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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 Székesfehérvar, 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. Jézsef Hegedis (Metropolitan Research Institute (MRI)) welcomed the
participants to the seminar, then Ms. Ritu Nayyar-Stone (the Urban Institute (Ul)) and
Rdbert 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. Rdébert Kovacs gave feedback on the forecasting assignment returned by the
participants. After his presentation, the representative of Székesfehérvar 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. Jézsef Kéri from Szolnok, Mrs. Krajséczki from Szentes,
and Mrs. Krthy from Piispdkladany.” The moderator was Mr. Hegedls. 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 Piispdkladany 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:

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

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

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

Mr. Kéri presented the 1998 budget concept of Szoinok. 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. Hegediis 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. Krajséczki 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

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

Mrs. Kirthy explained that Piispdkiadany 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. Kiirthy
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.
Puspdkladany anticipates that program budgeting will help them achieve financial stability
in the sectors following a program budget format, and improve service quality.

Following the panel presentation the representative of Székesfehérvar agreed with
Mr. Hegedis’'s comment on the Szolnok budget policy, saying that the budget concept is
too general. Székestehérvar's budget concept also includes the demands for the given
fiscal year. This enables reaching a consensus, and finalizing proposais for balancing the
budget. In response, Mr. Kéri maintained his previous position, reemphasizing that it
would not be usetful 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 Capital Budgeting

This presentation was made by Mr. Hegedls. 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. Heged(s’s
presentation:

e How does a capital budget fit into the overall capital investment policy of a
municipality?
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e 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?

e 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 subsidy/transfer 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 Capital Improvements Planning and Budgeting

This presentation was made by Mr. Philip Rosenberg (consultant to Ul). 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:
e The importance of separating the capital budget and operating budget.

e Fundamental differences between capital budgeting and the traditional process
of preparing capital investments.
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e Benefits of capital budgeting:

— 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

e 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.
Hegediis, 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. Hegedils, a capital budget should
cover everything that is specified by law.

e 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).
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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. Hegedls 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
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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. Hegedis and Mr. Kovacs.

Impact Analysis

The exercise was followed by Mr. Mihdly 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.
Hegediis 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. Péter Szegvéari 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:

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

e |t 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:

e Thinking in terms of the region, and intense co-operation within the region.
e 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 ll: Exercise on Prioritizing Capital Improvement Projects

o
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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.

Feedback: Local Government Plans for the 1998 Budget Document

The moderator for this session was Mr. Hegedus, and the objective was to get the
participants feedback regarding the usefuiness 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 Plspéklad4any 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 Csongrdd 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.

Nagykdrés 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.

Oroshdza 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 technigues
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

W
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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.

Szekesfehérvar'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.

| 2~
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Table 1

List of Cities Participating in the Second Year (1887-1998) Seminars on Modernizing Financial
Management for Hungarian Local Governments

May June September November
No. Cities Population 14-15, 1997  18-19, 1997  24-25,1897  14-15, 1997
1. Budapest District VI 23,246 v v v
2. Csongrad 19,112 v v v v
3. Debrecen 210,143 v v v v
4. Eger 61,400 v v
5. Godollé 29,761 v v v
6. Hajduszoboszid 23,387 v v v v
7. Hédmezdévasarhely 49,901 v v
8. Karcag 22.637 v
9. Kazincbarcika 34,759 v v v
10. Kecskemét 105,058 v v v
11, Nagykanizsa 53,353 v v v v
12. Nagykéros 26,646 v v v
13.  Oroshédza 34,600 v v v
14. Paspékladany 17.000 v v v v
15. Szegvar 5,285 v v v v
16. Székesfehérvar 107,181 v v v v
17. Szentes 33,000 v v v v
18.  Szolnok 81,500 v v v v
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Homework Feedback on
Performance Measurement

CITY A
PROGRAM: City Management

SUB-PROGRAM: Public Sanitation

GOAL OF SUB-PROGRAM: Improving the general feeling
of the population and motivating people to be more
concerned about cleanliness by maintaining a proper level
of cleanliness of the roads, sidewalks and squarces in the city.

