le:!,r
fl\e: controllim; the Wntnt::. US"1~ :ne
\\<nnen \\oord .. :InnCID.HIr1~ !~;;;'Je5 . ..:re.l[Ip.1!.

limltetl .1poarent lUtnotltl .111": .lrr:Jni;::n~

rhe setting.
Controlling rhe Timing. lime rre"ure

I' one of rhe ITlO,t entlCal f.1c:ors It: .111'

ne,;otl.1tllln. It I'; .IiSI) rhe "nc: He:t .1 r.e~e

rhe I'llldt::et d~p.lrtrnen( h.1' .ljrn()~t

unlim:red ruw~r. ·.\lthln ,raru:()[\ iJrr.:rs.

•• <..,j .~ .\, ...: ., '.......
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deparcmenr head. rhe budge: offl;;:er
should know sever:l1 tactics tor kee::llnz :~

process monng forward to a favorable­
conclUSIOn. An eit~cm'e budget or:leer
must know how ro detlect progress'stOt:l­
pmg ~lo~·es. The ioilowmg t.lC:les .:an ;:e
pr.Ktlced 10 da\'-to-dav commer;;:e .lW:I·.·
from work until they become rJmri!ar.
E.l.:h IS .1 legmm.He tactIC to mJlnt::lln :oro­
du-:n\'e .::ommuOl'::ltlons 10 Stresstul
sltu.lnons. Thev should nor be used.
ho\\e\er, bv someone who IS un;;:omro:,:­
Jb::: \\ ItO them or bv one who s~es rnerr: 3.:
a tnckv wav to wm 'an .lrgume;)!. Sm.:e
ea.:h .liso mJY be used bv-rhe orne ?:I:':\.
rhe proresslonal budget negotiator snoL:.d
be t.lmtilar With the~ all. -
:\skm~ lor \tore than h Expecrd. ThIS

raC:I': Olav seem ob\'lous. but It I' [ne mos;
Ignor~J and vet most produ':tl\ e :.1':::-: In
In\ ne~otl.lnon. Askmg for m'Jr:: :nan :5

ne::deJ orren wIll result m ~ett:n..: more
;md C.lO .liwa\'s be u~eJ ro ~1i0\\ r:-Ie o:~er
person [Q ~\ In sometnmL:. In n~::otl.ltln;: J

bud~e: ..IS m developmg .1 ':Jree~. :no~e-
~\ ho Jim hlt:ner :;et more.

Therc .Ire err-lIcJI ::InJ ,trateg:':.li
con~IJcra[I()ns, however, tn:n mu,r ;-:0: :oe
.:ro<;s.:Ll. The m'l:otlator mu,t :,e ,n:'l:: :0
IUStH\ e.lch re4ue,t With J deJr .Inc
prec"c ,t3temenr or the oene:l[s It '.\ IiI ~I\'e

to the orgJOIZ.ltlOn .lnLl whv the .:o,t to

rhe orher pJrrv IS rea,onable, The Ide:l :s
nor to rUt tOI>\ .ud .1 lIst or ourr3.L:eous
pronos.li\ bur r:nher to h.lve an .IrrJV or
Is,ues :h.lt rh:: negotiator contlclen:laih
ranks rrom "must have" to "" .lnt It" co
"don't rcally care."'

The counter tactic for the buJL:c[ orf:cer
"h') feeis the orher parrv IS .Isr.mg ror :00

Sr:lffin~
:\ ~O(;J n.:~orl.ltrJrhJ\ p:mencc.: .1nJ .m

.lblil(v [Q pl.tn. IS ~0.11 Jlrcaed, unJer­
stands ;he or~.l!llzatlon. IS tnnov.l[\~e .lnd
hJs.l r.llr amount of s[amm3-.111 'ju.liltlcs
rhat can be de\ eloped .lnd Impro\ cJ.
Good negotiatOrs are m3dc. but It t:lkes a
veJr-round comnmmenr. P.lrr of the
deparrmental tramm~ budget ~houlJ be
mvested 10 some of the semlnJrs. ['ooks
and cassette tapes on the subJect. The
bud~et officer should de\'elop suprorrtng
skills m IIstenmg Jnd Sta\'mg focused.

The pertorm.lnce Jppralsal cm::n.l used
for budget negotiators Jre extreme!\,
Imporr3nr m derenmnmg the success of the
\\ m-wtn strategy, Shorr-term me:Jsures.
such as percentage CUts 10 dep:Irrment:Il
budgets :lnd f:lliure to deJdlock. do nor
defl~e periorm3.nce; the re:II measures
come over time as the org:Imz:Inon moves
towJrd ItS goals. While the budget officer
should work efftclenc!\' :Ind qUleth . the
orgJnIzatlon's needs ma\' require th.lt some
people feel pam. Thar posslblhn should be
dIscussed :Ind prepJred ior earh' m the
process.

Directing
DIrl:cnng me:Ins stavrn~ focused on the

goa1. The budget process I~ unJe~t.lken to
Improve the orpmzJtlon whIle Impronng
indl\'lduJ! relanonshlps, :\ favorable
Jgreemenr must be reached 10 a re:J.sonable
amount of time whlle In:lJyzmg options.
Publtc mput IS sou~ht even though the ~'en'

presence of :J.n audience c:ln mhlblt rhe
creanve process and m3.ke even one :ldhc:re
more strongly to srated positIOns. The
dIrector's Job IS to search behmd those
stated pOSitions for [he unJerlnn~ Inter::,ts
of .lll parrtes .lnd emph.l~lze rhe J're:ls
where true mterests overl.1p.

If the budget depamnenr IS 1:IrI.:e
enough. rolc p!.lym~ :lnd orher r~he.lrs.lls
\\ iii prepare every member tor mor::
contlJenr performJnces In live enCOUDtt:rS
The small or one·person Jep.lrrments
shOUld se::k the ,arne rene.usJ] .lnd
coa.:hml; irom peer grouP,.

ConrroIlin~

All of the ~rounJwl)rk the bud~et ofilcer
la\'s over the'tlr't four steps to the
ne~on.ltIng prnc~s Wid r~Jp re\\ .lrds
CunnI: the !mJi [e,[: m the trenches
\X'he:ner oresentlnt: belore the h(urd of
dec:et.1 l)!ilCI.:li~ ur qnc-on-one \\.Ith .3

ro exercise .:ontrol The bud~et oiil.:er c;Jn
set the ':3iend.lr ;ld\·,1nt.l:;eoU\!v. rumn\::
the buii-. or the pre~sure of de::ldlme on:o
others. The P;lr~ro rui:: • .IS It ::Ippiles :0
ne~Otl;ltlOns. ~houid be remembered.
"Elghtv percent of the concessions :lre
made In the l.lst 20 percent of the tim::." A
series of de::ldhnes should be bUilt Into the
schedule 50 th::lt sever::ll sm.liI concessions
can be encour3ged IOste::ld of one big one
encomp.lsslng e~'erv Single issue ::It the end.

Using the Wntten Word. The po\\er ot
the wn~ten word Clnnot be under­
esnmated. Prices posted ;lre rarelv
questioned. whIle pnces quoted orren 3re
open to b;lrgalnmg. The budget officer
should wme an Instrucnonal memor­
andum tor e\'en'one Involved In the

'- process. Indudlng the deCISion makers. If
pOSSIble. the memo should be Signed by
the CEO, AnHhlng \Hltten convevs the
message th::lt e';eryone IS being treated the
same and thar the process IS open ~nd

aboveboard. Furthermore, Wrltmg down
hoped-tor outcomes gl\'es them a
legltlmacv that many wIll nor quesnon.

Antlcipanng Issues. A lIst ot Issues
attempts ro antlClp::lte everything that may
corne up In the negonatlons. A key
strategy IS never to narrow things do\\ n ro
,uSt one Issue-If that happens. someone
WIll Win and someone WIll lose. With
several Items on the table. tradeoffs can be
made more evenly. It mav be necessarv to
add Issues. partlcularl,,' o~es that later' can
be given aW::IY so that everyone wdl wm

~~ ., something.
. Creatln~ Limited Apparent Authontv.
Even If the budget offlcer has absolute

~' •authomy. a role should be deSigned that
'-' makes It look like thIS IS not the case. One

Idea IS to budd In a revIew step. A budget
committee can function lIke the often
mythical loan committee In a bank.
keeping the pressure off the ofhcer to

make a deCISIOn on the Spot. The
committee aiso can functIOn as the "bad
guy." leaVing the officer free ro be the
"good gUY."

Arranging the Setting. Fin:liIv, the
bud~et o"fflcer ShOUld conSider ho" the
semng Itselt "til Intluence the Outcome.
One Darty mav wei! be intimidated b\ the
other s ottlce, 50 the best settln~ for .1

mutuai Win IS a neutral place where me
offl;;:er ;md ::'e deparcrnent head c:Jn sIr
Side OV sice ::Ind \~nrK throm;h the prob­
lems wl:e:ner. F:lcmg otf. even across .1

net.::r3. L1CIr:. '.\ IiI tee! ;l~e .J contest no
m:l:ter wh3.r :s Solid. 5:r:lOg togemer. ;I.1e
b.... Side \\, Ir:1 r~e :.:'tooie:n In front, he:ps
c:-e:He J su~t~e tone or re:lmv.. or".
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mUl:h. IS ~:llmlv .Iskln~ the simple
qucStILln."\), hv Jo 'au ".tnr thiS?" .Iitcr
e:tch Item. The kev herc IS WI'\. nm thc
word but the thought. :\\ [he list de\'e]ops.
the question C.lO be rest:tted for v.men.
"How would "C IUSfltv th.H request to the
committee?" or "\Vh.lt .Ire \(wr re.lsom
for thl\ request'" The tone .1Od the \\ords
\hould Indlc:tte th.H the questioner IS
seeking InIOrm:ttlOn tnr :t problt'm-solnm:
exerCI\e Jnd not eng.l!?-ed In :t contest or
wdls.

In :tnv b:trg.tlnlng Sltu.mon. Ii one's tlrSt
(\"~r IS :tccepted qUlckh . the n.ltur:li
\. :Ion IS to \'onder If roo much (toO
Imie; was offered or If the mer~handlseor
the :tgreemem IS Inherendv rbw ed. :\iter
wlnn;ng \\ hat was ~.Q4ght. one stdl feels
che:tted. ThiS is r~rec [0 as ":he
wmner's curse" and It C;I'n destroy .... orklng
relationships. :\ hard-\\o,n agreement
\\ here even one glyes up something IS
ultlm.Helv more 's:ttlS'i;lng :tnd productl\ e

The Hot Potaro. JUSt like In the chdd's
game. when someone [Osses out a hot
question or dIlemma. the budget officer
can cUlci..ly turn It .Hound ..Ind gently ross
I[ b:t~k In the form at a que5tlo~. For
ex:tmr-Ie. If asked. "How CJn I Dosslblv
dell'er qu:tlltv sen'lces \\ Ith 10 'less
people'" :he budget orrK~r on respond.
"Helo me underst:tnd :illS. '>X'hen YOU tai~"

about uu.llitv services. e>:Jc:h ho~ do ,O'~
me.1sure tint'" If the hot ;:otato IS. '
"You'rc Jsklng too much'" the gentle
rerUf:1 rot;) co~jd he oJ 51mpie ~r.J qUle[. -.:

"Too mU~h'" or ":--';0\\ \\ nen you S.l\' 'too
much' vou me:tn too mu~n rei.HI\e to

\\h:H~"

S, t.l~lOg :he kc¥ ·.'nrC f)r r;'nr..lse ..Ir:d
~e,,:" tos'lng It O..lC, to tne:-:l :n the rorm
I1t .1 JUC:'[IIH1. tnt" ~U';":t't 1)"::I.:t:r (;1r:

dc:~~~..:~ ::-:e hl)",tlIH'; (~Uc''''~I()!"h .He .:n
l:-:i,;,on.lnr rool rnr e·.er\ ;""C:'1tt3[{)r !P~

::,e ~e"J[ ";:Je'~rH)nl) L:1m~ t"Jr, •.1~ r.1r7 i.r .l

~er:~lnt: ~lct~rlt-:L1lrl,!, ~rror~ I: 7:1.1[ ~.H:~:""

;') e"'CJ011q"',t"J o~ [f"'oe :'Lh~a.:er oc"r:u,:r .l:-:J ,:

th.H p.mern ,;ommllnl':.1tes ..I ~lncere deSire
to underst.lnJ. the gentle quemon
becomes .10 e'tremelv t'rtectlve shield.

The Freedom of Inlormation G.lmblt.
The publIC n.lture of government:tl
budL:t't\ IS .1n .I~set that can be used
.ldvant.1L:eO\l'!v. In maO" other sectors the
onl~ IOtorm.l:lOn Jval1.1ble IS wh.H the
negO[l.ltor~ re, eal. but m government
~tatt'd rroblt'm~ ..Ind <.:1.1Ims c:ln bt'
m,pected 10 ~erson. The budget offtcer
:Ind t'!e<.::ed Olr:CIJI can nde 10 that
"unreil.lhk" truck. search through fdes
th..lt must be mlcroiJimed ..Ind. I~ most
cases. talk to pJrtlClpantS 10 every
progr.lm.

Each nel::otlJtor IS trYlOg to change the
bt'llefs of the other. and the process of
ch.lOglnr, someone's belieis. 10 CIVIlized
socle~v. -IS a process ot educa[lon. The
public n.1ture oi theIr work gives st:lte and
10c.ll government offICials an advantage:
there ~re no propnet:lry or trade secr~ts to
protect. .Iithough there ..Ire some functions
:h.lt do require confldentl.ll1tv. BudgetIng
should not be .1 spect:ltor sparr; show-and­
tell IS stlil one ot the best ways to generate
cre.1tl\ e solutions.

Set It .-\slde for :--';0\\. \~'hen an
uncomforr:loie ImDJSse .H1ses. the budr,et
officer C:1O move p:tSt It. and then bring It
back \\ htle there :Ire sttll other Issues on
the t:lble. It must be remembered that nJr­
rowing neeOtl.lt10nS down to lust one Issue
cre.ltes the unceslr:tble \, m-Iose g.lme
,Ig:lln. Temporary .Idlournments .Ire
sometlme~ the best :lnd ~ometlmes the onlv
\\'a,' to m.lInt.lin progress. Every budget '
calendar should ..Illo\\' for cooling off
penod~.

"\\'e'll H:lye to Do Bener." Using the
previously ~reated higher Juthomy IS a
W.w for the budget otflcer to hJlt a
seemmglv Ullstoppable dntt III negotiations
[Ow.lrds .In unsJtlSracrory agrecment. If
the hl~her .luthorJ[v·s re\pome to the 1.1St
propos:tl ".IS. "You wtll have to do
bencr." .J cnoilng otf penod occurs and
thc e,<clrement ot .1 new. ITIUtll..lJ challenge
IS IntroJuLed. It may be lUSt wh.lt IS
needed to cet :he ottl<.:er ,lOd other parnes
cre..ltlve ..IflJ productive .1I:;:J1ll.

Concessions ,\-Ianer. :\. good ner:0tlaror
con~lder, t'vt'rv conce,slon SlgOlrlcam ..Inci
,tnve~ ror .1 ,;uunter-con~e~slOn. The
budget tlliker on .lh IVS ,.1\'. or Imph-.
"If I Jo :n" :or '.ou ..., h.lt '., iii vllU do ror
me'" The :r'll' pro!esslOll,ll ner:rHl.ltor
.Il ... 1\ "l ier-; rr:e n[~t'r t"'.ir:\ rn.l;"t: .In eVe:l

bt-.:.;.:e:" Jt'.d. ~() ::1~lr (·o:1;[\{ue:1rc;. of
~()nLC~SllHl,,) "'.on T:,~ ::)L:r"'Ill..:-.,CcrClr
prort'sSlon,d ,:"e~ nut re..l~; DCrSOll.lll,

wnt:'n the eiected olilCI..lis cl.lIm great credit
foe keeplnt.: the Oure.1Ucr.Hs 10 ~heCk or
when the dep3rtmem he.ld teils emplovees
of budeet VictOries

Con~esslOm .\Imt Send the Rieht
Mess.age. The ani\' D:lttern to ~orices\lons
that should be e't~bilshed I~ one of
dlmlmshml; returns. Five conce~slOns of
51 OO.OOil e.lch ..Ire :I miSLIke; It IS bettcr to
glyd30n.OOO. 5100.000. 550.000.
520,000 :lnd 55.000. The Dig eJrlv
concession sho\\s .1 commitment to reach
:In agreemenr. \\ hde the smallcr and
smaller pattern ,hows th..lt .J limit IS belOg
:lpproached. If everv conceSSion given hJS
been for 5100.000. there IS no reason to

believe that rurther effort .., til not \'Ield
another 5100.000. In the second example.
one might expect to e:lrn one more con­
cession of 5 I.OOO-h:lrdh wonh the mr.e.

Splitting the Difference Is Unwise. The
budget offIcer should ne\ er orter to split
the difference bur should en<.:ourage the
othc part'· to do so. If the orflcer'proposes
S:-OO.OOO. Jnd tne other rerson .Isk\ tor
S800.000. thcre IS oO\'loush J 5100.000
gap_ The other p.lrt\ m.l" \\ eli orter to
split the dliierence . .It \\ hl.:n ~Olnt the
offlUr can t;lke It b.lek to the ,;omml::eC
higher authorlt\, Then. the ne~ot!ator C.ln
rerum and sav efforts to sedl th~t amount
to the committee' the b.d l;U\ ) failed. The
officer IS stili .It 5700.000.-but the other
party has ..Iireadv come d(", n to 5750 .oon
and. In time. m..l\ \\ ell ofier ro >pllt the
difference .1L:.lm In short. p:ttlenLe :lnd
stamm..l 10 negotl..lt!OflS pJ\ IHt.

I'b~ing Dumb. Some que'twos slmph
do nut deservc an ..Ins\\ er. For those th.lt
do. budget officers ..Ire not rcqulred to

know :til the .lOS" ers. The more the other
party must n:pl..lm. the mure tlIne there IS
a\'al)able to think throuL:h tne problem
:lnd ~;lrch lor ~olutlons~ 1'1.1' I~~ dumb
encour3ges the other p.mv to uik ..Ind
ultlmatelv ~et :0 the VIUJ. undcrlvlng
re:lsons behmd the st:lted r;'(\>ltlOliS.

P1aVlnc Jumb IS not the's.lIne ,IS c.elll~
dumb, \X'hl:e the other ~crsun " LlJk,n..:,
the: skilled negotl.Hor pa' ~ ,etv clo~e

attention ro ..Iii the \ erc..l1 .llld nonverc...I1
signals th.lt .1[e oem!:: sent L,br.lrIes ..Ire
full of hc!prul m.lnuJis ro Imfl[O\e one'\
abdllY [0 Itsten .., Ith ..III the ,,:n~e~, but
those \\ho h.ne ,1~nIC\ec.! ..In' level ot 'iUC­

cess In,tlnc:"e!v ,He prc(",HeJ to under­
st:lnJ, d tnev ,,,Ii lu't p,l' .Irtenrlon

USIIlt.: .md \\ ..Itchlllt.: tor "'"rds th..lt
Help. The ,m.lr: ,:e:);]nmem ne:Jd "ill
seek 3 blc~::r C,1Dlt..l1 IH tr.lInmg budL:ct b,
talkmg In [errn~ or tht' "',l\e'trnent" to be
made. I1nt [he '~()~t.' T:le ,..I"y L1.lt.l
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pro;:cssl,~ C:'Ie:t :.~lks :lbom rhe or~:ln­

lZJtlon "\)'..\ rHr.~" (n~ b~st tcchno:t)~Y. not

"bu\ll1\;" I:. The ~:lreer-onemedt:t;J~er
or-f".:er teli~ tne m.1\or th:u the :ls,,,::nment
ro cur t~e bucce: ov 10 percem IS
'\:h:lliem:lng:' no: "overwhelmm~_"

Preslce:lt-CllOron u~ed rhis r:lenc verY
effectl\ eh- m hiS c:lmp:lIgn '" hen he t:llked
about "public Imestmem" not ~govern­
mem spendmg.·' The medIa artennon and
cnnclsm of thiS tacnc may lessen these
partIcular words' effectiveness In rhe snort
run, but the concetJr IS srill sound. Overi!'
:lmbltlous 3rtemors to put a bvorable SpIn
on ever.' ;>ropos3i. nowever, will gener:lily
back!lre even on the most skIlled practl­
noner. Honestv IS stili the best pohcy.