[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 satisfied
with the level of public sanitation/cleanliness.]

DIFFERENT ALTERNATIVES OF ACHIEVING

THE GOAL:

1. Increasing the scope of service provision.

2. Motivate citizens to do participate by providing a good
quality of service.

3. Provide adequate funds for the task to be performed.

4. Effect the management structure of the organization

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 with the objectives of employment policy of the
city by employmng local employees.

3. Complying with environmental regulations.

THE PROPOSED ALTERNATIVE: Having the function
performed by a contractor which undertakes the achievenmient
of the goal considering the above criteria.

PERFORMANCE INDICATORS: INPUT MEASURES:
1. The number of employees and the wage cost.
2. The cost of processing the waste collected m public arcas.



|

CITY A

OUTPUT MEASURES:
1. The size of road surface cleaned in square meters.
2. The proportion of regularly cleaned public arcas.

OUTCOME MEASURES: [Suggestions]
1. 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 of cleaned area.

2. Costs per one square meter of collected waste.
4. Cost per customer served.

5. Tons of solid waste collected per employee.

CITYB
PROGRAM: City Management

SUB-PROGRAM: Road Construction

STRATEGIC GOAL: Road construction is needed for high
heavy trucks over 3.2 meters, since the existing imit of the
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 vear 1999 construct x kms of road for heavy trucks over
3.2 meters.]



P
P
=

CITYB
DIFFERENT ALTERNATIVES OF ACHIEVING THE

GOAL:
1. Own resources 2. Applications
3. Entreprencurs 4. Concession investment.

[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 MEASURES
1. The length of road constructed.

OUTCOME MEASURES:
1. Increase in road capacity. 2. 100 % of target achieved.
3. % of high trucks vs. other vehicles served by the new road.

EFFICIENCY MEASURES:

1. Input-output ratio. 2. The number of miles
constructed in a satisfactory manner by road category.

2¢



Capital Budgeting

Planning and Implementing
Budgets of Investments,
Improvements and Large
Renewals

The Place of the Capital
Budget in the Program

- Strategic planning

- Financial indicators, forecasting

- Sector analysis

- Performance measures

- Capital budget: plan to invest in great-
value, longer term physical assets,
assess and finance needs



Objectives of the Two-day
Program

The importance of capital budgeting

Municipalities and local capital investments

Assessing needs

Financial benefits and costs

Alternatives of financing -- financial plan

Options -- decision making matrix

Municipalities and Capital Investments

The majority of capital investments

are not within the responsibility of a

municipalities

— Central (roads, etc.)

- Businesses (shopping malls etc.)

— Household sector (housing investments
etc.)

- Conclusion: capital budgeting should

be based on strategic plan of

municipality

(X%



Mananging Capital and Capital
Investment

» Managment strategies

» Institutional setups - economic analyses

Types of Investments

» Term of mvestment of municipal resources
— Short term (land and housing, re-selling)
— Long term (schools, roads etc.)
 Implications for operation costs
— Reduce (e.g. modemizing street lighting)

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

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

29



Financial Impacts of Capital
Investments

Capital Costs  Operation

ICenter

Municipality
. —
.Bustness

]

1

Users

Issues of Municipal
Improvements

- Financing and “distortions”: impacts
of the central subsidy svstem
— Over-investment (under-maintanance)
— Encourage building oversize capacities
- Local priorities are neglected

?;Aa



Pav-as-vou-go

®
®
- Benefits
— Costs of borrowing
- Savings
— Accountabhility
® — Costs are not born
by the next
generation
@
@
@
- Benefits
‘ — The current
generation pays
® - Distorts the
behavior of service
providers
~ Great fluctuation in
costs
@
®
@

- Disadvantages

— The current
generation payvs

— Distorts the
behavior of service
providers

— Great fluctuation in
costs

Pay vou use

- Disadvantages
- Costs of borrowing
- Savings
— Accountability

- Costs are not horn
by the next
generation

1))

]



The Capital Budgeting Process

AR I .
A8 it worth.
.implementing?

‘e cash-flow analysis:

(NPV)

‘s rate of return

Identify your own local
process of capital budgeting

+

Determine the current state
of infrastructure

1

Set priorities
(sectoral)

1

Plan capital improvements
(engincering)

Financial analysis of the

project

:Cost-benefit

.analysis
‘e financial :
. impacts
‘s commumty ¢
+ plamung
... impacts ..

‘Diffcrent ways of
financing

‘e currcnt budect

‘e revenucs from capital

nprovements (state or
Owh asscls)

‘e loans

Prioritizing projects
(decision matrix)

!

Decision making
(here they are political

!

Integratine improsement
plans into the multi-year
development program and
the capital budget

22,



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

W
W



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

Nie
g

BENEFITS OF CIPB

« FOCUSES ON COMMUNITY NEEDS
AND GOALS

« PROMOTES FISCAL PLANNING AND
IMPROVED OPPORTUNITIES FOR
LOANS

« ESTABLISHES PRIORITIES
RATIONALLY

3



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



CAPITAL IMPROVEMENTS
PLAN

* A LONG-TERM PLAN

« COMMUNITY GOALS AND
OBJECTIVES
« PLANNING CONCERNS
— LAND USE
— GROWTH MANAGEMENT
— COMMUNITY REVITALIZATION

CAPITAL IMPROVEMENTS
PLAN

* FISCAL CONCERNS

— PRESENT AND FUTURE FISCAL
CAPACITY

* ENGINEERING CONCERNS
— DESIGN



Vi
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CAPITAL IMPROVEMENTS
PROGRAM

* AFIVE 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 REPAIR/REPLACE DECISIONS

BEST AVAILABLE copy

29
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BEST Avanag; ¢ CopPy

CAPITAL

DEPT. AND ACTIVITY

PROJECT REQUEST

DATE PREPARED

SUEMITTED BY

PHONE NUMBER

T. PROJZCT TITLE AND REFERENCE RNO.

2. PURPOSz: New Mogity
Delete Other

3. DEPARTMENT PRIORITY

5. RELATION TO OTHER PLANS:

4. LOCATION

~M

o

. DESCRIPTION:

7. JUSTIFICATION AND ALTERNATIVES C

ONSIDERED:

8. COST BY YEAR

o]

i éﬁdget Fiscal Year: TOTAL *
Budget Year F.Y.

9. PROPOSzD METHOD OF FINANCING

- —_ - Y SO

.« Program Year F.

Y.
Program Year F.Y.

Program Year F.Y.

Program Year F.Y.

Program Year F.Y,

‘TOTAL SIX YEARS

After Sixth Year

* Interest cost not included.

10. TOTAL ESTIMATED CAPITAL COSTS

11. NET EFFECTS ON MUHICIPAL REVENUZ

Planning, design, (+ or =)
engineering ~ Taxes

Land purchase Other income
Construction Subtotal
Misce' aneous Gain from sale of

ther replaced assets
TOTAL CAPITAL TOTAL

CoST

12. FUTURE ESTIMATzZO ReCURRING COST
Annual Operating
Cost

S{13. CURRENT STATUS
Preliminary Design
Final Plans & Specifications

Annual Mainfenance
Cost

Construction

R 3k 3R

Other Non-Capital
Cost’

14. PRIORITY (Reserved)

TOTAL RECURRING
casT

. CundENTS (reserved)

+—
1y
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M FOR CALCULATING BENEFIT-

FOR
COST RATIOS

« Benefits
Value of water saved -- system [ year
r saved -- customer

Vatue ol wate

Value of deferred construction of new

supply works
Value of property damage prevention
Value of reduced lcgal fees and court
CcOsIs
Value of improved meter rcading
Value of improved public relations
Value of savings in lcak repair crew
time —_—
Value of reduction in time-of-day
power charges T
I

Grand Total Benefits (A)



FORM FOR CALCULATING BENEFIT-
COST RATIOS (2)

»  Costs

[.abor and cquipment costs /ycar

[.cak repair costs

Grand Total Costs (B) ‘ /year

Benefit/Cost Ratio A/B =

- - .