The ne~otlator \\ ho IS trying to bUlld 3
re!anonsmp oi rrust 3nd mutual support
also should use po;\erru! words to
commumc:tte wnen personal commitmems
are made curmg the process_ One shouid
never promise to "try" to meet a deadlme
but should set 3 de:IdlIne rhat can be met
and sav, "1 \\111 have It re:ldv bv ... "
Flrmh stating the commltm'em' to perform.
when tn3t oeriorm:lnce IS totallv \Vlthm
one's po\\e·r. lencs ;:redence ro ihose
appe:lis to higher aurhonry when. 10 fact,
the budge: oiflcer ;::In only try to sell the
ide3 to someone else. \'(;'impy speech p3t­
terns. su;:h :lS ''I'll see If 1can get thIS done
bv some::me ne:\t week." h:lve become a
b~d habu ior roo m:lny people and do nor
butld resoec:.

"Ouch." A phYSical response to a
request for a concessIon can be very effect­
Ive 10 demonsrranng rhar the request IS an
unpieas:Im surpnse. Responding
physlcaih, for example by fhnchmg ar :l
reauesr. Immedl:ltelv lowers the other
person's expeC::ltlo~sof having ir granted.
ThiS IS one controllmg tacnc thar musr not
be o\'erdone but C:ln be used effeCtlvelv
once 0 r r'-\ Ice.

The Joke. There IS no berter rool for
rehenng a tense moment thm a sense of
humor.-Tne buczet profeSSIonal should
not tr.· ro memOrIze lokes bur rather
an:llv~e the gooa ones ior the cleverness
mSlCle. f'ec,,;ng JnJ penoJlcally revIew109
a log of \\mv pnr:Ises and clever
met;onors w~I nelo the memory recall the
rIl:1lt \\ IrtlCISm :It tn.1t CruCI:ll time. Dunn:;
a P:lrrIc'.J!3rh dl:::c'.JJr sessIOn. one budget
offICer WJS aSKed bv a counalm:ln. "Wh:lt
wouid happen If \\ e cut every travel
budget bv 50 oercent?" ~WeU sIr ," the
otflcer re~ileJ: "I suess we would mil be
able to se~J :IS m;;tlv peopie to rr:Ilmng
anJ ::roresslOn:;.i ~ee~tngs bur we couldn't
bnm: In\one C:lC';." Tne surpnse and

saI:lne~s of th3r re'rlm't: took :he rt:n"on
our or rht: room In .1n In~r:Jnt, cle.1rInS tne
\\.1V for a more ml·.lm.. t:tui ~On\ erSJtlon.

Silence and LI~tcmm:..-\~kIng .1 quesrlon
cre.1res tenSion. but ul:"ll1g rehe\'es th:lt
tenSion_ On-:e the bu ..ket ~fflcer asks a
queStIon, ~tlence should be kepr unrtl rhe
orher person ans\\ ers. In an :ldversanal
sltuanon. rhe first person to talk loses. In :l
cooper:lnve. problem-solnng sessIon.
tajkm~ ilrst after .1skmg :l quesnon relieves
the orher p.1rt). of the need to thmk. In
every Situation. slOcerelv and :lcnve!v
IIsrenmg ro anothcr person IS one
concesSIOn thar IS e:1Sllv given .1nd w:lrm!\,
receIved. Llstenmg IS a concessIOn lUSt like
any other and It I~ nor unf:llr to expecr a
counter-concessIon from the orher p:trty.

~Pu[ You~lf in ~ty Shocs." Asked to
sympathize, the budf:ct offIcer responds.
"Yes. I know YOU h.1\ e :I senous oroblem,
but how else ~vouid \ ou suggest ~\'e meet
the m:lyor's dlrecm e w cut the budf:ct bv
10 percent?" ThIS IS the S:lme t:lct1C the
bud~et otflcer spent time with In rhe pbn­
mOl; phase. onlv reversed. The budget
offIcer who h:ls 'perot tlme lookmg .It the
problem from d,e other's perspt:ctl\ e holS :l
legmmare nght to request reClprOCltv.

Chant;mg the Othcr P:lrry's Fo-:us. If rhe
depolrtmen[ he.ld IS ~unL: up on tne big
picture' e g., J IS pcrcent personnel cur,
the budget oltlcer ;:.1tl c:1.l1l\.:e tne tocus to

:In Item-b,··ltem rc·. Ie'.' ot ttle Uep.lrrmem\
responslballties. It ,tuck on .1 p.lrtICUI.H
functlon or role to be cur. the buu~er

otflcer c.1n r:llk :n terms ot rne rOD;
dep:lrtment:l! "llrk rorce or rhe ~ (~ron(:J1

p:lrtern or the .1mounr ot ~p.1ce the dep:lrt­
men: t:lj.,e5-:lnHnltlg tnolr might be :l new
.101:ie on the tJroblem [nolr I' C:lu~mg 50

much dlttlcu;n Ju-;t 11;';e .1 hlgh-quJitn
C:Imer:I lens, cn.1tlglf'.': the focus \\ Iii help
borh p.1rtles see 1 .. ..1 undersrJnc1 the taul
FllQUre.

Gr:lde the Imp.1s'e. ;\ ro"enui :.I,:IL
for brc.IKtn<: .1n ImD.l,se u,e~ t\\O \ er·.
dlrecr um:,rlons: "Help me our nn :r:I> ,.
can bem:r understand nur Jlfflcul:; I)";

scale from one to 10. \\ltn 10 betn~ ::1,1:
you .lgree "Ith ever...thmg I\e S:lld ...·.m·
:lre you now'" The orher p.1rn· almost
always WIll give a number In response ~0

rhls questlon. The next question IS: "'.Vi,
wllllr rake to get you ro a 10)" Th,s t:lC"
works so well rh:lr It should be used oni·.
when the questioner reallv wants to kno
rhe :lnswer.

Change the Negotiator_ Sometimes tht
ani\' wa\' to bre:lk :In Imoa,se IS to lOtro
du~e a dIfferent plaver. Lar~e budge~
departments can preO:lre for and use thi'
tactic WIth lmle dlfflcultv. Sm:lller
departments may need more sktll to avo!
e\'er needing rhls one. A new face IS
sometimes all that IS needed but :l oew
negotl:ltor :lisa C:ln ask rhe orher ".lrt', :.
review the progress made so far. B\'
fOCUSing on the progress m:lde. rhe ne'.\
negorl:ltor can regam lost mo.nentu:r..

And Then Some. The eifectl\-e bUC2et
officer :llwa\'s remembers rhe long-term
relationshIp' and -
• keeps ever\' promIse m.1de :lnd then

some,
• helps the other person wm and t:tCtl

some. :lnd
• helps the org:lDlZ:ltlOn achle"e anc t.,~

some.

Achieving the :\1 ission
Budger officers have :l contract \\ I~:t

their org:lDlZ:ltlOn to help rhat
or~.101Z:lnon :l-:hle\'e Irs mISSIon. Tne
co~tr:Ict .1nd the miSSIon mIght nor be ,­
wmmg, but rhe profeSSIOnal undersran"':
and strI\'es to fuiflil borh of them. The
professlon::d .1ccepts person:ll responsl~-:

to g.lIn new sktlls that Will turn the Dudc
process l[self mto oln effectIve woi ot
a-:compitshment tor the orpOIZ.Hlon.
Sktlled negotiators challenge them,e:'.es
:lnd others to re:lch the :IrtalO.1bit: !1:TIlIS

a nl.lnner tn:lr IOCrC:lSe~ produc:l\ 1:\' In.
moraie .wJ m.1kes ever.one :l winner =
\111...:. th .. rna. :1 .. :r, -JrrJ?r:" o' 1';,ll41r''' ,_'.J.')~';';01

.::ntI.J \c°-,tnJr "'~tr:U:tJ' 'iJ' CFC) 4. .s )"'.Jr~~ :-.,;~rr·r

pr()~r";~1 111 ,":CL.:u,r' C-lJ..;r:r"t ;J"Sr'J1:.Jl:On t~ .. ,; .... 0 I

'r'rtt"d 1'1 j(.Hr' JnJ "V:4"r~. ~'{n~""""t'tr''11 1'1 \1'SSt)"'~J

.Js.Jn Jc.1U,H7. ( :nHrf,JCIor '0' lu.o f.O'U~/"S tit "O,oJ')

\1 ) ... '"'d 8 -; J"r:'t"t"s rn m.Jn.. I?~,"L'nr ..InJ ,S oJ "r'"

':".U:(I.J1 :'')/.1,,"/''1'

•
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DESCRIPTIO.\" OF THE F/:V--tNCL-tL PLAiV1Y/jVG JIODEL

:\ I cthodnltH!Y

The model \,'as developed on an Excel for Windows spreadsheet. version -+ 0 It is broken
down into four main areas' Input tables. a capital budget. an operating budget and rate
calculations

The model was built to be as t1exible as possible to adjust to new and changing information
Each of the various sections are located diagonally down and to the right of each other to alia\.\.
for added columns and rows \vithout adjusting the other spreadsheets Various line items in the
input tables. and capital and operating budgets are left blank to allo\\ for entry of additional data
which we do not current Iv have.

'- Input Tables

Each of the input tables allows the user to change information as needed and run various
finaifi~g and construction scenarios. This inform-;'tion then "feeds into" the capital and
operati6iv'maimenance calculations and ultimately. into the rate calculations. There are -+ input
tabl~$-",:'

A) Input Table I' Funding Sources and Characteristics
B) Input Table 2. Project Start and End Dates
C) Input Table 3 Assumptions for Capital and Operating Budgets and Rate
Calculations
D) Input Table -1-. Individual Construction Schedules per Project

A) Input Table I: Funding Sources and Characteristics

The right side of this input table lists each of the funding sources participating and the
corresponding percentage contribution to each project The potential sources include
the City of Szeged. Central Go\.'ernment grants. World Bank loans. European Bank tor
Reconstruction and Development loans. commercial bank loans. vendor equit\'. local
assessment districts and a Pay-as-you-go fund (discussed in more detail in the Capital
Budget section)

The left side of the table describes the characteristic~ of each funding ~ource b\ t\ pt.:.
total amou.llt. and interest rate. term. and grace penod for loan sources
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B) i nput Tabl~ 2 Proj~ct Start and End I).Hes

This input tabk lists the start and end dates fix initiation and completion of each
project The corr~sronding construction schedules in the capital budget \\ ill ... hiti

based upon th~ start d.lteS entered

C) Input Table 3 :\ssUmptll)[lS for Capital and Operating Budgets and Rate Calculations

This table shows our assumptions \.... ith respect to the following intlatinn. de\ aluation.
sewage tlo\\i and water demand. exchange rates. household statistics. water and se\\ er
hookup information. operation & maintenance. depreciation. abstraction. fines. value
added tax. necessary debt sen'ice coverage and equity return,

D) Input Table -t Indi\'idual Construction Schedules per Project

This input table shows the individual cost schedules for each of the different projects
The data is entered as a "block" of yearly costs The construction start year input (as
discussed in B) then instructs the model to take these blocks of costs and mO\'e them
to the appropriate time period in the capital budget.

Capital Budget

The capital budget is organized into uses (yearly project costs) and sources (of funding) The
yearly project cost information is derived from the data fed imo Input Table -t The data from the
latter is processed through two intermediate tables before reaching the final capital budget First.
the base construction costs are fed into a "Detailed l!nintlated Capital Cost" table \\ hich retlects
the appropriate project start and end dates as determined by the timing inputs entered into the
"Project Start and End Dates" input table Then. the information from this table is fed into a
"Detailed Intlated Capital Cost" table which inflates the costs to the appropriate year using a
projected inflation rate tor that year (The inflation rates we used are discussed in more detatl in
the Assumptions section) Finally. the detailed intlated costs are fed into the tinal capital budg~t

in summary form and are shown with corresponding funding sources,

There are 8 possible funding sources that we sho\\ in the modd (of course. these ~ource~ CJn
be modified as more specific financing information becomes available)

(I) City of Szeged Grants
(2) Central Government Grams
(3) World Bank Loans
(-t) EBRD Loans
(:;) CommercIal Bank Loans
(6) \'endor Equit~

(7) Local :\ssessment Districts
(8) Pa~ -as-you-go fund derived from sen ice charges

BEST AVAILABLE COpy
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The sources of funding tigures arc deri\ eLl from the data entered in the ''funding SOUl (C-.. and
Characteristics" input table The yeari~' capital cost for each ploJect is multlplied h\ the
corresponding h.lllding source pcrcenrage entered in the ,1fnrcl11entinncd table to detcrmil1l: l::l(h
funding source's contribution to each year of capital costs

At the bottom of this spreadsheet is a Capital Works Fund subsection This fund is used to
pay for all capital costs not cO\'t.:rcd by the other ti.mding sources Capital Works Fund money is
derived from two sources, ( I) a pay-as-you-go transfer and (2) a depreciation transier from the
operating budget Both sources originate as line item expenses in the operating budget The sum
of these t,....o transfers covers the shortfall from the se....en other ti.mding sources The ending
balance of the fund after withdrawal must be at least zero Accumulating a positive balance may
be desirable if the city \\'ants to fimd future projects \vithout raising future rates

Operating Budl.!et

The Operating Budget is organized . intoopemting-revenues-. operating and non-operating
expenditures, debt service coverage calculations and determination of vendor equity return The
following sections describe these items in more detail.

': Operating Revenues consist of service charges and fines (charged to non-users of the
sewer network who discharge sewage into the network or river) The service charges are
separated into 3 categories sewage treatment. se\vage collection and \....ater sef\'ice The annual
charge per category is based upon the total annual costs attributable to that category These costs
are described in more detail in the "Rate Calculations" section,

Operalmg Expel/dilure"

These consist of operation and maintenance costs and transfers to the central government
Operation and maintenance is made up of energy. labor and direct costs (for repaIr and
replacement of pipes. etc) Value added tax (\'AT). river discharge tines and abstraction tees are
transferred back to the Central Government,

!v"ol/-()peralll1g /;;xpellditun.:s

);on-Operating Expenditures include total interest payments. planning costs for the
\\aste\\,atcr treatment plant and Se\',,'cr Group A ti.lI1deJ depreciation, and the pa\'-as-vou-gl1
transfers Funded depreciation and the pay-as-~'ou-go transfers are transterred to the Capnal
Works Fund to covcr~Jhe sholtfalls in capital funding,
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Debt Scr. ice C l)\ crage is calculated by di\ iding net l1pcrating rcwnucs by debt ser\'lCc. Ie,

the sum of interest and principal i\nte that net npcrating re\ enues docs not indud..: nlln-

operating e\:penditures

Relllm (}Il /-l!/IL/()r F'!llify

The model calculates a pre-tax equity return on total \'endor equity investment We provided
for a sut1icient cash now to target an approximate :10°-0 return in each of the scenarios This \\ as
accomplished by adjusting the debt service coverage ratio. which is included as part of the rme
structure For example. by increasing debt ser.·ice coverage. rates increase. which in turn
increases re\·enues. annual cash tlO\\ s and ultimately. equity return Therefore. since the cash
flov.;s are different in each scenario. debt ser. ice cO\'erage ratios are also slightly different so that
each scenario has an appro\:imate 30% equity return

Rate Calculations

The rate calculation section is located above the operating budget in conjunction with a cost
sUlrln1ary: The cost summary lists all the costs associated with the three projects. \vhich consists
of planning. capital funding (includes depreciation), operation and maintenance, debt service
(incl~~~s appropriate coverage and forint devaluation against the dollar). abstraction fees (for
water ser.-ice only) and \'alue added tax

The rate calculation section first shows the expected sewage discharge and water
consumption volumes over the 1994-2013 period Below this. rates tor sewer treatment. sewer
collection and water ser.'ice are calculated by taking the annual cost summary figure per project
and dividing by either the sev,age or water volume tigures to obtain a cost per cubic meter fee
This method of calculation assumes that the rates charged are only enough to cover costs
However. if the City decides that it wants to accumulate money to fund any future projects. then
rates can be increa.sed appropriately to meet this goal

Given these rates. a comparison of monthly bills to monthly household income is then
determined This is done in two steps Firs!. projected monthly household income is calcul:1ted
by taking historical monthly income data per employee. multiplying it by our assumed I S

people/household and intlating the result to the proper year Then. the total mont hly hou~t:hllid

bill is calculated by multiplying the 9 0 cubic meters of water usage and ~e\\ ~r

discharge: householdllllOnth tigure (:" 0 cubic meters/person:month times I S people/household) 11\
the corresponding rates The sum of the monthl\' fees for SC\\ er treatment. sel.l. er collection ,lIId
\\ater ser.'\ce l!ives a total monthlv bill lor all ser.lCCS This total is then divided bv tht: ll10nlhh
hou~ehold inc~me to '~)btall1 the p~rcel1tage of l11omhl\' income. \\ hich :--hould not ~"\Leed ., 0 II Ill!

any scen::lrio in any year If it does. then construction for particular projects must be dcl.lyed ulltd
the percentage decrcases

BEST AVAILABLE COPV



A COST/BE~EFIT A~ALYSIS OF
SAMPLE CITY'S I~VESTME~TS

BY USING THE "AMOEBA" INDUSTRIAL PARK PROGRA~1

AS AN EXAMPLE

h.v MiI1C1/.v Lados
(lttfT...l RKK Sc:iellt~tic /lIStitlltion in Western-HilI/gary)

Background

Sample City is located in Dream Valley and its population is 50.000. At the turn of the
80s and 90s. Sample City's economy was struggling with crisis. A number or
companies had to layoff people. unemployment grew rapidly. The number of
unemployed reached 3.000 soon, which meant a 12% unemployment rate (higher than
the national average.) The problem was further increased by the fact that due to a large
proportion of young people in the population, 1.000 new jobs would be necessary in
the next 5 years. (The difference between the number of those who will have their first
job and the number of those who will retire.) In order to manage that problem. the City
started to prepare a city development strategy. During the development of the concept.
a number of city development problems were revealed in addition to problems of the
local economy. In addition to unemployment, the following factors were considered as
severe problems that needed immediate action:

• improvement of the ellvironmental cOlldition of the city (air pollution and soil
contamination was higher in Sample City than the national average);

• improvement of water management (the pipeline system had a lot of wear, water
and sewage fees were higher than average due to expensive operations. drainage

..:' ", level was low, the water pipeline system was 60% larger than the drainage system);

:- • having a new landfill (the existing landfill was outmoded and its capacity would
only be sufficient for the next two years at current disposal rate);

• modernisation of the roads network (30% of the roads were not surfaced in the city,
and only 10% of the surfaced ones were of good quality).

The above listed problems themselves would need an annual Ft 1 - 1.5 billion from the
city's budget in the next 5 years. Sample City had a budget of roughly Ft 5 billion at
the beginning of the decade. This means that at least one fifth of the city's funds
should continuously be spent on the capital budget. At the same time 85% of the
budget had to be used to cover the operating budget during this period. The city
managers therefore had to prioritise the problems listed.
According to their strateb'Y, reduction in unemployment was theflrst priority. They set
an objective that ahout ::.000 johs would he created ill Sample Ci(y witl1in 5 years. The
city managers defined the programs that can lead to the implementation of the
objective. These were the following:

.'
.....
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I. Create an organisation that helps small- and medium-sized companies to develop;

2. Develop and apply a city marketing policy and a policy to encourage businesses;

3. Environmental rehabilitatlon of unused industrial sites;

4. Create and industrial park.

.'
:-~

> --
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There were energetic debates about the planned industrial park program among the
municipal board. One standpoint said that this program was an opportunity that is
worth investing in. because it can lay the groundwork for the development of Sample
City. According to the other group of representatives it was unnecessary to invest in an
undertaking like that in a period when many companies are wound up. therefore there

- --15 an-aoundance of supply in -sites. Experiences showed that some of tfle investors were
interested in "green-field" projects only, which supported the position of the first
group. The board of representative set up an advisory team with the municipal
employees and external experts on it to prepare the "Amoeba" Industrial Park Program
(January 30, 1991).
The team had two main responsibilities. First, they had to determine the magnitude of
the project and the minimum risk to assume by the local government in it. Secondly,
they had to develop an action plan to help create the industrial park. The municipal
board were aware that the local government did not have funds enough to cover the
project. The vice mayor, who strongly supported the undertaking, started finding
extemalfimds (possible state grants) and investors.

As a result of the preliminwy studies by the team, it was determined that Sample City
should service a 100-hectare site, that can later be used by small- and medium-sized
companies, the majority of whom will apply environment-friendly technologies. The
site was selected, the first plans and the feasibility study were prepared. The pay-back
period was estimated to be 15 years. It was also estimated that, provided the entire site
is developed, about 40 companies can be expected to use the site. creating 3,500 new
jobs. In the first phase they wanted to use 40 hectares of the total land. According to
calculations, this phase of the program would cost Ft 1 billion. Therefore external
funds had to be used inevitably.