Rating Factors in Credit Analysis

Richard J. Raphael

Fitch Investor Service. L P.

Major Credit Factors

Debt/capital

* Economy

Financial Operations

« Management

BEST AVAILABLE COFY



Economy

What is the economy based around

Particular strengths of a community

Diversity - Employment and Taxpayers

Trends and outlook
Cyclicality
Wealth and Income

How will the Debt be Repaid

» How debt service will be funded?

— Projects that generate additional resources

— Projects that have a neutral impact

— Projects that increase operating costs/subsidies
« Options

— Raise Taxes

— Existing excess revenues

— Cut'restrain spending

s



Lender / Bondholder Security

Bondholder Secunty
- General Obligation
Full fanh and credit
Sccured by property tan pledge
Other possiblc reycnues as sccunty (Intcrgoy ernmental aid)

- Special Tan
Lten on specific tax onhy

- Revenue Bond
Scparate Enterprise Fund-self sufficient
Lien on specific user charge revenue
Rate Covenants

Addiuonal bond test
Debt senvice resenve

Debt / Capital Needs

* Security
* Debt Levels
* Condition of Infrastructure

*-Capital Needs and Capital Plan



Debt Affordability Measurements

Tvpical principal amortization 15-20 vears of annual
pavout, with 30 vears not uncominon.

Average amortization-  25% m 3 vears
50% 1n ten vears

Debt service structure- Level. Declining, Increasing

Debt Ratios Low Moderate High
Debts service/revenues  <3% 5-10% 10-%
Debt/Property base <2% 2.0-7.0% 7-10-%
Debt/personal income <5.0% 4-8% +8%

Financial Operations

Spending Requirements

Revenues

Consistent Operations

— Absence of non-recurring resources

Reasonable Fund Balance Level

Budget - balanced
Other



(i

Financial Management

Standardized Accounting - (GAAP)
Sound capital Planning
Budgeting

— Budget versus Actual

— Monitoring and controls

Multi-vear Forecast
Tax / Spending limitations - (political & legal)
Other

¢



THE COSTS OF THE ,AMOBA” BUSINESS PARK

e planning

e experts

e expenses on land

e preparation of the site

e cash to establish a management company
e support for the management company

o interest subsidy

e support for local enterprises

e installments

e [nterest

7



THE BENEFITS OF ,AMOBA” BUSINESS PARK

e profit from IP Ltd.

e nterest support

e dtadott pénzeszkozok visszaadasa (megtériilése)
® [ncrease in equity

e estimated share tax (PIT)

e estimated normative grant

e megtakaritott jévedelempotlo tamogatas

e estimated business tax

e estimated tax on buildings

e specific grants

{1
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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
COMPARING DIVERSE PROJECTS
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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

~__  DUPLICATION QF CRITERIA

IN UL CINDI I LLINAA

« EXCLUDES SECONDARY ISSUES



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



SUGGESTED EVALUATION
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

Y



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
INFORMATION

CLEARLY ARTICULATE VALUE
JUDGEMENTS MADE BY NON-ELECTED
OFFICIALS

4



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
PROJECTS

PRIORITY SETTING
PROCESS SHOULD

» CONSIDER POSSIBLE
INTERDEPENDENCIES AMONG
PROJECTS

« BE PRACTICAL IN TERMS OF
— COST
— TIME
— PERSONNEL AVAILABLE

;



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

Lo



ORGANIZATIONAL ISSUES

OPERATING DEPARTMENTS
CENTRAL UNITS
GENERAL CITIZENRY

ELECTED AND APPOINTED
OFFICIALS

POLITICAL
£~ CONSIDERATIONS

5

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

10
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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

Linszge to the rest of the interventions

Political price/benefit

Ix



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 called 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 will be in harmony with sectoral

policies adopted earlier and where it stands in
priority set up in relation to its own sector.

of
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Impact on economy:

The impact of intervention on boosting
economy should be analysed, that can be
measured by looking at the labour market, real
gstate 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 1n 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.

ol



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
information 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, 1.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.