The situation was further complicated by the fact that the site that was considered
suitable for the purposes of the project was in the ownership of 50 owners as a result
of the compensation scheme. Therefore purchasing the land at an appropriate price, as
well as making options contracts in order to avoid speculative transfers of ownership
became key issues. The other important task was to estahlish a company to manage the
industrial park, since external investors were also needed to create the infrastructure.

The city managed to obtain the support of the utility companies in the city, who
expected that. as a result of the project, there would be an increase in the consumption
that was reduced by the crises and therefore they can more efficiently utilise their
capacities. The local governments of the communities nearby, whose residents had had
jobs with companies in Sample City before as well, created a regional development
company as a forum to give support to the project. As investors showed interest
towards the region, a hank also thought the project worthy to invest in. Sample City,
together with the said groups, formed the industrial Park Ltd. (IP - October 1, 1991).

The city's contributions to Phase I of the project were the land (Ft 40 million) and cash
(Ft 60 million). During the next two years, Sample City transferred additional funds
(Ft 300 million) to the company in interest free loans to make its contribution to
purchasing the land necessary for the implementation of further phases and to create
the main utility networks. Part of this sum (Ft 50 million) was repaid by the company,
the other part (Ft 250 million) was transformed into capital contribution. Thus Sample

:~
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City's stake in the company was close to 40%. In order to cover the funds transferred.
the City took out a four-year term loan of Ft 100 million (September 30. 1992).

The commissioning of Phase I of the "Amoeba" Industrial Park was on April 15, 1993.
In parallel to land servicing. the first companies started construction. A textile factory
in Austrian ownership had its opening ceremony as early as July 1. 1993, while a car
parts factory in Gennan ownership started production on March 1, 1994. No-one
followed the first swallows for a long period.

In spring 1995, events accelerated a bit. First a forwarding company from Austria
indicated their intention to invest, then an electronics parts factory from the
Netherlands bought land. the Holland firm belonging to the group of the multinational
company that had settled in Sample City earlier. Both companies bought lands larger
than average. In early 1996, a British trading house started to build a regional
distribution warehouse. By the end of 1996, all the three companies started their
operations.

Some local companies started to show interest as well. Two of them will certainly be
dwellers in the "Amoeba" Industrial Park. Both companies started their operations in
the late SUs and gradually grew out their sites or were forced to operate at more than
one sites:' The city gave support to both companies by assuming 25% of the land
purchaS~A)rice, which was very high for local enterprises: 4,000 Ft/m2

•

In order to foster its further development and in the hope that external funds (central
and international aid programs) would be available to them, the IP Park decided to set
up an innovation centre (incubator house). They managed to involve the local
university and the local government of Sample City as partners. That meant a
commitment of Ft 20 million and Ft 30 million for the city for the next two years.

Evaluation of the program by cost/benefit analysis

The "Amoeba" Industrial Park Program is closing its 5th year now. A kind of review
became necessary. The city managers focused on two areas. First, they wanted to see
to what degree the program objectives were realised (reduction in unemployment).
Secondly, whether the investments in the program will return during the planned"
period (15 years) based on costs and benefits so far, and future commitments and
benefits expected.

The "Amoeba" Industrial Park Program created 335 new jobs so far, which is only
17% of what was ptanned for five years. We should remember, however, that the
program is just over-'its introduction to the market. According to companies' plans
settled in the Park so far. the number of their employees will be over L 100 in year
2007. which is almost-One third of what was expected from the Park.

/:if



The companies that have settled and made contracts bought 14 hectares of land so far,
and made options contracts for an additional 10 hectares. Thus more than two thirds of
the useful land I for Phase L or one fOllrth of the total useful land has been sold.

Investment return calculations for the project were made at 1992 price levels, because
Phase I of the '"Amoeba" Industrial Park was completed in that year. Data items were
calculated up until the year 2007, since prior expectations included a 1O-15-year
period for businesses to settle and gradually occupy the park. The official CSO
consumer price index was used to create the common price level from 1991 through
1995. For forecasts beginning with 1996, the GDP deflators of the two scenarios used
by the World Bank in its 1995 Country Report on Hungary were used.
The analysis was made under the assumption that the companies that settled or made
contracts so far as well as the incubator house to be created will attain their objectives
in the next 10 years (Table 1), and no new company will settle in the Park. Thus the
mudel is velY sensitive to changes in numher ofjobs. This means that the benefits
calculated will further increase with each new settlers. It is true the other way round as
well. however, i.e. if one of the companies that have settled in the park by now go
bankrupt or cannot '"make" the target job number, the benefits calculated will
decrease.
The oaicu~ations of the model are also velY sensitive to any discrepancies of inflation
!rom the expected band. If inflation in the Hungarian economy fails to decrease below
20%, tl;1~,.calculated benefits will decrease. If a more favourable inflation trend occ.urs,
the calculated benefits will increase.
Almost all the expenditure elements could be detennined from the annual reports of
Sample City's local government (Table 2): design costs borne by the city, advisory
fees in the initial phase of the project, land acquisition. land servicing, share capital in
cash for the company established, cash transfers and subsidies given to the IP and
other companies, as well as the loan and its interests.
Taking intu cunsideratiun all the abuve. the city established that they had invested
about Ft 560 milliun. at J992 prices, in the 'Amoeba' industrial Park project.

The city tried to analyse all the benefits as well. They took into consideration the
following factors:
• the loan taken out
• dividends from the IP Ltd.
• interest payments made by IP Ltd. for the city
• receiving back funds transferred
• increase of the city's stake in the share capital of IP Ltd.
• estimated shared PIJ
• estimated normati{"e subsidies
• estimated income supplement benefits saved
• estimated business"tax incomes
• estimated building tax incomes

I The total are of the Industnal Park is 105 hectares 15 ha S ob\ I11Ch cannot be sold. because the~ are occupied
~ mfrastructure (road net\\ork. pipelInes. po\\er dJstnbullOn umtsl Out of the ·UJ ha s of Phase I land. 5 ha s
arc used by necessary "external" mfraslruclure.
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With negative signs were recorded in the analyses each unrealised income item. such
as the city's dividends from IP Ltd. 2

• thQugh the IP Ltd closed each year so far with
losses. except for 1995. Additionally. unreal1sed income will be caused by the two­
year tax exemption from building and business taxes granted to those who settle in the
industrial park.

For funds coming through the central government. the sharing proportions to be
determined upto 1998 were taken into consideration at the end of the previous year.
and it was assumed that they would not change in the next decade. The PIT sharing
factors have no substantial importance. in fact. as long as the direct PIT supplement
system and the county governments' proportion is low. since 80% of the normative
subsidies is covered from the part of PIT that stays in the central budget. This means
that except for the direct PIT supplement and county subsidies. the full amount of PIT
paid by communities are returned to them.

Since estimations can be made about the number of temporary jobs (on the project
implementation) and permanent jobs3 in the industrial park as well as the per capita
PIT payments in the community. therefore both the direct PIT refunds. and the PIT
refunds in proportion to population. as well as the normative subsidies can be
calculated.

The previous years' monthly average income supplement benefit costs are known.
therefore. using the estimated of number ofjobs, it can be calculated how much money
the city can save on that. For calculation purposes each employee was treated as if
they were unemployed if they did not have the job created in the industrial park for
them.

For calculations on the business tax, the two-year exemption granted for businesses in
the park was taken into account; and, based on implementation costs. the design
companies' and contractors' (with registered headquarters in Sample City) net sales
incomes from the industrial park as well as the tax income on them were calculated.
Attempts were made to make estimations on utility companies' net sales incomes from
the industrial park and resulting taxes. Since utility companies in Sample City are
exempt from business taxes, therefore the calculated tax incomes were given negative
signs. Tax rates increases were adjusted to the election cycles.

For calculations on building taxes, it was assumed that the system of taxation based on
floor area would remain in effect. Tax rates increases were adjusted to the election
cycles. and the two-year exemptions were taken into account here as well.

Since as things stand now, the city will have no expenditures on the industrial park
from 1998, in each ofthe nine years after that, the city will post profit. There u'ere Il\"()

price indexes used; under the slower scenario llnd conditions olltlined aho\'e. the city
will have an income of Ft 525 milliun up until the year 2007. This mellns that if no

=The city declared that the:- \\ould not \\ Hhdra\\ an:- dn Idends from the IP The:- \\ III probabl:- lengthen thiS
penod thIS year by an additIonal 5-:-ear penod
J In both cases we adjusted the figures by a 0 7 factor. ",hlch gl\ es the actual Job esUmatlOns In Gy6r
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lIew hllsinesses settle in the industria! park. the city's im'estmellts H'i11 lIot refum
during the plwllled 15 years (see Exliihit I),

Under the (aster scellario on the other halld. im'cstmellts will return as ear!r as the
):ear 2003 even ifll() lIew husinesses come ill the industrial park (Exhihit 2).
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The lessons learned from the ""Amoeba" Industrial Park Program

1. A local government can only undertake to participate in a program of such
magnitude if they are able to minimise the financial risks involved, which can only
be achieved through the involvement of partners with large capital. Sample City
managed to do that, but the city still has to invest more then half billion forints in
the program.

2. The key element of the project is to ensure the site. If the site is not in the
ownership of the local governments, it is very important to form a company to
manage the industrial park, and to come to agreement as soon as possible with the
owner(s) of the land. If the land belongs to several owners, options contracts should
be made. But even in that case, the local government, or rather the investor IP
company had better acquire the land and settle the ownership before the options
contracts that were made for the land for phases other than Phase I expire.

3. The success of the project depends largely on the degree to which the city (local
government) consider the project as its "own child". It is primarily the city that can
create an image for the industrial park. If the local government do not feel that way,
the project will be very difficult to introduce in the market.

4. An inappropriate pricing strategy may repel possible investors and completely
exclude local businesses from the industrial park.

5. If the strategy to invite small- and medium-sized companies to the park is changed
and large companies are preferred, the industrial park could be sold relatively
quickly, but the expected and estimated number ofjobs would not be created, which
would also reduce the benefits that are to compensate the costs by the city.

6. There are always a large number of businesses that show interest, but only a few of
them will actually settle. All businesses making inquiries should be maintained.
possibly on computer. That will provide the opportunity to get a clear picture on the
demands in tenns of land-size, activities, technology, etc., and therefore will help
making decisions on which companies should be contacted again.

7. To "fill up" the industrial park with businesses is not a rapid process. If businesses
come slowly, that should not necessarily be considered as a failure, since the life­
time of such programs is meant to be 10-15-20 years. Ifland sales are slow, that can
be a sign of bad management. but to introduce the industrial park in the market in
itself takes time. The speed of land sales. however, was also influenced by external
factors. including a recession in Western-Europe, and that the need for the industrial
park program is not included in the central government's policy yet. A slow growth
characterises the developed countries now. and the government is dealing with the
possibility of industrial parks. As a result of that a fierce competition may evolve in
the supply of industrial parks in Hungary.
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Information on husinesses housed hy "Amoeha" Industrial ParkTtlhle 1.

Basic !J~(iJrm(/ti()n
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Founder Country Activif)' Numher of Start of Purchased Ofthis Optional
month of manufacturing land covered land

implementin activity
g the

l'·' ". imvestment
project

(m2)
Textil G.m.b.H. A textile manufacturing 5 months 1993.07.01. 8,000 3,000 7,000
Auto Komponent G.m.b.H. D spare parts manufacturing 12 months 1994.03.01. 15,000 5,000 10,000
Spcdition G.m.b.lI. A hauling 9 months 1996.01.01. 12.000 3,000 8.000
ElcctlOnics Co. NL spare parts manufacturing 12 months 1996.07.0 I. 80,000 15,000 70,000
Trade Co. GS storing 7 months 1996.10.01. 5.000 1,000 -
Csomagolastechnika Kft. II special packaging 6 months 1997.06.01. 7,000 3,000 3,000
(Packaging Technology Ltd.)
Pneulllatika Kft. H spare parts manufacturing 8 months 1997.09.01. 5,000 2,000 5,000
Innoy.ki6s kozponl H Research + Development 6 months 1998.01.01. 10,000 2,000 -
(Innovation Center) products and services

Employment

Founder Numher of Persons Employed i'lumher Organizer of (General) (General) Value of
of Investment planner's contractor investment

planned headquarters
shifts

initial current planned
Textil G.m.b.H. 50 80 150 3 A A Sample Citys 25.0 mATS
Auto KOlllponent G.m.b.H. 40 40 160 2 D Sample City Sample City 500 III Dt\t
Spedition G.Ill.b.H. 15 25 30 1 other other other 40.0 mATS

domestic domestic domestic
Electronics Co. 50 150 300 2 NL NL Sample City 80.0111 NLG
Trade Co. 40 40 100 2 OS Sample City Sample City 1.5 III GBP
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Csomagolastechnika Kft. 30 .. 60 1 Sample City Sample City Sample City 250 m IIUF
(Packal!.inl!. Technology Ltd.)
PnclIlllatikn Kft 50 ,. 150 1 Sample City Sample City ??? 200 III JlUf
Innovaci6s k6zpont 25 " 160 1 Sample City other ??? 300 III IIUF
(Innovntion Center) domestic

Source: Industrial Park Ltd,

\\Server\project\blldget\handouts\dec96\ritu\CBCase l-e.doc
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:\ Discussion of
Financing Alternatin~s in 'Iunicipal Capital Budgeting

The tenn program budgeting includes decisions on capllal lf7\'eSlmenls and
jinancmg. A \vell-founded capital budgeting process assumes continuous
budget analysis and preparation of middle- and long-telm forecasts for some
sections of the budget. The overall ability for financing under municipal capital
budgeting depends on the capabilities of the local govemment (what types of
projects they can embark on) as well as the system of funds control. The issues
I think most imponant under the CUlTent conditions of the municipal system in
Hungary will be discussed below, I want to point out here that capital
budgeting decisions are close(\' relaled. in tenns of content and methodolob')'.
to those leamt earlier on forecasting for municipal budgeting.

1. Possible funds for financing

The following major funds are available in Hungary for capital investments:

1.1 The net operating income of the CUlTent budget. The tenn "net operating
income" and the factors that affect it have been discussed in the paper on
elF.

1.2 Various capital incomes. including the typical ones as follows:

• various funds coming from the state budget. such as the targeted and
addressed subsidies and various subsidies COl11l11g from vanous
segregated funds:

• funds coming from the sale and use of o\vn property.

1.3 Bon'owed funds. Some issues of loan bOITo\\ ing \\ ill be discussed later.

1..+ Funds transfelTed and im'ested for good. The most typical e'\ample to that
is a local gO\'el11ment that establishes an organisation separate from its
municipal institutions and implcmel1ls the project in question through that
organisation.

1.5 Other funds (such as \'.\T recO\ cry from projects. obtaining intelllatwnal
aids. dC .. that need careful consideratlOn)

:!. Lon~ term fUl1din~ needs of \"arillu~ projel:[s

:~
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\Yhcn making dccisions on financing under municipal capital budgeting. not
only the feasibility of financing the capital inyestment itsdf ~hould be
considered. but the finished project's CUlTent budget and debt servicing.
expcnditurc-income implications as well. From that perspecti\·e. programs.
proJccts and inwstments to be impkmcnted can be classified as foil 0\\ s:

2.1 Those projects that. after impkmented. need operating funds (subsidies),
Linder the present domestic conditions these are typically the educational.
culnlral and health projects. which once implemented represent a
substantial exn'a burden on the operating budget. Under today's practice.
many problems arise because this factor is not taken into consideration
either in central or local budgeting.

2.2 Those projects that. after implemented. generate incomes that are easy to
forecast. Such projects are W011h financing by using extemal funds (loans
and/or capital). since these incomes can cover the yield obligations on

;,,: : funds used. In a case like that. the key Issue to decision-making is to make
:-::.r,; ._~he most possible accurate forecasts on incomes.

. .
~3" Projects with neutral effects. Those projects fall into that category that may

substantially improve the quality of life in the community though. but no
financial costs and incomes can be arn-ibuted to them. Such projects can be.
for instance. the development of the road network in the community.
cenain noise control projects. etc. Such projects will undoubtedly pro\'lde
more comfol1s to citizens (and possibly compensate some negatl\ e.
effects). but under the present situation in Hungary no exn'a taxes can be
collected for them and their maintenance represent no significant exn'a
burden on the operating budget.

Selecting one of these types of projects also means. expressly or inherently.
choosing among financing alternatiyes, This aspect should be remembered
when making capital investment decisions. because the addressed and targeted
subSIdy system of the past years give a live example to such types of trap
situations. "Free funds" (state subsidIes) tempted many decision-makers to opt
for capital invesnnents that they h,1\ e not appropriately thought 0\ er fl0m a
financing perspective (either). The future financing needs from the operatlllg
budget of proJects lI11plemented (such as education and health care) as \\e11 ~lS

an o\,erestimatlOn of demand \\ ith ability to pay fnr the given SerVices (C,g
se\\ age system. gJ,l.S system) can easily lead to situations where the "frec" funds
suddenly become \'ery expensi\'e.
SlI1l1larly. \\e can fall into the trap of optical illusion many times \\hen \\e t:111
to calculate \\ ith thL' costs of \\ OIling capital. That is not frec money clthcr
\\'hen uS1l1g e'\tL'Il1al capital for sen ice deli\'cry either through pri\atisatlOn nr
a ne\\ capItal im estmcnt. local gm emments \\ ill have to tah.e Into account its
~ idd consequences. If not real bed. they can cause large pressure l)n the
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operating budget. either because of ari'illlg demands for subsidies or capital
\\ ithdra\\ al from the area and reduction in :lcti\ i lies.

3. The basic dilemma to financin~ the capital budget

i\lost of the municIpal capital im'esnnents and projects are characterised by
very high costs of impkmentation.. and that the life-time of the project
implemented is rather long (measurable in decades even). In theory It is
possible to get the population cUITently living in the community to pay for the
impro\'ed services. but this solution cannot always be applied due to limitations
on ability to pay taxes and political considerations. From these characteristics
comes the dilemma of financing - that the net operating income of a shon
period is not sufficient to implement the project and/or it \vould be unfair to
have the im'estrnent paid by the CUITent generation or the people who h\'e there
cUITently. The implementation of such investments necessitate that costs be
spread in time (and possibly in space). In practice. all the municipal capital
invesnnents are financed from J11txedjimd\', Specific types of projects. howe\ er.
can be selected by considering which ones can be implemented in one way.
which ones in the other. The typical tool for spreading costs over time is
bOlTo\\·ing. and for spreading costs over space is state subsidies. A loan should
be of long enough telm in order to fulfil that function and its repayment should
be made from such municipal incomes that come from exn'a tax incomes
generated directly or indirectly by the overall development of the community.
or from the operation of a specific project. The fOllner source may simpl~ be
lax surplus due to an increased migration into or increased business act!\ ities in
the community. or possibly some special nell' local taxes (e,g. a tax for
increased value levied on property): the latter source can be some specific fee
Income.

4. The major considerations for financing decisions

4. I Selecting the type of project

In practice. decisions on capital investment and those on financing cannot be
separated rigidly from each other. The decision-makers should nnt onl~ do a
cost hellclit anal~ sis for the project itself but should also consider the 1\)J]g-kllll
financing possibi Iities of the local gm'elllment.

-+.2 Selecting the L1lgaI1lsation 10 Ilnplement the pro,iect

A specIal. and many times ignored. aspect of declsllllls l)ll fill:lllClllg h to
detcnl1llle the specJflc nrgal1lsatl\)J1 ll) illlpkmellt thl: prnJl:ct. This organIsation
can. In Ih~ory. be th~ Illa~ or" s ortlce. aile of the lllunlclpal lI1~titutiolls. a non­
profit organisatinn. a COIllP;l11Y under 0\\ 11 or mi'\cd 1m nership. a company set
up fl.)r tll~ ll11plelllcIllatlllIl l)f the proJect. a COllceS:-,!\lll \)r other prl\ate
LOlllpaIl~ Tl) 'ielecl Ihe n gil I !\)(lll l) f orgalll <; at III 11 IS IIII pl1l1 aIlI because Ihe

=:
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organis~tinn :;hould pn1\'idl.? an optimum fnl.ll1e\\l)rk for future opl.?ration (that is
in cnmpliancl.? with legislations an~1 can b~ cOlllrolkd by thl.? decision-makers.
etc.). ~nd even more impOltantly bl.?C:lllse of thc possibl~ sa\'ings in tax
payments (\'.\T and coq)oration ta~). depending on CUlTcnt regulatIOns. during
implementation and operations alihe.

4.3 Sekcting the right type: of extelll.al funds

In addition to loans. capital and concessions can be used as extelll.al funds. The
two latter options are only possible for some specific services. of course. As a
method for selecting from financing aitelll.atives. the net present value mle call.
be used here. too.

5. Some issues of borrowing by municipalities

Local gowmments can bOlTow by takmg oill loans from banks or ISSUing

bone/s. After the municipal system had been set up. local govemments received
independence on that. The present funds cOlmol logic. the large prop0l1ion of
incomes coming from central sources. and the nature of the overall income
structure made it necessmy to put a limit on municipal commitments. This
limitation was imposed first under the Supplementary Central Budget for 1995.
than by repeating that section in the La\\ on Local Govemments. In addition to
setting this upper limit. a f1.ll1her tightening was \\ hen the rule \vas made that no
state conn'ibutions or basic assets of 10c~1 govemments can be offered as
collateral. An additional imponant regulation all. the issue is the Law on
Bankruptcy procedures of Local Govenl.1nents. The limitation on municipal
conunitments was primarily aimed at pushing local govemments out of the
loans market. BOlTowing for capital investment purposes. hO\vever is not pal1 of
this limitation. provided the bOITower is not the local govemment but a
company set up by it and the lender does not require the loan to be guaranteed
by the local govemment.

In Hungary. several factors may hinder that municipal capital investments can
be tinanced from loans (either bank loans or bonds). Some of them are the
following:

• the number of creditwOIthy local go\,elllI11ents is declining dll~ to the (n crall
tinancial situation. People say that banks are ready to mahe Inans tt)
municipalities that do not need loans. :lnd reluct~nt to make loans to those
\\ ho do need them.

• there are se\'eral obstacles to llsing foreign finds. On nne hand. the ()\ crall
credit rat1l1g of the country may limIt the conditions that local gO\t~ll1lllents

can achic\ e. on the other hand local go\'emments cannot manage exchange
rate nsks. rinall\. lTlust or the /\)1 elgn funds that seem to be of fa\'ourabk
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tenllS include some restrictions (e.g. the lender selects th~ supplier and l)ther
additIOnal charges ) that make the total costs l1f borTO\\ ing lInfan)lIrahle.

• resen'c on the pan of political and financial managers of local gOYelllments.

It is nl.le that taking out a loan may prove a sOllnd jinunclI1g deC/suJIl after
careful considerations are made. The net present value calculations make sense
not only for decisions on capital investments but on tinancing as well. If the
present value of the project when implemented from loans exceeds the present
value of charges on bOITo\vings or equals to it. then it is wonh taking out loans.
This simple rule. however. is not so easy to implement in practice. The charges
on bOITO\vings are relatively easy to quantify. but benefits are not.

A similar analysis is worth making as to \vhether the project will be cheaper to
finance from assets sold now or from loans. In such an analysis the present
value of the charges on the loan and that of the CUITent and future sale price of
the asset are relatively easy to calculate. and therefore the net present value of
~4e-transactioncan be quantified. too.
::~nQtller possibility for making comparisons is to compare the costs of
posljxmement of the capital investment necessary (e.g. increases in costs and
other extra expenditures due to later implementation) to charges on bOITowings.
If the costs of the given projects will grow rapidly (e.g. due to an inflation in
the construction industry that is higher than the consumer price index) then it
may easily happen that a loan on which interests accl1le at the consumer price
index is specifically appropriate.

When making a decision on usmg loan funds. the following considerations
should be made:

5.1 The currenc.:r (~l the loan. The question here goes like ""fomltS of foreign
cunency?". That is an impOltant issue because under the present domestic
practice foreign loans are wide-spread and they seem very am-active at tirst
glance. For local governments it can categorically be stated that since they ha\e
no tools to manage exchange rate risks. this method is not feasible_ It is also
true. on the other hand. that the forint loan suppl~ today is rather poor in tenllS
of both loan period and interest conditions.

5.2 Jhe I!1s1rllJ1lt'f/f app!,,:d The question here goes like "bonds or bank
loans?". For long-tenll borro\\ ing. issuing bonds IS the berter insn-tllllent in
theory_ Since-{J.<..mds are tradabl~. It is easier tn ensur~ the Inng terlll. and
there are technIques available for interest rate risk management. The probkm
with bonds is that in addition to the fact that Il>cal governments are b~lI1g

pushed out of the lending market. as mcntJl)ned before. bonds are IllOrt:

e\.pensi\'e to ISSUe. there are 110 credit rating Instl!utlon" and there IS a J()\\

liqUIdity in the :-:.econdar~ market.
Sen er proJect budget handouts d~cl)() riru finalt-~.dnc



~ ... -: ~':;:'.~.:i

... -."..

FITC/-/

Summary
To reach a general obligation bond rating,
Fitch evaluates four factors in determining
the creditworthiness of the municipal entity
- debt, financial performance, the govern­
ment's management, and the local economy.
The process involves analyzing trends in these
areas; identifying, where possible, areas of
future financial obligation or exposure; and
assigning a bond rating based on the con­
clusions drawn. The four elements are i.nter­
active. For instance, while an entity may
have a vibrant and wealthy economy, man­
agement concerns, such as financial mis·
management or stringent tax rate limits, may
offset this potentially strong ability to meet
obligations. In turn, a weak economy may
be offset by other strengths.

Debt analysis begins with a review of debt
structure, including amortization, and key
debt ratios. The types and proportions of
debt utilized (i.e. GO, lease, and special tax)
and the payment structure are noted. Analy­
sis of debt burden Focuses on overall ratios
that include the debt of overlapping and
underlying units. While direct debt ratios
indicate the burden on the entity of its own
capital costs. overall ratios bes't measure the
debt that must be serviced by the commu­
nity's tax base. Debt per capita is viewed as
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on initio! Indicator of local debt burden. This measure

indicates the amount of debt each resident would have to

directly support if the tax base lacked a corporate/indus­

trial presence; also. it does not give consideration to the

residents' wealth and income. Most indicative of locol debt

burden is overall debt as a percentage of market value of

the property tax bose. Th,s measure, unlike per capita debt.

considers overall wealth of the tax base and accounts for

variations in the tax base's residentIal and commercial/in­

dustrio! composition and mix and. by extension, who pays

the debt.

GO bonds may be supported by an unlimited property

tax pledge. a limited property tax pledge. or a combination

of a special revenue and property tax pledge. Fitch does

not automatically distinguish between the rating of the GO
debt backed by limIted and unlimited tax pledges: rather.

each instance._~-(1/1alyzed to determine available margin.

resistance /0 tax r~ increases. and other factors. The use

of a capital impro~ment plan (CiP) is viewed favorably

and reviewed tii me context ofpotentio/"impact on the debt

rorros. Generclly. rhe condition of the infrastructure (as

ascertained through diSCUSSion with the Issuer and reView

of supporting documenration and. in certain circum­

stances. as observed through visuci inspectIon by the

analyst) and whether the ClP addresses known or antici­

pated needs is considered.

Financial analySIS focuses on operating results over time.

Histoncal operating results are reviewed for the matching

of recurring expenditures with recurring revenues, the

generating of operating surpluses. and the minimal use of

"one-shots' (revenue that is unlikely to be realized year

after year) to fund recurring expenditures. Also reviewed

is the ,udicious use of fund balance. such as use for

one-time expenditures and emergency situations. and its

use in any large amount for ongoing operaTIons Attention

IS oaid to expenditure growth rates and the community's

ooility to control spending, the latter including whether

expenditures are nondiscretionarY or WIthin the entity s

contra/. AttenTion IS simi/arly paid to the breadth of the

services (whether mandated cr e>t.herwlse) traditionally

delivered by the government Revenue mix and volatility

are conSidered. os ore limItatIons (both legal and practlco/]

on the ability to raise faxes and other ,evenues Balance

sneet analysis rOCLIses on Ilquldiry and fund balance levels

and theIr trenos

FITey INvESTCRS SERVICE ~ p 2

The evo!uotion of management is on integral part of the

analysis as management affects debt, finances, and the

economy. Effective budgetary monitoring, capital planning,

and sound financial reporting are indicators of manage­

ment quality. Planning and recognition of forward chal­

lenges, such as through multiyear revenue and expenditure

forecasts and debt affordability guidelines, as well as ad­

vance identification of possible solutions, are viewed favor­

ably. Other management conSiderations include investment

policy. contingent liabilities. pension funding, and property

assessment policy. Further considerations may Include the

tenor of the taxpayer and Iobor environments. Also consid­

ered is the governmental structure itself and the relationship

between the entity and various stakeholder groups. While

difficult to assess and sub;ect to change, political factors can

affect an entity's ability to act effectively and efficiently.

Economic analysis considers the capacity of the commu­

nity's economic base to support ongoing operations and

repayment of debt. The process begins with a review of

why the community exists and what makes it function. The

depth and breadth of the employment and tax bases are

reviewed, as are historical economic trends and the outlook

for ongoing growrh. Also reViewed are trends In population.

fax base valuarion. bur/ding permits. and retar/ sales. Per

capita mcome relative to area. state, and national averages

is ascertained. The reasons that a particular commumty

attracts or loses population ore considered, including the tax

burden and the quality and type of amemries and services

offered, such as recreational. cultural. and educetronal facili­

Iles. Also evaluated IS the communrty s ability to manage

growth-generated demands. including the ability to keep up

WIth rising mfrostructure needs.

Debt
Debt analysis begins with a review of debt structure, including
amortization, and key ratios Trend In debt levels and rhe
impact of future capltai needs and dans are conSidered. The
existence of poliCies and practices relating to debt manage­
ment, affordabllity, and planning IS viewed pOSitively.

Tax-Supported Debt: Tax-supported debt IS all obliga­
tions of :m entity paid from tax sources, Including GO
bonds, special tax bonds (such as sales and excise tax
bonds), lease-secured oDligatrons, and capital leases (see
Firch Research on "MunIClpal Lease RatIngs GUidelines").
Self-support credit IS given ier ~ax-supported debt If debt
service nos been paid from an enterpfI5e-type eperatlon
SUCh deDt generaily is decucred In ~he caiculatlon of net

ItI
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tax-supported debt only if the user-charge supported sys­
tem has been paying all its expenditures, including debt
service, From nontax sources fer at least three consecutive
years.

Nationwide, most local tax-supported debt is GO, pay­
able From either limited or unlimited property taxes, a1.
though in some areas, lease debt dominates. Where the
debt service is to be paid from a limited tax, Fitch considers
how much margin remains within the limitation, what other
expenditures the tax supports, and the entity's overall
financial flexibility. Generally, where significant additional
margin exists or where the entity has demonstrated a
historical Financial Flexibility to operate within the limita­
tion, Fitch does not distinguish between the rating assigned
to debt supported by the limiTed and unlimited GO tax
pledges.

Structure and Trends: Average debt maturity schedule is
deFined as 2S~~ pnncipal payout In five years and Socr, in
10 years; rapid amortization is more than 35°~ in five years
and 60°0 in 10 years. Debt structure is reviewed to ensure
that the length of the bonds is aopropriately matched to the
useful liFe of :he assets being financed. The structure of any
refunding bond issue is anaiy::ed to determine the impact
on the issuer's overall amortization and payment structure,
particularly iF current debt obligations are pushed to the
future to achieve shorr-term bueaet relief.

The level of debt service as Wo percentage of budget
affects overail Financial flexibility. All things being equal,
limited and single-purpose governments, such as pork
distncts, have higher debt serllce levels proportionate to
their budgets Than governments with a broader array of
purposes, thereby making absolute comparisons difficult.
MunicIpalities thet also finance schools tend to have a
higher debt service level. Nevertheless, debt service above
laoS of expenditures or revenues constitutes a level at which
budgeTary competition is a signlricant consideration. Con­
cern over a high debt service ievel may be mitigated to the
extent :hat amortization is above average and the debt
service structure is declining es opposed to back/oaded or
level.

The trend In debt in relation :0 resources IS anaiy::ed.
Sustained growth in debt (i.e. weil beyond tax base growth)
may ultimaTely overburden a ~ax base and reduce eco­
nomic vlablity Similarly, rapid grOWTh In an entity's debt
service obligaTion may strain DucgeT and tax resources end
reduce fleXibility ConverselY. ceot reduction generctes tax
and economic capacity to the exTenr that Inrrostructure
necessary for economIC growrn is not underfunded. The
mix of fixed- and vanable-rare cebt IS reviewed. Generaily,
varraoie·rar7 cebt In excess or ',,;=.-:0=, of toroi airect debt
.s not conslaered prudenr.

Debt '!,otios: Vanous ratios ::re Jsed ~o :neosure the
burcen or cem on a communlf'v -hese measures ore eirect

J

tax-supported debt per capito and as a percentage of
market value of taxable property, and overall tax-sup­
ported debt per capita and as a percentage of market
value. Direct debt ratios look solely at the entity's debt,
while overall ratios include the debt of overlapping or
underlYing units, as these ratios best reflect the overall
burden borne by a community,

Overall debt per capita is an initial indicator of debt
burden. It does not account For variations in the residential
and commercial/industrial composition and mix of the tax
base and, by extension, who pays the debt, nor does It
measure ability to pay, i.e. the wealth of the tax base. More
indicative of local debt burden is overall debt as a percent­
age of market value of the property tax base. While there
are diFFerences in the mix of funding sources for municipal
governments, in aggregate, property taxes continue to be
the major source of local government own-source revenue.
Also, while it is noted that there are differences in rhe
frequency with which the property values are updated.
debt as a percentage of market value remains a key
indicator of comparability.

The average range of total debt as 0 percentage or
market value is .2°~-5°o. Below 20[, is low. Ab9ye_6.::.J-he
ratio trends toward high, with 10°" g 16I€1 above which
afFordability questions are raised. At both extremes, dis­
tinctions are made depending on where the community IS
in its lire cycle. For example, a growing community iT'ay
have a high debt burden because it is expanding infra­
structure to meet existing and reasonably anticipated needs
resulting From population gains and economiC develop­
ment. In this instance, especial attention wiil be paid to the
rate of growth, the degree ~o which infrastructure develop­
ment is matched to actual and reasonably expected de­
mands, and the degree to which the capital plan can be
scaled back if development slows or Fails to materialize. in
contrast, a mature community may have a nigh debt
burden because of a shrinking tax base. Here, particuiar
consideration is given to histOrical and projected tax base
valuation trends, the reporTed condition of the Infrasrruc·
ture, and the need to replace and rehabilitate It. ror a
community with a stagnant or declining tax case. addi­
tional spending needs can be Significantly burdensome
Again In contrast. a mature community may nave a lower
debt burden because limited tax dollars are not directed '0

rehabdiratlon or replacement of aging Inrrastructure Ac­
cordingly the reasons ~or low debr Durden will oe -e­

viewed, including such facTors as dererred maintenance
and pay-as-you-go capital funding.

Capital Plans Analysis: Debt factors are conslcered
Within the conTexr of the entity's Intrastrueture neeas:ma
capital plans 8eot levels may be currenTly lOw however
fUTure ::aoltal orolec~s mav SigniFicanTly Increase debr -0·

tlOS in turn. decr levelS may be low aue to 5taTuTory aear
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tails reviewing historical performance for the matching d
recurring expenditures with recurring revenues, the gener­
ating of operating surpluses, and the mmimol use of nonre­
curring resources [one-shots) to fund recurring expenditures.

Particular attention is focused on both the actual expen­
diture growth rates and the community's ability to manage
such growth. The latter entails the nature of the expenditure
increases. For example, mandated functions (e.g. indigent
health care and welfare services) are largely beyond the
control of the local government. In contrast, fixed costs
(such as debt service and pension funding) and discretion­
ary service enhancements (e.g. parks, recreation, or capi­
tal outlay) are within the entity's control. Grov.rth in labor
costs, both salaries and benefits, are analyzed withm the
context of growth rates locked in as a result d multiyear
settlements. Major spending items are reviewed, including
transfers out to subsidize enterprises such as wastewater
and solid waste facilities or public hospitals.

Revenue sources are reviewed for volatility and diversity
Property tax revenues tend to be the most predictable
revenue source. However, diversity of revenues can reduce
burden on the property tax base, and, while more volatile,
the less predictable sales and excise taxes and payroll taxes
often are able '0 access broader and deeper economic
wealth. For instance, through a payroll tax, on older.
poorer center city can tap into the tax base residing outSide
the City bur working withm its borders, Also noted IS the
degree to which operations depend on transfers in from
uncertain sources, such as government grants or commu­
nity enterprises that are vulnerable to potential market
forces (e.g. municipal electric utilities).

Where key revenues are potentially volatile, conserva­
tive revenue forecasting and budgeting is particularly
critical, as is the monitoring of these revenues and the
taking of timely corrective actions when problems emerge.
Management's financial capabilities are determined, With
particular emphaSIS on accuracy of revenue forecasting,
ongoing budget monitoring, and ability to take midyear
corrective measures as revenues or expenditures perform
differently than budget projections. The ability to make
successful midyear adjustments is a specd concern ror
recession-sensitive operations with economically sensitive
revenues or large SOCIal service functions, such as those or
many counties.

Limitations on tax and revenue rOlsmg are exammed.
Where the tax is limited, consideration is given to how
much margin remainS, as well as to how the entity has
historically operated Within the limit. A/ternate revenue
resources, if any. are reViewed. as is the enlity's willingness
to consider other revenue enhancements In recent years.
numerous oroperty tax !imlts have been mstituted througn
stare statute or referendum. In the Instance of prooerty tax
levy mcrease limits. allowance IS often given for iimlted

limits or onerous voter approval requirements, piecemeal
infrastructure funding, or severe underfunding that could
ultimately mhibit economic development.

Accordingly, the entity's C1P is analyzed. The existence
of a formal multiyear C1P is viewed favorably. Generally,
the condition of the infrastructure and whether or not the
ClP in some way addresses known or anticipated needs
[e.g. school building construction or court-ordered deten­
tion facilities) is considered in the context of porentlal
impact on the debt ratios. Also considered is the degree to
whICh the CIP addresses regulatory compliance needs,
such as water and wastewater treatment facilities, whether
or not these are to be funded with tax-supported debt. The
reliability of funding sources in the ClP is considered,
including overreliance on uncertam items, such as devel­
oper fees. Demonstrated ability to use GO bonds, the
strongest type of secunty. is viewed favorably. Overreliance
"m leases or special tax obligations is closely scrutinized,
..IS debt service on these usurps tax resources supporting
fhe GO security. In the case of lease debt. particular
attention is paid to those jurisdictions in which the use of
'his vehicle is :-tiith'er novel or in response to actual or
anticipated voter defeat of proposed GO debt. A history
of significant poy-qs-you-go capital funding is viewed
POSitively; it reduces debt levels and constitutes a pomt of
budgetary flexibility. Also, in growing communities, the
pace and manner in which growth-related infrastructure IS
funded is analyzed While underfunding infrastructure can
inhibit development as mentioned, debt-funding mfrastruc­
ture too far in advance of tax base growth causes otherwise
higher debt ratios and intensifies financial and competitive
risks if development slows. Accordingly, the ClP is analyzed
for its flexibility and ability to be scaled down in the event
projected growth slows or fails to occur.

In recent years, more municipalities have implemented
debt offordabi:ity policy guidelines establishing debt issu­
'nce limitations within eXisting lega/limits. Such guidelines

,houid be incorporated. or at least considered, in develop­
109 a CIP Principal indicators that have been used to limit
debt issuance include debt service as a percentage or
operating revenues or expenditures and direct debt as a
percentage of the property tax base or personal income
base Where such guidelines are adhered to over time. and
broadly used in the budget. planning, and general deCI­
sion-making processes. they are viewed favorably as a
:Jlcnning tool. '.

Finances
Financial performance reflects, in some manner. the entity's
debt. economiC trenas. and management quaiity AnalySIS
of 'mances focuses on consistency of ooeratmg results over
'Ime, as well as fund balance levels reiatlve to expenditures
or "eVenues. Evaluating :he consistency or ope~atlons en-
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inflation growth and new construction, and debt service
mayor may not be excluded. Consideration is given to the
entity's overall financial flexibility in determining the rating
impact of such measures. The economic capacity to raise
taxes is analyzed. Even where legal tax-raising capacity
exists, the current anti-tax environment has generally made
tax raising politically difficult. Significant attention is given
to competitive tax levels and the government's general
taxpayer/constituent climate. In a practical sense, espe­
cially since taxpayer resistance to tax increases is a strong
and growing trend, even unlimited rate obligations have
some natural tax rate ceiling. Consideration is also given
to the nature of expenditure limits, particularly where debt
service is included in the bose. Also analyzed is the entity s
ability to meet Its ongoing needs within the limit's constraints.

Balance sheet analysis focuses on liquidity and fund
balance levels as weil as their trends. Current position (cash
and investments less current liabilities and encumbrances)
is reviewed, and the quality and trend of accounts receiv­
able and interfund payables is analyzed. Because fund
balance designations are discretionary and will vary
among entitles, unreserved fund balance is utilized for
norional comparative purposes. Generaily, as a cushion
against pOTential revenue and expenditure volatility, an
unreserved fund balance equal to 5% of expenditures and
transfers or current revenues and transrers is reaarded as
a sound level. However, this level may vary, as, for exam­
ple, with regard to the timing or the locality's tax collection
caiendar An entity with a July 1 fiscal year whose rirst tax
revenues arr;ve Dec. 1 may have a substantially higher
fund balance if the government chooses to self-fund its
liqUidity needs rather than issue short-term tax anticipation
notes. An entity's current position is analyzed in conjunc­
tion with knowledge of its cash flow, including when taxes
are received. how disbursements are timed, and how liquid
are the receivables. The trend in cash, investments, and
receivables (particularly payables due to and receivables
due from other funds and related entities) is examined to
determine if the general fund is being either drained or
artificially supported by other funds.

Management
Sound financial status is the result of several factors,
including an effective management structure and team.
Actrons such as budget monitOring, accurate forecasting,
and timely revenue and spending adjustments rerlect a
management that is aware and generally in control. Sound
debt management and utilization of multiyear CIPs is
viewed favorably, as is the use of debt affordability plan­
ning (see C:Joltal Plans Anaiysis, page 3).

Increasingly. governments are Instrtutlng multiyear reve­
nue and exoenditure prOjections that can provide a userul
planning tOOl and OVOid unnecessary surprtses. Where
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such projections are used as on integral pert of the budget
development process, they are viewed favorably by Fitch.
Attaining the Government Finance Officers Association
(GFOA) Certificate of Achievement for Financial Reporting
is viewed positively, as is attaining the GFOA Distinguished
Budget Presentation Award. GAAP-basis audits (unless in
a state where another accounting basis is mandated) are
preferred, although financial reporting on another basis
will be accepted. Failure to produce financial reports within
six months of the fiscal year end may have negative rating
implications.

Other management considerations include investment
policy, contingent liabilities, pension funding, and property
reassessment practices. The entity's investment practices
and portfolio are reviewed for the appropriateness of both
relative to legally allowable investments, including partici­
pation in investment pools, the entity's resource capabili­
ties, and cash flow needs. For example, a portfolio with
some collateralized mortgage obligation exposure might
be considered acceptable for a community with large
investable balances (not all needed for current-year opera­
tions) and with full-time, trained personnel actively man­
aging the investment portfolio. A similar portfolio might be
inapprapriate for a community with balances needed to
fund current operations or wnere money management was
not contracted out but rether was performed by nonspe­
cialized personnel (see FiTch Research on "Market RiSK
Guidelines for Municipal Issuers").

The degree to which on entity's pension program is
funded and the trend in such funding is reviewed. Absent
overfunding, annual pension contribUTIons paid into The
fund should be at least equal to or greater than benefiTS
paid out such that the plan funding level is maintained or
improved. Underfunding, absent a reasonable and consIs­
tently followed plan to improve the funding level, cOu d
have negative rating implications. An inadequately funaed
plan (as well as a pay-as-you-go plan) can be expeCTed to
result in substantial budgetary pressures in the long ;erm.

Reassessment poliCies and practices are conSidered, ;n­
c1uding at what governmental level the assessments are
made and whether the assessing entity maintOins current
values through periodic reassessments/revaluations. Long
periods between residential revaluations can be disruptive
to taxpayers and governments, causing dramatic shifts :n
tax obligations among residential and other classes of
taxpayers. Also, current assessments result In more accurate
quantification of market value used in rendering debt ratios.

Managemenr considerations may also include labor and
taxpayer environments. A positive labor environment (i e.
one that is free of strife) can facditate and sometimes
broaden potential solutions to finanCial challenges. A dif­
ficult !abor environment can limit budgetary options Cr­
cumstances Influencing arbitrated laoor settlemenrs are

FITCH INVESTORS SERVICE i.?
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considered. In this regard, review is made of recent em­
ployee compensation awards (both salary and benefits) and
whether they were voluntary or imposed through arbitra'
tion. A negative taxpayer environment could include legis­
lative measures to limit financial flexibility by restricting the
government's legal ability to raise revenues.

Economy
Economic analysis considers the capacity of the commu­
nity's economic base to support repayment of the debt, as
well as the entity's other fiscal responsibilities. The process
begms with a review of why the community exists and what
makes it function. For instance, is it a self-contained mu­
nicipality or a residential bedroom community whose em­
ployment base is in a center city? In all cases, what drives
the economy is determined by reviewing the employment
and taxpayer bases. Composition of the entity's employ­
-,ent base is analyzed, including specific employers and

nployment mix by major industry group. There is no
substitute for diversity. Undue concentration by either em­
ployer or industry sector may be cause for concern. Over­
dependence on one taxpayer or one Industry poses
obvious risks. For example, the oil and gas sector tends to
be more cyclical than other industries, ana concentration
substantially above the U.S. average can be a credit
concern. The concentration concern may be partially offset
by diversiry within the sector. Also, manufacturing jobs tend
to be higher paying than less cyclical sectors such as
services and trade and generally create broader economic
b~nerlts to a community Regarding major taxpayers/em­
ployers, the nature of their industries and outlooks is
evaluated, as is the imporrance of the local facility to rhe
company's total operations. Property taxpayer concentra­
tion of more than SOb for anyone taxpayer or 3Q~b for the

~;.~op· 1Qtaxpayers may require closer scrutiny
Measurements of ability to pay are important credit

r 'ctors. Per capita income, both absolute and relalive to
_iea, state, and national averaaes, is ascertained Per
capita market value at the propenY tax Dose is de~ermined.
Both factors are conSidered, as per capita income reflects
residents' ability to pay while per caeita market value also
accounts for commercial/industnal presence [wealth) in
the tax base. For a predominantly reSidenTial community's
tax base to constitute the basis of an above'average GO
roling, per capita Income levels should be high Alterna­
tively, a strong and diverse commerClcl/industnai comeo­
nent In the tax base, I.e. in excess of 4QOb, can bolster' an
otherwise average residential income base. supporting an

above-average GO rating Additionally, tax collection
history is evaluated for both its reflection of the health of
the economic base and budgetary implications. A precipi­
tous decline In the current tax collection rate can reflect
either a problem with a major taxpayer or the economy in
general. Also, a chronically weak current tax collection
rate, i.e. in the low 9QOb range, could indicate ongoing
economic weaknesses, although it might also relate to the
timing of how close tax payments become delinquent in
relation to when the fiscal year ends. A consistently high
total tax collection rate addresses this timing concern.
Alternatively, a persistently low rate may indicate inatten·
tive management or poor collection practices.

Also analyzed are historical economic trends, as well as
the outlook for future growth, stability, or decline. Data
elements reviewed include population, tax base valuation,
building permits, employment, retail sales, and income.
Whether infrastructure has kept current with growth IS
examined, as well as the entity's ability to handle continued
development or to meet infrastructure needs if development
slows or stops. Economic development is watched closely
in terms of attracting and retaining business without strain­
ing comrrunity resources (such as through excessive tax
breaks or jebt issuance) for nonsustainable projects. The
reasc'lS that a particular community attracts or loses popu'
latior or employers are considered, including the tax
burden and the quality and type of amenities and services
offered, such as recreational. cultural. and educational
facilities. Understanding a community's strengths and
weaknesses as it relates to these factors compared with
those of other communities within a metropolitan area is
important to the credit analysis.

Economic and growth trends are never constant and the
degree of cyclicality is important, as wide SWings in eco'
nomic performance may stress an entity's overall finantlal
posture Generally, economies that are not overly concen­
trared In anyone sector tend to be less volatile and pose
less long-~erm risk. However, even Within diversified econo'
mles, some of the volatile effects of cyclical economies can
occur. In recent years, in regions with diversity, such as
Calirorn,a and the Northeast, excessive growth spurts ­
often characterized by overheated construction and real
estate sectors - have culminated in dramatic economic
declines, resulting from underlying changes In the eco­
nomic base Therefore, increasing analytic attenTion IS paid
to the underlvlng baSIS of growth and whether ItS uncier­
pinnings apeear to be fundamental and sustainable

•

:.:::.::::vrl~,,,r 00.; ~v ':'fCl' nVe\tor\ 5en"ce l..::J • en#;' ';;'c'e St~eo?' ':1==:1 ...... v 'IV ,coo.". 30C -5 :jTC_ ::1 :"8 ~:r:.': =:::l1 :'::' .::;C ~..l.':: • ~P()rocuC1'lol'" ... wnore ':If l"':)Orr orC""~I'~ ".Keeo' 0'"

.e'l"""''i'i'C'" - len 'onnqs ore:::csed on ,nlOnnouon OCrcnn~ "'om h ...et''i ,;"'er COllCO'" ...no~' rer'l -ne"lf e.oens ~no .:rtlf"l" ..:x,r:e-s - '::;.. ~'__e'i '0 ne ·~,cooe =Te" JOe'!, no· Oud" :If "'!rr'" one '",''' .:J( ::lC~ ....r'J,C",
.:It .....C'I n'O''''''O"Ton ,Q:1nqs 'TIOV ~ ::"'onceo )usoen~ :::r ....mCfCJW"l ':5 ..J r~u.' or cnonoe!> n ::>r ''''e .c'lC\'C lOD,Ur\( ':1 i""Crn"C"'.Ort ~r '":)' ::'nt!l'" reCI-.vn'i ~ahnqs ~re "'or 0 recOlT'metlOQ"IOf'I 'C D\Jy ..,ell Jt "'0'0

::1"'''' ..ec.' 1'1, ;CronO\ 00 nor coml'T'!l:'l""t Vt'1 l""Ie ::;:ceotrOC\o' C' ""O,...et cr,coe - .. ~'TCClUrvor en... loK\Jr.rv 'Of 'J 00.Jr'IC".J1or "~rcr :;r "'e ~ e ... emo' roO,,",f,,!:r OXOO"'''''~'DlJ'tIT"e'1T'; rnoae ,n r~oeo"O '1r"l'Y :.ecur rv : .(..

"ec£'t"'@'i ''''e\''-')om \.uers "W'et".. -:,",oronIO'-'; ,J'TIer ,x)1IC]0l"" ~na 4"Oeot"''' ,~ .. -or ':::1'11"\0 ..ecvr ·'e.. _,",e"~ ?e",=",c'l'l ,::;:r-.- "1"-:- ..... ; ':':("0 5:-::': .•~.J ~ .~Uf" n, ~Oln ;:o~ : ~n ....1It '':te C, or a "'UfTl::'lt",.:r

"~vt:!~ n<Jt!'C:::v ~ oc",cv,or "~",_ef' :' .....l"reo::' ,:uorcnreea CV :J :.cr-c::· .,..urer or C..Ioron'O/' "::r :: • /"lc.e =""'1..101 ""'e : c"~ ..~ ~'tCk'C"ec .~ "cr~ -r,fTI ~ • -: '~<:'(J '0 5; :':0 ~OO -"'e .:J.....gnmerr ;,uOhco' on
;r .. !>'>elT"nrrroro or '1 'c'''nl) C'o' • ':... ~I"'a,' "'=, :Ot"I,,"IlUte 0 -:::"''>ef11 =.. ~ "~ .. :J ... 1e ,"'>"0J"l"e 0 .. on e.",oer n ~:::nnE'C'"'cn _ .... : v 'ec ~"':::"~n ~'orernenl' lee' .r"'er me '''''CIero' '>ec.J"·Ie'i ow..

•

=iTC.'-i '(WESTeRS SE~VfC= _? 6



-'.. ~

~. . ~ .
.

... '.-'

",.'n -··~·:.\~t
. • .... ' ..... , -:~~~, ~''''';'''~''~"!,,., .. ~:£"":';' .', .::!,..~<;':',,~~ .:~ .. -.,

'•. -:c' r:. ',_ _ ',' i;~;,::;~'rfSpe~~al~~Repcir~ ';{t~ ';...?~~~?~~..~.~i.'~~: ::l~J:; :.;,;:.,. :.... '.

";;:Revenue B()nd'RaW~'g':G~Yd~liif~s':

Analysts
Josephine Zeppieri, (FA
(212) 908-0575

Patricia M. Healy
(21 2) 908-0678

.-

>.

-~ .

Overview
Public water and wastewater utilities have a relatively
low-risk credit profile, and many exhibit at least
average credit quality. They have retained monopoly
control over their markets and do not face the same
competitive pricing pressures experienced by public
and private providers of electric and gas service. The
utilities provide an essential service, are self-regulated
with respect to rates, and often have access to low­
cost capitol provided by state revolving funds.

Portly offsetting on otherwise positive credit profile
for this utility sector is a rising cost structure, largely
dictated by nondiscretionary system improvements
needed to comply with the Clean Water Act (CWAJ
and the Safe Drinking Water Act (SDWA) and their
respective amendments. However, Sizable capital in­
vestments mode to comply with regulations have not
hod a marked impact on credit quality for utilities
able to raise rates.

Some utilities have managed rate shock by phasing
in pro;ects so as to link rate increases to affordability.
Moreover, while expenditures for capitol programs
designed to provide clean and safe water may strain
the financial and political resources ofpublic water/
wastewater service praviders, they are in the public
interest and are likely to win public support in the
long run.

This report reviews the qualitative and quantitative.
rating factors and criteria Fitch considers in evaluat·
ing water and wastewater revenue bond credit qual­
ity. The factors include management, service area
demographics, rate structure, finanCial performance,
and legal provisions. The many criteria evaluated for
each factor often have overlappmg implications. For
example. high rates can be driven by capItal pro­
grams that strain finanCIal performance. mitigated in
port by strong legal prOVISIons Although results are
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expressed in a single measure, the rating, every effort is
made to take a balanced approach to the rating process.

Wholesale vs. Retail Systems
While the same rating factors and criteria apply in assess­
ing credit quality for all types of systems, there are some
major differences among the systems.

A wholesale system provides a specific utility service to
a number of smaller municipalities and generally does not
provide distribution of water to and retrieval of wastewater
from the individual customer. The terms of a wholesaler's
contracts with and the credit quality of each participating
municipality are important. In a wholesale system, treat­
ment facilities are often more sophisticated than those of
smaller, individual systems; the major construction and
operating risks are borne by the wholesale utility. Pur­
chased water costs may be passed through directly to the
'1articipants, eliminating the need for complex rate-setting
. rocedures and, accordingly, aiiowing for greafur pfedICf-­
ability of financial results.

A pure retail system depends more on one or a limited
number of ..,dividual communities and has conveyance as
well as trec'1'1ent responsibility, with the added operating
and maintenance (O&M) expense of distribution facilities.
As local entities, retail systems may be more politically
sensitlvp. to the rate-setting process.

A wholesale/ rerad system complements a municipality's
own facilihes and mayor may not have conveyance
responsibility.

Regulations
Some utilities have invested millions, and sometimes bil­
lions, of dollars to upgrade plants to comply with the CWA
a!1d SDWA. A brief descnptian of provisions of the acts

~:.: that drive costly compliance program requirements and
ways they are enforced fallows.

The Federal Water Pollution Control Act as amended by
'rne (WA (1977) and SDWA [1987) requires full secon­
dary treatment of wastewater discharged by wastewater
treatment plants. The CWA limits discharge of pollutants
by wastewater treatment or industrial pretreatment plants
into the nation's waters through the National Pollutant
Elimmation Discharge System (NPDESj permitting process.
Discharges related to combined or samtary sewer over­
flows are also regulated through the permit system. Fines
or penalties are assessed For noncompiiance With pollurant
limits

Under the SDWA. the U.S. Environmental Protection
Agency (EPA) promulgated nationwide drinking water
~egulancns that specIfy the !evel of harmful contaminants
ailowed In dnnklng water. The 1986 amendments to the
ocr reqUIred the EPA. to Issue a rule requIring pubiic systems

Service Area
:l Largest employers.
:J Assessed value and building permit histary.

Revenue/Rates
:J Customers, revenues, and sales by class.
:J Largest customers, contribution to revenue, and

sales volume.
:J Rate study.

System
:J Demand and capacity.
:J Engineering report/feasibility study.

Financial
:J Audited financial statements.
:J Intenm financial reports.
:J Current and proposed budget.
:J Capital improvement plan.
:J Debt service coverage ratios.

supplied by unfiltered water to meet a series of water
quality, operational, and watershed control critena. Utili­
ties that do not meet these criteria have to uoorade theIr
water treatment plants to prOVide for wate; filtranon.
Among other provisions, the 1996 amendments to the
SDWA direct the EPA to issue regulations reqUiring disin­
fection as necessary far groundwater-based drinking
water systems by 2002.

The EPA delegates primary enforcement of the (WA and
the SDWA to state agenCies If state regulations are or least
as stringent as federal regulations.

Management
Fitch derives information to assess a management's effec­
tiveness from meeTings With senior management and board
members site viSIts, and a reView of long- and short-term
strategic plans A planning process focused on compliance
WIth regulanons and a phYSICal plant maintenance pro'
gram that results In good operating performance and
minimizes capItal investment are indicators of good man­
agement Others are a strong commitment to CUSTomer
service. effective use of federal and state finanCial subSI­
dies, and good commUnication with agenrs represennng
federal and staTe environmental organlzanons. Additional
eVIdence of good managemenT IS prOVided as each ratlno
factor IS analyzed. ~
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Rates

Ability to Pey
The service area's economy and demographics are ana­
lyzed as indicators of ability to pay for utility services. Fitch
reviews population, income. and property valuation data,
focusing on trends as well as national, regional, and state
comparisons. Economic strength and depth are assessed
by reviewing data on employment composition by industry
sector, employment growth, and unemployment.

Rete-Setting Process
Characteristics contributing to credit strength are: an inde­
pendent rote-setting authority; expense allocation by cus­
tomer class that reflects cost of service; implementation of
steady, moderate rate increases as needed: and legal
requirements that provide for a rate stabilization fund.

Rete Comparison
Fitch reviews rates on a combined and stand-clone basis,
comparing !h~r:n to regioncl rates and those charged by
similar-sizad utilities Rates :hat ;::romote conservation (me­
tered versus fla1'; increasing blOCK versus declining block,
and seasonal versus uniform) are viewed favorably. Higher
than average-"'rates may reflect nondiscrehonary invest­
ments associored with environmental reaulations Af­
fordability and lack of ratepayer ccceptance~areindi~ators
of credit risk associated with nigh rares.

Ballot Measures
State or local government measures placed on the ballot
during regular or special elections that would limit increases

. in user fees are a credit risk. Raring action may be deferred,
pending results of voter support for :he measure. If voters
support the measure and it becomes effective, Fitch considers
ItS financicl impact and the likely success of any legal chel­
!enges that would exempt the utility from compliance with the
measure's requirements.

Infrastructure

Water Supply
The source and <Jcequacy of the water supply determine
ihe cost of raw water and the utility s cDdity to meet current
and orolected demand. Elemems consl(:lered Indude: the
source slocatlon if imported, :+''l!''er'T1s of the water ngnts
and allocation contracts; the cost cr enrorclng water quality
protection measures; cost or conservanon measures and
~he reSUltant ,mocct on revenu~ '. :::nd consumer accep­
:ance or water ~ectamarton :::nd effluent re-use,

Grounawarer sources .:::enerodv :::re relativeiv :Jure and
usuoily ::0 nor -eqUlre iiltrcllcn ~cce necessa:y by poilu'
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tion. Aquifer levels, spring flows, recharge, and the effects
of pumping on nearby lands determine groundwater ade­
quacy. Advanced treatment of surface water sources is
increasingly required of sources located in highly devel­
oped watersheds. Supply adequacy is determined by safe
yield or days supply provided by the source during a period
of extended drought

Plant
An engineering report provided by a well respected firm
helps assess the physical plant's condition and identifies
current and future capital programs for system improve­
ments, expansion, or compliance with environmental man­
dates. Qualified engineers employed by the utility can
provide data or internal planning documents that also help
assess the utility's plant. Data and summary descriphans o~

system capabilities should include:
:l Water

Supply, measured by million gallons per day (mgdJ ­
historical and prolected demand
Treatment plant - capacity adequacy, projected de­
mond, and type of treatment provided.

:l Wastewater
Type o~ treatment - primary. secondary, or tertiary.
Infiltration and inflow (groundwater and stormwater
seepage into sewer mains).
Residuals handling (sludge treatment).
Average daily and peak daily flows (dry and wet
weather).

:J Water/Wastewater
Age and condition of pumps, mains, trunk, and distn­
bution pipes,

Financial Performance
While debt service coverage and the utility's overall debt
burden are key indicators of ~iscal health. Fitch's assessment
of ~inancial performance IS comprehensive. It rncludes a
review of a five- to 10-year operating summary ~hct

focuses on compound annual revenue growth relative '0
operating expenses, as well as revenue by customer class,
customer growth patterns, and revenue concentration.
Long- and short-term financial projections based on the
utility's capitaJ improvement plan are assessed based on
simiiar cnteria

Parameters for any srngle rallo or group of ratios are 'lot
absoiute, as ~itch recognizes each utdlfY is unique. Ditter'
ences in the configuration or each water and/or wastewa­
ter utility make ilnanclal ratio correlalions 50mewhal
complex. Guidelines differ ior an rndivldual water or
wastewater utility cnd a comorned utilitv 5ystem, os weil as
for reted and wnoiescle ;ys,ems vVhde some -::bsClute
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comparisons are valid, historical and projected trends are
more important for spotting changes in financial strength.

Debt service coverage is a measure of protection against
risk of nonpayment due to emergency (event risk), short­
term disturbances (cyclical risk), and long-term declines
(secular risk). While senior lien debt, under some circum­
stances, may be rated higher than junior lien debt, ade­
quate coverage for all obligations is important; thus,
combined debt service coverage is a key ratio. Other ratios
calculated to facilitate the financial analysis are summa­
rized in the box below.

Net Revenues Available for Debt Service: Gross
revenues plus non-operating income less operating
and maintenance expenses.

Operating and Maintenance Expenses: Operating
and maintenance expenses less depreciation, am­
ortization, and interest expenses.

Net Fixed Assets: Fixed assets less accumulated
depreciation.

Net Working Capital: Current assets less current
liabilities excluding restricted funds.

Operating Ratio: Operating and maintenance ex­
penses divided by total operating revenues.

Net Takedown: Net available divided by gross
revenue plus non-operating income.

Debt Service Coverage Ratio: Netavailabledivided
by principal and interest requirements.

.Debt Service Safety Margin: Net available less
annual principal and interest requirement divided
'by gross revenue plus non-operatmg income.

Current Ratio: Total current assets divided by total
current liabilities excluding restricted funds.

Debt Ratio: Gross long-term debt plus the current
portion of long-term debt less debt service reserve
funds divided by net fixed assets plus net working
capital.

Some UTilities structure rates such ~hat an expected
amounr of tunas will be available for transfer to support
general governmental operaTions (open loop). Such re­
aUlred contributions are "Tlaee arrer debt service paymenTS
and are orten the :ast ,Tem 'n ~he flow oF iunes. Therefore
thev ::Ire mc:uaed ,n ''''e '1eT avallooie ror aeot service
reSUlting n an apparent excess or ;unds for coverage

However, because rates are set in anlJclpation of such
support for general operations, the resulting Inflated cov'
erage must be discounted. Combined retail systems often
have hIgher coverage than wholesale systems, leaving a
margIn not only for general fund transfers but also for the
unexpected expenses of a more complex system.

Copitollmprovement Pion
The capital improvement plan (CIP] identifies the expected
cost and schedule for the construction and funding of major
projects. The plan drives rate strategy and financial as'
sumptions, providing the foundation for projections of
future debt service capability. The C1P's cost and its impact
on the uttlity's overall financIal condition and rate structure
must be ascertained, Including the proposed method of
financing, additional debt service, and increased O&M
expense.

The discretionary or nondiscretionary nature of CIP
projects affects financial flexibility, since a utility can post­
pone or defer elective projects. While projects mandated
by federal, state, and/or regional authOrities are relatively
rigid, with targeted milestones and penaitles set for non­
compliance, in some cases regulators agree to adlust
schedules and financial penalties to meet extenuating cir­
cumstances.

A well conceived long-term comprehensIve capltci strat­
egy should focus on funding projects thct maintain the
integrity of the eXIsting infrastructure, prevent constraints
by providing for needed extensIons and additions to ca­
pacity, and comply with regulatory mandctes WIthout
straining a utility's fmanclal integrity.

Legal Provisions

Revenue Pledge
Whether the pledge IS one of grcss or net revenues, Fitch
evaluates the system based on a net revenue analysis. ThiS
reflects the need for the utility to be operational to provide
service and generate cdequate revenues :0 cover debt
servIce. Pledged revenues may include water sales, waste­
water servIce charges. special assessments. system devel­
opment charges (or connectIon fees), inrerest income and
any additional revenues, income, receipts. or other re­
sources aUThorized In the resolution. Inclueing stab,iizatlon
fund depOSits and Withdrawals.

Fitch eVCluates the financol impact of variable one/or
temoorary revenue sources, such as system development
cnarges and Withdrawals rrom rate stabriizaTion runes .n
ItS rating analYSIS, Since connection fees fluctuere WIth new
customer growth In the service area. :helr contribution to
pleciged revenues can ~e uneven Accordingiy, Fltcr, ~e'

Views -he oearee to wnlch -he use of such rees IS mctcnea
either to cap;Tal constrUCTion or to earnings ~Iow
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Deposits into rate stabilization funds depend on earnin:;s
in excess of current requirements and commonly are accu­
mulated in anticipahon of the start of a large capital
program. Withdrawals from the stabilization fund are
made 05 deemed necessary by a utility's management to
minimize rate shock 05 the capitol program is imple­
mented. The rate stabilization fund will be depleted 05 the
capital program nears completion, at which time rate
revenues should be sufficient to provide the covenanted
debt service coverage. A stabilization fund oIso may exist
to smooth revenues during periods of unusual weather.

Rete Covenant
Rates and charges should be set so thor net revenues equal
at least 11 Yo of annual debt service requirements on senior
lien obligations and amounts required to be deposited in any
reserve or contingency fund created for senior lien obliga­
tions. Additionally, net revenues, ~ogerher with ather lawfully
available funds, shall be sufficient!o pay principal and interest
on any junior lien, subordinate lien, and inferior lien obliga­
tions, as well as to fund any transfers !o the municipality's
operating fy.ri'f.s'cs permitted by The ordinance.

.'

Reserve Funds _
The utility shouJd maintain a debt service reserve account
equol to, at minimum. the least of maximum annual debt
service, 125=0 of average annual debt service, or 10°= of
bond proceeds Ideally, the reserve will be funded at the
time of bond issuance but, decending on circumstances,
may be accumulated over a period of not more than 60
months. Reserve account requirements may be satisfied by
a surety bond or other credit facility acceptable to Fitch.

O&M and repair and replacement reserves are viewed
favorably. The suggested set-aside for O&M reserves is two

• -~ 0.
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to three months of the prior year's O&M expense. Repair
and replacement reserve amounts generally are deter­
mined by management and predicated on the system 5 age
and condition.

Additional Bonds Covenant
Fitch prefers an additional bonds covenant for net revenues
to equal at least 1.15 times (x)-l .25x pro forma maximum
annual debt service. While a historical coverage test ;s
preferred, sale reliance on such a test may require that the
utility raise rates in advance of undertaking capital pro­
jects. Accordingly, there are some circumstances in which
it may be too restnchve. It may be acceptable for utilities
with large capital programs, for example, to utilize a
proleCTed coverage test that factors in prospective rate
adjustments, such as planned increases and rate stabiliza­
tion strategies.

More liberal indentures allow for adjustment of test
period net revenues for acquisitions and construction or
facilities that are expected to be funded by bond proceecs
and to add to revenues, contractual arrangements, anci
assessments. While all addihonal bonds covenants will be
evaluated on a case-by-case bosis, special attention IS

given to the assumptions behind a forecost test. For exam­
ple, a distinctIon is mode between enacted rate Increases
with future effectIve dates versus projected rate adjustmenrs
not yet enacted as the latter is sublect to the rate-setting
process. Fitch prefers that incl~sion of expec~ed revenue
additions be discounted somewhat to allow For Forecest
uncertainties. Alternative types of debt (including lunlor
liens and state revolving fund loans) should be included, n
the additional bonds covenant. Fitch prefers that vanade
rate and other short-term debt be limited to 15~o-20°c of
total outstanding debt.
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U\JTRODUCTION
Local gove~:::e:-::s typically have :::::my claim­

ants for hIghly !i:::::ed caplw.l f~:1c.5..-\.:'ld without
convlncll".:; evic.e:-,::e chat prOjects are neecied. public
OffiCI.:li5 w111 find l: ::.ecessary to select ~:-0Jects pri­
marily by usin; se3.:-of-the-pants met:-:cCs ::Ind re­
sponding to press~:-es from voc::ll citize::.s ciroups as
weli as opera:ir:g age:1cies,

"At this stage, there is :-:0 objective
way for a bodv WIth citv-wlde Dersoect;\,e to rank
projects relati~e to one -anothe; in ~rcier of imnor­
tance. What is needed is an evaluation frame\~ork
by which subjectivIty is limited and c::<lnneled. a
framework which i:1corporates priOrity designation
of projects. "I

The ter:n facility mal1ltenal1ce as
used in thls report Includes any action p:-oposed to

keep facilities up to working condition. including
replacement and rehabilitation.

This report examines procedures for selecting
a: 'ng facdity maintenance projects across ser­
Vi,- ~-to determine which project proposals would
best Serve the comr::unity as a whole.

Local official~"alsoneed to consider whether ad­
equate recurring':~aintenance,such as preventive
maintenance. is being:provided so that the'v can min­
imize future demi:J.f.cfTor rehabilitation a~d replace­
ment of facIlities,' Therefore. although this report
focuses on setting prIOrIties among co.pital improve­
ment proposals. it is also concerned with the question
of how to balance ca;:mal improvements funded from
the capItal budget and facility maintenance ex­
penses funded from tr:.e operating budget.

This survey focused on
cities of 125.000 population or more to max­
imize the likelihood that the sample \vould
include cities with a systematic, for:nal. cen­
tral priority-setting process.

-. -=CHNICAL ISSUES
Ideally these conditions would prevail in local gov­
ernments:

• All capital project proposals, regardless of the
t:.-pe of proJec:. would be rated on the same
comprehenSIve set of evaluatlon cnteria.

• Comolete. va::i infor::1ation would be pro­
vided on eac:; ::-:terion for each;proJect.

• The infor:na::c.~ on the diverse cr:teria could
be readiiy cor::::ned to provide a clear ;::Jicture
of each proJect's ',alue and a clen:nmier of the
priority amc~g them,

'';nfor::;:::l:ely. these conci::ions do not exist in the
-eal worid.

All local ;over:-.:::ents face these key :echnlcal
Jrobier:-.s:

...,.... . "-' .• ... ::e:-e 3re ::::-.,::ent c.:~::cu~t~es ~n c::::p.:lrln:;
dIverse proJects :hat ultImately compete for
the same lim; :eci [:.:nd5.

• The scope an:: :,:.::l.!:::: of the inform:J.tion gen­
emted by opera::r.g 'or central stam agencle5
an ~nd:·:·d:.l:l: jrOle-:::: ,-:.~e !!k~!'/ ~:") be \"~rv

Basic Steps in the CJpitJI ProposJi
Technical Review Process

The .followInr; steps repre,,~nt a CO:i;;JOS1::e of :I;e ':;2..SIC
process for settJng pnorltles we four.ci I,. :~o5e ::.g:::!I1­
cies WIth formal capital prop05:J.l :-eVlew ;:::-OC::55=S:

1. A cel1tr:J.I office issues forms and ins::-'.lc::o::s :0
guide oper:J.tlng- :.J~enCles on their caplt:J.! D~::;et

submissions. At about this same tlr::e. ~e::er.::li

budget gUldeE:1es based on the city's ii;.a::c::J.1
conditIOn are s~nt out.

The central office may provide rough budget target
figures for each program area to the operatIng
agencIes.

2. For each c:::pital project proposed. the operating
agency provides inform,ltlon in writing on spec­
ified critena.

3. A central office examines each proposal to deter­
mine if the required information has been pro­
vided and if the quality of information see:-ns to
be adequate.

evaluation criteria the "quality of the data
submitted."

4. A central review group (or groups) assesses each
proposal on a set of standard rating and rankmg
procedures using the information on individual
cntena to help generate an overall rating or
ranktr.g for each proposed project.

5. Public officials responsible for the final buc.get
deCIsions subsequently use the ratings and :-::mk­
ings, along with other information. to select pro­
posals for inclusion in the capital budget.

Most loc::ll governments deviate from this IJro­
cess in many ways. :\lost written jus::fications' we
found to be highly gener:J.l,

information to justify projects is ;Jronded in­

formally, not have formal evalu­
ation crIteria or centr:J.l r:J.tmg or ranKn;g proce­
dures.

Evaluation Criteria .Against \ Vhich
Capital Proposals Should Be Assessed

Project proposals need to be rated :mc. ::ani-:.ec. II':
some manner-even if only highly s'.lDJec:l\'ely
Preierably. each proposal would be r3.teci agal:1S: an
explicit set of e\'aluatlOn crnena. reco~lzJng, how­
ever. that some politlc:::l factors may not be lnciucied
in the set. Lac::!! offic:o.ls should then be :lDle to r:J.r'.k
and select capl t:ll projects ba"ed on thIS mfor.-:-:a t:on.

The cntQna were chosen to
la) Cover the r.1:lJor are:lS oj concern :::-.::It "ve found
In the loco.! :;o\'err:ments. 'bl mlnlr:-:;;:e Q':erlaps o.na
C:lPllc:ltIOn, o.nd I CI exciude wh:.J: ..l!:Jpe:lr ~o oe sec­
anu;:).r:; lssues,

BEST AVAILABLE COpy
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1. Fisc:l1 lr.:;::lC~S 'on CC:5ts .:md rcvenuPsl

., Health :lr:d safety etTec~s

3. Comr.:u:1l~Y economic efTec~s

4. EnvIronmental. J.esthctlc, 3.nd SOCl3i effcc~s

5. Amount o( disr:..:;:tlon :lnc mcon\'enlence c:lused by the proJect

6. Dlst:-:butiOnal etTects-who IS :ltTected :lnci how

,. Fe:lSlbLllty, inciudlng pubilc sup;:or:: and pro]ec~ re:lciness

S. Imp!ic:ltlons of defernng the p=-OJect

9. Amount of uncert:lmty and r~sk

10. Effects on interjurlsdiction:l! relationships

11. Advantages accruIng from rebttonship to other capital proposals

•

•

•

•

•

•

•

•

1. Fiscal Impacts (on Coses and ReeenuesJ

All loc~d governments. of course. reqUIre data
on what e3ch ;:>roposed C3PI:~J.! tJroJec: IS expected to
Cost durmg the capital budget year. -

information on the operating and
mamte~ance (0&:'1) costs of the proposed proJect;

estimates of
the change in 0&':'1 costs due to the project.

The practice ofexplicitly considering both initial
and subsequent operating, maintenance, and reha­
bilitatton coStS for a facility is sometimes referred to
as hie-cycle costmg.

2. Health and Safety Effects

Data on both
the estImated number of persons likely to be affected
and the seventy of the effect should be provided.
probably by the operatmg agency or an envIron­
mental protection unit. The d.":na should indicate the
expected ch.ange m the number and severity of such
events if the proposed project is implemented.

. 3. Community Economic Effects

Operating-agencies. such as public works
departments. probably are not in a good position
to provide such information. The local agency re­
spor.slole for ecor.omic development probably should
provlae infor:r:a tlon on the economic effects of pro­
posals. whIch would also ensure Uniform analysis
ac:-oss proposals.

For eac~ capItal proposal with likely slgnlftcant
economIc effects. agencIes should generate lnfor­
rr..:mon as to effects on the followmg:

• Proper::; val ues
• The fut".1re tax base
• Added JOos~

• Income:o cItIzens
• Chan:::es :n bU:ilne:::s Income Ie.:';. impro\'in:;

the eCOnJ:r:lC ::;a::;" throu:;h che reccntlon and
at::-:lC:::C:1 of ::J U:i me:::,:; I

• S~3.bii~:~t:ci1 or revltJ.il::::i~:on of ceCl:::ln~

ne!:;:-: bor:-:oocis.

@/t!STf AVAILABLE COpy

4. Environmental. Aesthetic. and Social
Effects

ThiS crIterion is a catchall for other signllicant
quality-of-servlce equality-of·lifeJ re!::lted impacts
likely as a result of the proJect. Both benericiai and
adverse impacts should be considered.

Noise and
air and water pollution, even if they do not cause
signif:cant health problems. may have adverse en­
vironmental. aesthetic, or SOCIal effects.

Some of the information for e\'alua~ing this cri­
tenon wIll come from the operatmg agency submIt­
ting the capl tai proposal. but some I nforrr.atlon. such
as envI:-onmental and aesthetIC effects. may ha\-e to
come from other agencies or speCIal central renew
grouDs ISUC:' as a citizen community aesLhetlcs re­
view panell.

5. Amount of Disl'uption or Inconvenience
Caused hy the Project

Operating agencies should provide estimates of
the dur3tion and seventy of such disruptions .:mci
the number of persons likely to be affected.

ThiS cnter:on is probably of primary use in en­
couraging gove:-nment personnel to work out me:J.ns
to reduce the disruptIOn. such as by carefully sched­
u[me: the work or USIng baming to reduce nOl,:;e­
rather than In excludmg otherwise worthy proJec:s.

6. Distributional Effects

C,lplt.:Jl projects vary with r.espect to the nurr.oer
of CItIzens :.hey :J.ffect. and p:-ojects ineVitably 3i,"cc:
varIOus CIUzen groups ciifferently Few of the loc:.d
governments we examined specJiic:J.lly 3:5keci how
m;].ny persons are likely to be affected or In wr.a:
way.

Sume prlonry-:5ec::ng procedures l:1ch.:ci.: c:-::...:r­
I;]. re!.ltl'd to nel:.Jln(T iow- ana mooer:lte-mcome 3,e;].s.. ~ -

l~e

ra:::;::;s on e3cn cr:ter:on for every proposec. ?rQ]ec:
were subsecp..:e:;::y muitl;::iied by :hese geo§;i3.;:::uc:J.1
we:;ht3 for an over:!1l sccr".

'S;::ecai );~ecis-theextent ,0 wnlc~ :he
pr')J~c, :lClcrc"ses :~e spec::!1 neec.5 of :::e e~':e:-:::.

h:l:1ui.c.J.ppec.. U~ IO\\"-lnCOrne cltlzens.

:.•BEST AVAILABLE COpy



PrOject neadincss

P:-:))CC:S '"'lhoilld be ~S~t"l~~ed 1.':1~h rC'~~ec! :0 !3C"

tors such .1;; the:ie:

• Tho:! dL'~!'ee of pu::'li.:: ,;u;:;;ort for ~ln2 :l!;:llnst
t:' e ? 1'0) L'ct

• Tht:! e:-'~I.":1t of :lny :ipt'c:.:ti interest g;OL1;J op­
pos: ~ lUll

• S:::ec::l! :moleme:1t.1tion orooiems th:n would
n~ed to oe ~vercome t sud~ 3.S obt.1Jning federal
or st.:J.te aODl'o\'all

• The ?;oJec~'~ compo.tibi!ity 3.nd cOl":',pli:mce with
cor::;:rehensiw p!:lns

• \\"hetner the project is a cont::1uation project
whIch. if dropped. will suggest that the earlier
expenditures have been wasted and cause em­
bar:-:lssment

• Any legal issues likely to arise.
Another Important aspect of implementation

feasibility IS the ~gency'sability. gIven its resources,
to undertake the necessary tasks (including admin­
istermg any contracts) by the ti:ne specified.

8. Implications of Deferring the Project-on
Each Pre\'ious Criterion

The qugs~IOn "What are the Implic.1tions of de­
ferl'lng th~proJect for one year?" seems quite im­
port.:lnt. Whato'wlll be the added costs? What .1nd
who wdl sutTer and how? Is some of the planned
funcI:;g for'::-:e proJect, such as a federal grant. more
or less likely to be a\'allable the :1ext year? To some
extent. thIs cuestion overlaos WIth previous evalu­
atIOn crIter:~. but It will sharpen attentIOn on the
best t:mmg for IndiVIdual proJects.

9. Amount of Uncertainty and Risk

These uncertainties can. for
example. be in cost estimates (;Jartlcubrly in proj­
ects r~quiring new and unusual eler:1ents) or in ef­
fects on service quality, perhaps because of
uncertamties about the durability and reliability of
new matenals, new technology. J.nd new procedures

10. Effects on Interjurisdictional
Relationships

A spec:al issue is whether J. ;Jroposed project has
any slgnlficar.t ad\'erse or benei;clal effect on rela­
tio~s \~ith otr:er Jur:sdlctions or c.uasi-go\'ernmento.]
agencIes :::at serve the same area. If so. the project
is likeiy to reaUIre some spec:o.l coordino.ting actIvity
that could affect the proJect's.at:ractlveness. A com­
mon exar:::Jie IS th~ use of 0. '1"3::c::11 in one jUrIsci:c­
tlOn to dispose of \\'~ste from ether Jurisdictions,

11. Ad\'antages Accruing Pr'om Relationship
to Other Capit:.ll Proposab

If ur:CC:·t.:KIng one proJect ·.'.. !il 3.ITe::t the costs or
err",·:t,; of J.not:1~r proJt!ct, the ;ei,l:lOnsn.p snouid ~e

idenufied :ecJ.use it can aITect :~.e reiati\'e attractive­
ness of one or oeth of the proJects.

ASlce :',o:n noting the ;::-.::ortance of such co­
orcina:;on .:IS an evaluation cr::enon, '.Ire note t~at

more er::tJDJ.SIS on coorcimat::',z :r0.1ec:s in c:fferent
ag-encles'to tJer:nit timely jOt;; elTons couid be a

- • - • "I

major source or cost savmgs."

~peClllC ~er\'lce~

:'orost of the cntena Cited abo\'e such as f'inanc:o.l ;l:;O

he.11th anci "..lfet!" criterIa. ami feaslbdity-co.n :,e
measured 10 the so.me UnIts for d:fferent se,,'lce are3S.

• Ide:llly, comp:J.ro.tlve mformJ.tJOn from Cit::er
jurisdictions-benchmark d.:lta-wouid be
prOVIded to give local public o:'~lc:.:tls anot~.er

Can Valid Information Be Obtained on the
Evaluation Criteria?

Where such do.ta are not being collec:ed-prob­
ably most JurisdictIons-offic:als will need to start
with cruder and more judgmental est:~a:es for :he
various critena. Ne\'ertheless. we su:;gest (hat local
officials use cntena such as these. seek:::g spe(;:i"ic
information on each criterion even :ho\.l;h the In­
formation is highly Judgmental. At least thIS etlort
will focus attention on the issues of p:-:::Je Irr:por­
tance. Then the local government should (I'Y, if only
gradually, to Improve its information base ar.d ItS
ability to estimate the effects of proposed proJects.

Central analYSIS offices, such .15 manager;;ent
and budget. evaluation. and plannwg or::ces. could

play important parts in helping to develop the data
collection and analysis procedures, For some criteria,
such as those on economic and environme:;,tal effects.
the information probably will not come f:-om the line
agency submitting the proposal but from a speclal
unit such as the government's economic develop­
ment, planning, or environmental agencles.o

A major concern for the central pnonty-setting
process is comparability of the infor:::ation pro\'icied
for projects from different agencies. L"nfortunately,
diiTerent agencIes inevitably will pronce mforma­
tion of diffenng levels of quality. ThIS probiem per­
h.1ps is best handled by considering quality of
informatIOn as pan of the criterion on uncertamty
and risk tCrlterion 9l. For example. if the inform::nion
on .1 proposal is too uncertain and the consequences
of deferring it are not large. a jurisdiction mIght
defer the project until better infor:::at:on on It can
be made available.

Not all the criteria will be important for every
proposal. For znsto.nce, safety IS likeiy to be a Vital
criterion for some bndge and road re!;3.biiIt:J.tlOn pro­
posals but not for other brIdge or roo.d ,epalr re­
quests. In the btter case, th~ agency needs to spend
little. if any, time on that p~rticular c:-::enon.

Translating Information on Project
Proposals into Ratings and Rankin~s

Ratings and Rankings

Rani:ulE]s proVIde an order:n; of ;:ro.'ects rei..l:lve to
one another Without ass:?".ln; J.~y .:lD50iut~ v::due
lo any of the proJects.

Ratln;s, on the other ho.:1d. lr.c.::ate the absoiute
v.1lue or r:1ent of each proposal em tne crlter::J. and
th:..:s can 0.150 ::11(.! decl<;lOns 3.5 to \',':-:at :he c'..1t-orl :e':el
I for incluciir.~ proposals in the Duc::e~! showd be. T:"1e
dHlerei'Ce In r:J.t:n;s <,mon~ ;:::rop0::eci projects IncUcates
the magnitude of the differences In their v::J.1'les.
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It zs r~tner co::;,~():-:. :Jr o;Jcr:1tl~C :1;'~t"'.C:~S :0 :·..l:e. ;J.:1C

es~ec::J.lly to r:J.nK. :!ie projects they are ;::·;)~u51r.;; lor
fundmg In the err or c:Iplt:J.1 buc.:et,

R,lI1Kln:'::S :Inc r:l:mr:;s by OD<:.'I":1:::-:::: :l:;t.':-:c:~s In-
dlc:J.te their pnon:lL'~ ;Ina arc. :here!ore. :;~~!y :0 be

import:J.nt to centr:J.l revIewers :Ind pub!:c of::c:~ds

Some JunsdlctlOns :nclude the oper:J.tlng agenc:es'
ranking :IS one of theIr evalu::ltIon criter::J.,

Pubiic ofIi::::J.ls s~ouid be :J.w:J.re of :h~ b:J.5i5 for
the ratings or r:Inim~gs, however. :Ind not rr.erely
given such pnorltles wIthout expbn.:ltion. Oper:ltlng
ager.cles should maKe clear the eV3.1uatlOn crlter:a
they h.:lve used anc prOVide the baCKUp mform.:J.tlOn
on each relevant cnterion.

Thus. even if operating agencies prOVIde ratings
and r:mkings. they should make backu~ Information
on theIr evaluatlon criteria avaibble to central de­
cision makers: the decision makers should have the
option to base their choices on the backup infor­
mation rather than on the agency rating or rankIng.

Need to Better Define Rating Categories
Without clear cntena and well-defined rating

c:lte~Ortes. assessments will be highly subjective.
Su DjCCtlvlt)' can seriously affect the reliability of the
ratln~s and thus their usefulness.

We recummend th.:lt go\'ernments de\'eiop "an­
chon~d" sc:.des. in which e:J.ch score is dead\' tIed to
a specific definitIOn. for as many criterIa as possible.

How Should Information on Individual
Criteria Be :\ggregated to Make Across­
Project Compansons (Scoring Individual
ProJects) ?

Ideally, each proposal would be given an overall score
based on its perfor:-:lance on all the evaluation cri­
terIa. These scores should provide a fair comparison
among all prOjec:s regardless of the submitting agency

, or the servIce area. Overall scores. to the extent thev
"'are considered valid by public officials. can greatly

simplify the job of project selection.
We found no fully satisfactory system for scor-

, ·-ing. and it is possible that a fully satisfactory one
may not be achievable. Nevertheless. many 10c:J.l
governments have considerable interest In them be­
cause they simplify a very complex problem, and
e\'en crude attempts at overall scoring may be help­
fuL Because of the conSIderable limltatwns of su.ch
procedures. lL'e recommend thet the basIC informalwll
on the lndind.:.:.ef et:ciuatwn criterza be proL'lded to
public officlels. aiong wah. :he aggregate scores. so
they heue more comDfete mformatwn on U:hlCr.. to oase
theIr own Jud?men·ls.

Agogregrate scores simplify priOrity settIng.
However, they :-:1aSK l~po:-:ant Issues, espec:a! ly If
l::e:-e :lre pr:6ier:-:s ',\'J;:h tr." ·.-:elghts. \Velghts s~ouid

r"i:e:t tt:e ZI)';e:-:-::-ne;: (5 ';ai ues as to the re ::1:: \'e
Irr.;Jort:J.nce ~f e:lGI evaiu::':l'Jn cnteria and of e..lC~
1't-"':')nse c3.~e;'Jr:: :"or e3c:-: of the cflterl:l. The:;e

\ve:?:;,ts .snot:.~c. :,e rev:e\ved re~Ji3.rly. pro~3.:J~:; 2.:1~

ni.13.::Y or eve~y o:he~ ~;ear_

;";0 ~d 01 ·.\CH;-n:.s t:1:.1t .:lpp::e,;; 70 ::-.d ]'.1l'lSQlCt:,o~

can ~e deveioped, The ('o:i'~ct:onor C.:1:'::' :or the CrIte"a
is a:L~:call:-' a teCh:llC:J.! t.:Gk, but :!:e ~~:t'ctlOn of we:;:::.s
is ~.l,;;ed on vaiue Jud;ments. be;:;t ;'.:!;: to eacn Icc:J.1

. I - " ..Jur:::-:::ctlOn. n :act. \'.:llUe jua:::-;-e:1:.3 on tne relatl\'e
Im;:cr::mce of md:\'ldual c:-lterI~ :J.re :;~ely to d:::L.-::;e
o\'er :lme and to dIffer amon; :r.d:·.:dt:.:ds. \\ e 5u;:;e5t
th:J.t local gove:-:-:rnc:1t..5 th.:lt use we!;i:tIn~ syste::1s
ensure that the welgnts .:lnd the b'::'5:s for tr.em are
k::o\\'n by those using the result:ng r:mngs. In any
C.:lSt!, ir.divldual elected or apPOInted ::;:'f;c:::tls ~ay want
to exercise their 0\\'11 judgment .:lnd not necess.:ml:: be
bou:,.d by the a;'6-"e;:lte f.:ltlngS. The over:J.il scores are.
after all. meant to pro\'ide ofiicl.J.is WIth mfor.nanon
to help them make their chOIces. not to make the choices
for them.
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~o.' GUiDE TO SETIi~G PRIORITIES FOR C.APITAL l:-':\'EST\'IE~T

EXHIBIT .5 DA'11"0:'-1: CAPITAL PROJECT R:\TI0;G FOR.\\

;"ID1BER'S :-:A:.IE _

PRO.JECT :--:..1.:.IE :-;0. _

A. Impact on Dayton's goal of increasing
neighborhood vitali ty

B. Impact on Dayton's goal of increasing
economIc vItality

C. Impact on Dayton's goal of urban
conservation

D. Conformance with pians

E. PrIOrIty board r:nikmg

F. Departmental pTtor:ty c!assliicatlon

__ :'1:ljor impact
__ :'loderate impact
__ :"1!nor impact
__ No impact

__ :'lajor impact
__ :'loderate Impact
__ :'finor Imp3ct
__ ~o impact

__ ;"fajor impact
__ :'loderate impact
__ :'linor impact
__ No impact

__ :'laJor element
__ ;"locierate element
__ :'linor element
__ No element

__ First prIority
__ Second prlOnty
__ ThIrd pTtonty
__ Fourth prlUTtty
__ Fifth pTtOTtty

__ Critlcal
__ Valuable
__ Benetlc:.l!
__ DeSIrable
__ QuestlOn.lol e

SCORE
RAXGE

8-10
4·7
1·3

o

g·10
4-7
1-3

o

8·10
4-7
1-3

a

S-10
4·-;
1·3

o

10
S
6
4
2

9·10
7-3
5'0
1·4

o

R.~TER·S

SCOR=:
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•
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EXHIBIT .5 DA'rTO:-..l: CAPITAL PROJECT RATI\;C FOR,\\-contrnued

TECH~IC..1.L ISSL'ES ':!1

•

•

•

•

•

'.
:.,,
1
!
";
'.
:'
;i

!

r
~

';
;.,
~
1
~

I
I-

\~,
1....
"

.,.-
'1

.-
....-~ .

-:

G. This project directly supports existing
development elTorts

H. Impact on expenditures

1. Impact on energy consumption

J. This project is speclfically mduded In

an approved replacement:malntenance
schedule

K. Impact on economlCiredevelopment plan

__ In the Inner Ring
__ OutSide the Inner Ring
__ Does not support development

efforts

__ ;-'Iajor decrease
__ )'Iinor decrease
__ Remains the same
__ Increases

__ Major reductIOn
__ ~Ioderatelminorreduction
__ No impact on energy consumption
__ Increases energy consumption

__ Yes
__ No

__ ~Iajor impact
__ :-'Ioderate Impact
__ ~Ilnor Impact
__ ~o Impact

6-10
1-8

o

6-10
1-5

o
-1/-5

6-10
1-5

o
-li-5

6-10
o

8-10
4-7
1-3

o

• L. Project duplicates other avaIlable pubilc __ Yes
or private fac:lity __ ~o

o
-1,'-5

TOT.;L SCORE•
:.1. Rater's general appraisal __ 0-10

•

•

P!:OEC' =-'OTES

.'

:~
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~~, C:';IDE TO SETT1:-"C PRIORITIES FOR C-\PITAL INVEST.\\E:-" T

The ~eed To Consider the ,-\ggregJte
Impact of All Projects

The focus of the discussion thus far h.1s been on eval­
uating :ndi\'ldual proJects. Local govemments should
also consIder the aggregate impact of all projects to
be included in the caplt3.1 budget. The tot.11 cost of
any package of prOjects will. of course. need to be
calculated to determine whether it matches expected
revenues. In addition. a government would be well
advised to examine the combined effects on each of
the evaiuatlOn critena to determme whether the

o\'er::dl net effect IS satisfactory or not. For exa:::
disruptions or em'lronmen:al impacts. LOler:J.b:e
any smgle project. might not be acceptable when
the projects are considered together. In addi tion. (
tain inequities become evident only when pro.!r
are looked at collectively; for instance. pa..rts of
community may be found to be unduly disrupted
capital projects and others unduly fa vorea. ,:..
transportation officials should check to make Sl

that major work is not done on a bridge at the sa.
time as work is done on the streets that are the b,
alternative to the bridge.

EXHIBIT 6 DENVER: CAPITAL Il\oWROVEMENT PROJECT RATr."..:G FOR,\-\

BUDGET YEAR

o Pro.lect low e.lectlvene_s and e.llClcno

-.'--
Requcsttn~ A!;'ency:

4 ~r9ject Title:

I LTD! I V";EIGHT ICRITERIA SCORE TOTAL

1. ~EED(OTHERTHAN~4J I:2 Serious. immediate identified need

I1 1foderate identiiied need 7.5
0 Low or unIdentified need

2. PC'I3UC HEALTH OR SAFETY
2 Addresses a major health or safety hazard
1 Addresses a mmor health or safety haz3rd 6
0 :\11 other projects ,

3. LEGALLY REQUIRED
2 Required to meet legal regulations
1 Will meet antIcipated legal requlrcments 3.5
0 All other projects

I

II ~. CO:.IPLETES A PRO,lECT
2 ReqUired to make useable a malar public improvcment

j
1 :\'eecied to complete an already useable public Improvement I 3.5
0 All other projects

I .5. ADDRESSES ~EED I

I
., Project hlg.jty elTectlve and er1iclent I
1 Project moaerately effectIve and efficlcnt

I
5

! , • t;';

G. RE:L.HIO~SHr?-TO PLA:--;S.'POLICIES
2 Clearly advances plans and poi ICICS
I Doesn't connlct WIth plans and policlcs
I) Confric:s 'Nlth olans and poitc:es

5.5

I :\EIGHBORHOOD I:'vlP ..\CT
" Overall poslt:ve effects
I Little or no erTect
n O'~·e;3: I ~eC'J.t1v~ e!Tec~s

5



• E\HIGIT &

i DE?S:\DE:\CE 0:\ PETROLEU:-'l-BASED PRODCCTS
,

I10. II j

II 10THER THA:\ 91 II

I
2 Reduces dependence

~o Impact on dependence ') - I1 _.:J

I 0 Increases deoencience,
i I!. QliALITY OF I:"FOR.\lATION

I 2 Complete and accurate
1 Incomoiete 3

I 0 Very !It:le. poor

•

•

•

•

" GE::\E:R:~L DL'DCE:T I~IPACT

2 Rc~'.:rr.s InVes:r.1en: or r.1ore than Investment
1.5 Rec\.:ces or avoids suosequent costs
LO Ll::le or no net lmpo.c: on suosequen. costs

1< .310.GCO pcr yr.1
.5 ~loderate r.et lr:"'.pact « S50.000 per yr.)
o Hie;;:-:N lr.:::lac: ,> 350.000 per yr ,

9. ~lOTOR \'E:-IICL£ CTILlZATI00:
2 Results In economIes of City's motor vehicle use
1 ~o ImOJct
o Increa>'-'s costs of Ci:v's motor vehicle use

TOT.-\L SCORE

R.-\:\K I wIthin Department}

75

1

•

•

•

•

•

•

The Handling of Capital Proposals
Involving Different Funding Sources

We suggest that enterprise fund proposals be
subjected to a proposal review ?rocess similar to the
process that other projects are subjected to, and that
the lower-rated prOjects be reviewed along v.ith other
projects not In the fund. While projects using enter­
prise funds do not require additIOnal revenues fron!
the general fund. most of the money does come from
the same citIzens as do general funds. In a sense.
therefore, they compete for the citizens' ability to
pay. EnterprIse fund projects should therefore. com­
pete to some extent with regular projects.

In compeu:;g with 100 percent 10caH;: funded
projects. the part:o.lly locally ::..:nded proJects are
often ranked hl 6her because they entail lower in­
itIal costs by the loc3.1 jUrIsdiction. Rarel:: are fu­
ture oper3.tln6 and maIntenance cost impiicanons
considered in these deCISIons (in on!\" th:-ee of the
twenty·five c:Ues In o~r surveyl. ThIS cieiicleney
can be crItIcal :f future 0&.\1 costs (whlc:, usually
wIll come frot':1 ioeal Sourcesl are sig-m::c::mI.

We reCO!':i::'.e:iC i.hai. proJects fu~cied :'rom out­
Side sources out requlrl:1~ :l local matc:' compete
WIth o~:1er prOjects tor the iocal funds. E\'en prOjects

funded :00 percent by outsic:e sources should at [east
IJC rC'::ewed to deterrrl.!ne theIr future cOSt Impiica­
~l{jn:l.

Determination of the Tatar Size of the
CJ.pitJI Budget

Ar.t:c::::3.tec :-e\'e:-.ue ~e ... e:5, :;ot :1eed. 3.ppe:lr to be
most ~r:.ilue;:::.1l In cierer~1::I~~ the SIze of caplt.:J.1
bud;ets. A:-.::clpateci re';enues certaInly are an 1m­
porta::t cons;c:el'atlOn, :,ut they should not be tre .~

Ol" iy 'Jrle.

Shortcuts

The following shortcuts c::.n ease the burden of
gettmg the proper mformatiOn:

1. Concu.ct a prelim/liar)' sCieen.wg (suc:: 3.S is cone
in Dayton and :'lilwaukee I ::1 W::IC~ SQr:1e prOjects
may be r?Jected outright. RejectIOn may occur be­
cause the d:J.ta are Inaccurate or un:-e3.listlC. the
operati:1g department is found to be unprepared
to una.ertake the requested project. or a proposal
is uncleslf.lole.

2. Request n:duced infa.~matlOn far ieic:n'ely :,..:e.:::­
penSlt'e pro/l'ers. as :..Iorfoik does for relatively in­
expcnsl';e equ:pment pI·oposa!:::.

3. Focus the rCL·:t?W aC::~'lry on the mo,,: /mport::r.:
pmJl:cts.

4. FrJl'U.\ 01/ prn/ee:s neC1r the "';::';'[Oi(' p'Jt:1t, tr.:2~ 15,

prOj'_'c:" \\'i10:-e lnC:L.:SlOn j;; ::'e calJ;:a: bud;:=?( IS

prooicm:l: lC.

:J. rrv:us on :f:e e~'c:!uc::on cr::2.~:C :hat cre mes: ~el.

er:cn: ana S~~':l/!.c:::.n: to the ~::d.lLld.L:.C:' propO-;c:. ...3.

6. Sunl:nct'~=£! C:le.' h!ghi!;;h: .;:cy !3S11t'~ Oil :ht! se: of"
pr()pf)~ci$.

\re 5L:;ge::;~ :~;)t ~oc:~:djUr15~:':::Gr..5 CO:1s:c::r e:1cn
of the::e tec[".n:~'...:es for 51i:':;:)!~~~:;ln:; :.:~e pr:orl:'::-

BESTAVAILABLE COpy
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30/ GUIDE TO SETTl:--;G PRIORiTIES FOR CAPITAL I:-.JVEST,\\ENT

EXHIBIT 9 LIST OF DESiRABLE "TECHNICAL" CHARACTERISTICS FOR A PRIORITY-S::-I11:-..(
PROCESS

-' .. : ...

1. Be understandable. Tl:e mformatlon provided should be clear both to participants and to users of the ;::-0­
cess. For exampie. unclear evaluation criteria or esoteric scoring procedures are less likely to be helpful.

2. Be comprehensive. that is. consider all major consequences of a proJect.

3. ~1inimize double-counting of evaluative criteria. (If two criteria are highly interrelated and the selectIOn
process does not take this fact into conSlCieratlon. double-counting can result.>

4. Provide valid. accurate information. "\onen numerical information is provided it should be accurate and
meaningful. When qualitative information is used It should be clearly presented and accompanied by an
appropriate rationale :so that users will know what has been evaluated.

5. Articulate clearly the key value judgments in the procedures made by nonelected ofiiclals ie.g., if welgnts
are developed by persons other than the elected officialsl.

6. Pronde information not only on the relative ranking of projects but also on the individual merits or value
of the projects. Without the latter information. project selectors will not know whIch prOjects are worth
fundmg. (If a set of projects are not worthwhile, the fact that one is top-ranked does not make them worthy
of funding. Similariy, even low-ranked projects may be worth funding if they have a high payorT.)

7. Be insensitive to minor differences in ratings. Procedures. for example. that automatically reject a proposal
bec.:1use of small differences in ratings among raters. would be a problem.

8. Acce;Jt proposals that ::leet a critical need while rejecting proposals that fail to satisfy any critical require­
ment. Ratings should be so deSigned as to spotlight projects that are urgent or critical. ~orfolk. \"ir~r::a.

for example. Includes as a cnterion. an "overriding consideratIOn factor" to cover any major and ::J.r·
reaC:1mg consideration not otherwise covered adequately. Either posltlve or negative pomts of up to 20 ~:J.y

be assigned; thiS fac:or must be documented.

9. Consider possible intercependencies among projects. Some projects may benefit each other. thus lnc:-e:J.sl::'&
their joint value or redUCing :heir total cost; examples are street and water projects that could save r:1oney
if done jOintly. In other cases. some projects may together add problems; an example IS scheduhng a bridge:
for major rehabiiita:lCn at the same time a major sewer project IS planned under the street that IS ,::e
major alternative route to the bridge.

10. Be practical in terms of cost. time. and personnel available. Late or overly expensl ve information \\ ou:d. or
course. be a maJor problem for any prlority-settmg system.

NOTE: In c:eveiopmr: ~nls i1st. :::e studv team found DUlte useful TheOdore Wanr: and Wdh.lm BeIne 5 ProJec: Reoo:-:: :0 :~.:.' :--.~::o:~.

Bureau of Stanc:ards. "T::e Develooment of Crltena for Project PnontIZ:ltlon:' WaSntn~Dn.DC.. Febru:lry ~. :9:-5
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• ORGi\NIZATIONA\L ISSUES
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Dec:5IC::S on C:lpi ::ll pro-,ec:s :lre uSU:llly m:lde
sec:ar3.teh· ::-::J::1 the oocr:! en::: b:.;':=:-et process (al­
th~u"h thIs seer:1S to be ch.:m;':ng b: 3.dU3.lIyl. :3u~h
an o~g3.~i::l::on:ll spiinten:1; of the oper3.trng and
capit.:J.l bud;~t l::1piies th.:1t the tr3.de-oiTs between
capital and 0?e:-3.:I::;- .::md Ir..:::Jime::3.:1ce costs are not
alwavs scr:.;tl::::ed.

in gener2.!. the :::aJor p.::J.r::c:;::ams in deter.nin­
ing the capital budget are the:

• Operating departments
• Ce:::ral st:lIT units
• Gener3.1 citizenry
• Elected and appointed officials

Role of Operating Departments in the
Central Priority-Setting Process

In ::1ost local goverr:rnents. oper3.ti:1g departments
initiate the selection of capital re~uests.

\ provide most of the basic data

We suggest that local officiais ask each oper­
ating de;::a.:::t~~r..t to at least rank. or assign to a
rating catigory, each of its project proposals.

Whether ~perating departments assign priori­
ties to eac!}.ca.;:iital proposal or not, they should gen­
erate a:l:lroor;::ue data about each proposal to enable
meani~;fur"across-a<Tencv review and selection.

~ =-
Role of Central Units

commun;cy del-'elopment or
plannmg department either takes the lead in coor­
dinating the priority-setting process or provides
technical aSSistance and information

Budget orTices generally play an important role
in the selection of capital proposals.

Sometil":1es (e.g.,
Riverside, California), the finance department will
estimate funding limits for eac:':. operating depart­
ment before the departments make proposal sub­
missions for central review.

In jurisd:ct:ons with City or county managers,
sometImes the ::-:anager or assista:lt manager pro­
vides ~he only central revievv'

We make the foilow11-:g suggestions for estab­
lishtn!; effect I ve cen tral staff partic:panon in th~

pnon:y-sett::-:!; process:

1. Central :-e.... tewers shou:d Ihc:ude persons repre­
sentln; a ';arlet:: of gover::r::ent perspectives..

This prac';.i.c.e WIll provide a va­
riety of perspectives. Yleidir:g a better, more
corr::lrehensl ve u~Gerstancing- of :lrooosals. It wiil
also enco:.l:-::!~ better coord::,.~tlO~ of actIons that
result iro:-:: the seiectlon process.

And cen-
~r3.1 o~ce5 .=:'oL11ci be CO~51ste!:: in ret"..lrnlr-:~ to
~r.c or~;:~.1~l::g' cepartr::ents--for f:..:.r:her Justlfi e

c::.t:or'. or a~te:-_tlons-proposais t::3.t do not meet
these req~:rer:;e~ts.

3. Centr.:u CIIICl::- sholLd ::ot I)Vcr::';Jl:c:::; lunti::::;
const:-'::llr::S In ~ci\ance;:o as to prcc::..:cie oper~:;:-:7

acenc:es (rom lr:dlCatlr.; ail the r:l:'ecis .::tgency 0,­
fic:ais icel .::J.re lmport:mt.

Role of Citizens

.\lthOl.:!;h It C:ln be argued th.:::t our represent:ltlve
dcmocrac:; ::11 ready pro\'Jdes citizen representat:on
throuch elected olliclals land administrators ap­
pOlnte'd by them J. most localltles incorporate one or
more :lddltlOnal forms of cm::en Input IntO the cap­
it.:::l huci:::etm~ process.

Role of Elected Officials
It can range from a pro forma review

to full-scale partiCipation in priority setting.

Elected (and central administratn'eJ officials should.
however. encourage. if not require. tho.: proposal 5ub­
miSSIOns :Jrovide soecIiic mforma:ion mdicatl:1g- ~he

potel"tiaI impacts of the prOject on the cammunlt:~·a.::d
its citIZens.

Political Considerations

An Import.::tnt issue is how politlcal conSideratIons
shouid affect the prIorlty-settlng ;Jrocess.

There appear to be
four major deVIatIOns:

1. In practice. particularly in large cities and coun­
ties. r.1.any major pnonty deCISions are made by
deoartment heads who iunderstandably J do con­
sider polmc.::l1 factors. such as councIl member
preferences or mterest group pressures.

2. Elected offiCials are often hkely to want to cam­
oufiag-e the ooIltlcal nat:.lre of certaIn cnolces by
makl;g the~r WIshes known m{ormaily to tech­
nIc:ll stall. thereby makir.g c:lplt.::J.i project chOIces
appear "professlOna[" rather than "polltlc:ll."

3. From a purely practIcal 5t:lndpoim It is often In·

feaSIble for eiected or1ic:.::lis. often pan-t:r.1.c. to

eXar.1.1r:e intenslvelv m.::mv ca:Jlt:ll projects. I::ev­
itani', therefore. m;nv SI~Ifi':::lntc:lt::t:ll chOices
wlil 'c~::t:nue to be ~ad~ at the o';~ratl:-:g de­
partment level.

4. So:::e elected offiCIals :lp:Jear to :Jrer'er to le:3.\'e
manv of t::e chOices to 'the tech~:cal starT as a
rr:at{e:- of ;Jt!rson:li style or :l5 a way of avo1<::n;
exceSSl\'e ;Joliticai heat.

We s;.:;;est the foilowm; reg3rd::-:; ;JoiitIC::J.1 :lS­
peets of ::-:e ?rlorl:=;-settln~ ~roce55:

BEST ,tJVAfLABLE COpy
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some criteria that hJ.'vc politIcal ir.:;Jiic:ltlons. such
as the nu~ber and category of persons a1Tected
(e.g.. helped: by mClvidual proJects. lIt ca:1 be
arg-'..led th:lt any CrIterIa that :lddress citi:en im­
pacts. such as safety hazards, :-oad ndeabiiity. or
sewer backups. nJ.ve polttlc:ll m~plic.:1tlons.)T;:u3.
elected olTiclJ.ls should :::eek to obt:lin re3.son3.biy
sound. objective l:1iorm3.tion on tl:ese criter~a for
each capit:ll project to use J.S part of their polit~c3.1

judgments. The existence of such infor::13.tion on
c3.plt:l1 proposals should 3.1:::0 later help elected
oific:3.1s market their decisions to the public and
reduce their o\\"n vulner:lbility to speCial interest
group and media pressures. However. such i:110r­
m3.tlOn will aiso reduce elected offici3.1s· flexibil­
ity to include lor exclude) preferred projects. that
do not \do 1show up well on the technic3.1 ratings.

" Technical information on proposals should be used
not only to select capi tal proposals but :11so to help
justify capit3.1 decisions to the public-for ex­
ample. by providing hard evidence to a cost­
conscious citizenry and media that a capital €!ox-

oper:n:ng costs or J.VOlQ lar:;e iutt:ro c:lPltai e~­

pense. Such marketing ellorts cJ.n ~e~er:l~e clt~zen
support and ?erhaps even prIvate sector com­
vestment.

3. To t:-.e extent ?osslble. politicai cons:C:cr:lt:ons. as
dei:ned earlier. should be kept sep:lr:lte from the
more objective. more techmc3.1 inform:ltlon le.g..
that on costs and serVice impacts).

4. Elected ot1icials should involve comr:mnitv citi­
zen and business leaders in the c3.pltal budget
reVlew process as a way both to sUDDlement stncth­
internal proposal review and to' ~uster supno~
for the budget after choices h3.ve been mad~:

SUMMARY OF FINDINGS AND

RECOMMENDATIONS

..,..

_ No perfect set of CrIteria exists, but
lack of perfection is no excuse ior falling to de­
velop an adequate set.

To encourage the provision of sound infor­
matIOn we suggest that (a) a central review office
be ~ss;gned responsi.bility for at leas! sampling
the mlOrmatlOn prOVIded by originating agencies
to ascertam that the information is supportable.
and (b) relevant agencies affected bv a canital
proposal be asked to certify that the i~form~tion
is accurate .

2. Develop a systematic rating and ranking proce­
dure for capItal proJects-both within indl\'idual
functional are3.S and across functional areas.

. A major problem with weight­
mg procedures is that the weights' themselves are
policy deCisions. inevitably based on value judg­
ments

Our :iuggestion is to develop a relatlveiv simDle
weighting system and pro\ide officials res'Donsible
for settlnq pnorities with backuD inform~tlon on
each cnteria. ~ .

Avoid making the process of selectm!:! caDital
projects cumbersome by putting too r::;nv ~teps
in the review process or by requiring in.for~ati~n
that cannot be understood or proces5ed conve-
niently. " .

Incorporate facility maintenance cons:':'erations
into capit3.! prOjects from the very beg~::::Jng-so

th3.t future oper:lting and mainten3.nce cos~s are
explicitly conSidered and so th3.t tot3.1 ":i:e c..-cie··
costs are mimmized. .

£ copy
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Katalm Pallal DecisIon MatrIx, 10 27. 0 7

The Decision Matrix

Those who prepare capital budgets will almost invariably face with the problem
that they have to set a priority of interventions that are to a great deal different
from one another in nature. In order to solve such a problem. the decision
matrix is an excellent instrument. The objective is to create a decision matrix
that is in line with the objectives and priorities as set by the community vision
and includes all relevant information with regards to possible interventions as
evaluation criteria.

It is essentially important that the evaluation criteria of a decision matrix should
• cover the major decision areas and contain the decisive aspects of decision­

making.
• minimise the probability of overlaps between the content of valuation

criteria. because when one factor is taken into consideration twice or several
times, this factor will disproportionately be overemphasised,

• exclude any things that are of secondary importance.

Based on the above, the following evaluation criteria are recommended to
include in a decision matrix:
1. Financial impacts: It is of fundamental importance that the fmancial

evaluation of an intervention should not only based on the one-time capital
investmentlhistorical purchase price, but should either calculate with either
the so called life cycle cost of implementation or as least should take into
consideration the impacts of the capital investment on operating,
(maintenance) and renewal expenditures.

2. Impact on sectoral policv: It is worthwhile to explore to what extent the
intervention will be in halmony with sectoral policies adopted earlier and
where it stands in priority set up in relation to its own sector.

3. Economic impact: The impact of intervention on boosting economy should
be analyse, that can be measured by looking at the labour market. real estate
prices increases, income of citizens/enterprises. etc. for cities. and tax and
potential fee revenues or the increase in ability to pay fees for local
governments.

4. Environmental impact: When evaluating environment (natural and built). the
overall impact (quality of life) should be analysed, thus by using ths
parameter. a complex analyses should be carried out of impacts on health.
natural environment and impacts of aesthetics.

.'
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Katalin Palla.. Decision l\'1atrix. 10.27.Q7

5. Dependability on fulfilment of plans: Security of implementation belongs to
this criteria. including whether a thing receives support or is dependant on
factors that are not under direct control of the local government or any
other factors that represent a risk that even if there is a positive decision
about intervention. the measure of intervention cannot be implemented.
Such factor can be an inadequate preparation of a project or incomplete
information for decision-making.

6. Impacts of distribution: which can be analysed either on the level of society,
i.e. which groups of society are affected positively or adversely, or can
mean a local concentration of improved or worsened services or lack of
services. which can be important not only because it might be unfair but
also in the case when the net impact of several factors may jeopardise the
delivery of some services.

7. Impacts of delay: This factor is worth considering because various types of
interventions are different in sensibility to the timing of implementation.

8. Linkage to the rest of the interventions: It is important, since an intervention
may strengthen or weaken the positive or negative impacts of other
interventions. By using this factor, the probability of implementation of
measures of intervention belonging to a group of related interventions ban
be increased. (The use of this factor. however. will not give rise to the
necessity of subsequent validation of the results of the decision matrix. see
later. )

9. Political pricelbenefit: It is better to include this factor in the matrix. but
since the matrix itself will bring no decision since it is only a preparatory
instrument for decision-making, this factor may also be left for use only in
the phase of actual decision-making.

Since the decision matrix is not an actual decision made but a preparatory
instrument for decision-making, it is of vital importance that its components be
documented in details and in a manner that can be understood by everyone.
Therefore either the criteria of the study or the above criteria is used for
analysing possible interventions, it will always be necessary to
• clearly define the content to each criterion,
• use accurate a!ld standard rating categories. i.e. rating should be done under

an "anchored scale". by unambiguously defining the content of scores that
can be given.

• use. in addition to evaluation and rating. adequate background infOImation to
consider. so that the decision-maker can rethink whether to accept the
evaluation or to change it.

The above actions are indispensable because the decision matrix
• is merely an instrument more "objective" than other methods for evaluating

impacts of various interventions.
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• will not replace. only prepare political decision-making. therefore decision­
makers will have to be aware to what extent they want to alter the scores or
components to them.

• cannot curtail the freedom of decision-makers to make decisions. and can
only provide better organised and more to-the-point information for
decision-making.

As long as the evaluation criteria and rating scales are clearly defined, no
problem will be caused in the preparatory phase of decision-making when a
specific intervention is rated differently by two sectoral departments,
~ommittees or groups. A situation like that is natural and unavoidable in
developing city policies. since plans adopted under city policies evolve as a
compromise between conflicting real life interests and evaluations. However, it
needs a clearly defined, adequately documented and transparent system of
preparations for decision-making to allow to have two different rating of the
same project by two sectors. which is an absolutely normal situation to happen.

SilUi1arly. decision-makers might evaluate certain factors differently. When
ad~quate background information is available, these preferences can possibly
be manifested in sensible impacts. Despite that fact, no chaos will evolve as a
result of the decision matrix. because in the phase of the final decision-making
it is not matrixes or scores that will compete with one another but votes.

Finally, based on a decision matrix, the importance of each intervention will be
expressed by one score. This score, however. is by no means the decision itself
but only one step in preparations for decision-making. It is absolutely no good
to declare based on the decision matrix exclusively that each intervention that
scores over a certain number should be implemented, as the study explains. As
early as in the phase of preparation for decision-making, and also later in the
process of final decision-making it is by all means necessary to analyse the net
impact of projects with the highest score/priority both from a financial and a
teclmical perspective. A final program for environmental or capital investment
policy can be created only in such a complex. iterative phase that includes feed­
backs.
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A Possible Decision Matrix
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Criteria and their content Scores and their definitions Who should do
the ratine?

Ihe per~pectiveof the sector: 5 - highcst priority in thc scctor own sector
This criteria will evaluate how important the project is for its 4 - important e1emcnt of thc program for thc scctor

own sector. 3 - an e1cmcnt of thc program for thc scctor
2 - justificd/rccommcndcd for thc scctor
I - acccptablc for thc scctor
o- not justificd for thc sector

Environmental impact: 5 - largc improvcmcnt in cl1\'ironmcntal quality covcring thc cntirc city department of
This parameter, if meant as an overall environmental impact .. - largc improvcmcnt in cnvironmcntal quality in a small rcgion environment
(quality of life), will analyse the impacts on health and 3 - impro,·cmcnt in cnYironmcntal qualit}· that can be c)\pericncc in a

natural environment. (No analysis of impacts of aesthetics on
largc part of thc city

2 - ncgligible positi,·c impact
bUilt environment is included due to practical considerations I - no cnvironmcntal impact
contained in the detailed explanations) II - ncgativc cnvironmcntal impact

Impacts of city development. 5 - stratcgically important with an impact on thc cntirc city chief architect
This criteria evaluates the impact on the quality of services .. - a stratcgically important clcmcnt for a special arca of actions for

by the city and the relevance to city development policy. dcvelopmcnt
3 - important e1cmcnt
2 - is in Iinc with thc adoptcd city dcvelopmcnt policy
1 - neutral
0- is not in linc with thc adoptcd city dc\clopmcnt policy

Financial impact .5 - thc prqjcct "ill rcturn "ithin 3 ycars duc to a dccreasc in operating own sector
This criteria evaluates the financial impact in excess of the cxpenditurcs

one-time capital investment included in the capital budget, 4 - thc projcct will rcturn within 6 }cars duc to a dccrcasc in operating
C)\pendllurcs

t e impacts of the capital investment project on future 3 - thc projcct will rcturn within 10 ycars duc to a dccrcasc in operating
operating and maintenance costs. c)\penditurcs

2 - will dccreasc operating and rcncwal costs
I - no impact on operating and rcncwal costs
() - will incrcasc operating and rcncwal costs
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Economic impaG! .5 - strong impact of boosting covering the entire city Finance
This criteria evaluates whether the project will have an .. - strong impact of boosting covering a small region (neighbourhood. department
impact on boosting the economy in the city or in a part of it. district)

3· strong impact of boosting locally
2 - a posithe impact that can hardly be experienced
1 - no impact on economy
o- restrictive element with impacts agalllst boosting econom\

Dependability on fulfilment of plans .5 - the impacts to be achieved are quantifiable and can accuratcl~ be own sector
The security of feasibility, and the ability to quantifY and plan determined

the direct and indirect impacts that are to be achieved as .. - most of the impacts are quantifiablc and can accurately be
dcterllllncd

explained in the justification to the project in the decision- 1 - some of Ihe Impacts arc quantifiable and can accuralcl~ be
making process The extent to which plans can be realised dcterlluncd

2 - the project can reliably be implcmcnted. the hkelihood of Its e:\pecled
impacts can be delermined

I - the feasibility and impacts of the project are uncertain
o- the feaslbilitv and imoacts of the project arc doubtful

Impacts of delay: .5 - a delay will lead to a critical status own sector
(sector and city development) This is useful to consider .. - a delay will lead to a substantially worse status in the city chief architect
because interventions are not equally sensitive to the timing 3 - a delay will lead to substantially increased future costs

2 - a delay will lead to increased future costs
of implementation 1 - no impact

o -later imolcmentation will be more advanlageous

Possible support by citizens' .5 - subslantially supportcd as opinion polls show policy advisor +
.. - somewhat supportcd as opinion polls show ,,~ . ;' ~

PR group
3 - possibly supported
2 - neutral
I - there will be opponents to it cxpectedly
() - c:\pcctedlv lar~c number of oooonents
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