G e
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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:

[t 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 matrix. see later.)
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Political price/benefit:

It is better to include this factor in the matrix,
but since the matrix itself 1s 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.

4
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EXERCISE



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 budgetarv 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 capacitv 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 necessarv. As City leaders, vou have
found.it necessary to set forth this disciplined approach to meet these needs in the form
of a sét of financial policies designed to address all kev 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 any one vear.

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

d) A reasonable upper limit for capital spending in any one 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 any one vear
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-vou-go” basis.

-0



Question 2

Working as a group, write three financial policy statements 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 vear, 5 years, 10

vears, etc.)

* 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 carcful preparation. the municipality has decided to extend the sewage system to a neighborhood
called Little Waterside. There arc 300 houscholds (3.5 members on average) living in this
ncighborhood. who have long demanded to conncct up to the system

The total cost of the investment is HUF 200) billion. financing the construction of 20 kilometers of
pipeline.

The task is to find financial resources (o carry out the investment and to find the best alicrnauve For
the sake of simplicity. it is assumcd that there is no inflation.

Your choice should be based on the guidelines vou laid down in the previous excreise about loans,
local taxes and uscr fees. There arc the following financing resources available:

1. Targeted subsidy

which is a grant up to 20% of investment costs. Your financial officials have gathcred through
informal information that there is no obstaclc to the community s being granted the subsidy.

2. Sclling municipal asscts

The Assembly has some time ago madc a decision that HUF 70 miillion worth of sccurities (which arc
the municipality’s assets from privatization) can be one resource for the investment. Professionals say
that the sccuntics ensurc 8% in dividends for the municipality. however. the Assembly carlier had
decided that the vields werc to be granted to the local soccer tcam through the Sports Commutice.
According to a previous Asscmbly decision. the loss 1n incomes. incurred by sclling the securnities.
should be recovered from local - citizen - taxes. It also has to be noted that many have doubted
whether shares of the Wooden Plough LTD will vield 8% vield in the long run

3. Borrowing

The bank handling the municipality’s accounts offered to lend. but the Assembly” decision limits
borrowing to HUF 150 million. The interest rate is 6.5% and the maturity periods 10 years. Costs of
the loan will be recovered from familics who benefit from the project.

4. Utility improvement contributions

The municipality has conducted a survey about citizens” ability to pay The conclusion of the survey 1s
that cach houschold is able to pay HUF 60.000 at maximum. (Houscholds may take out subsidized
loans. which improves their ability 1o pay )

The local government has passed a decision that local taxes must not be incrcased by morc than HUF
1500 per houschold and the sewage fee must not bc more than HUF 4000/month/houschold

To what extent does your choice of alternative reflect the guidelines vou have laid down n the
previous exercise?

BEST AVAILABLE
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BACKGROUND INFORMATION

200 HUF mill total costs

5 m3/capitd "

20 kms of sewage pipeline

3,5 'membars ih hsh on average

500 number uf affected hsh

50 000 average hsh income

35 000 population in the city

45% share of tax payers

consumption

Alternative 1 Alternative 2 Alternative 3. Alternative 4.
Limits |7 O 1081 g i | % OFtotall e i | % Of total e oy [% of totall e
Investment funds costs costs costs costs

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 80000/ capita

|

Affected households
One-time fee for connecting up
Monthly sewage fee

Tax levied on total population

HUF ﬂxlxﬂhshl

HUF 4000/capita

HUF 1500%ear [ | 1 L1 1

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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Page 1




Modell US

BACKGROUND INFORMATION

200 milt HUF total costs

5 m3/capita consumption

20 km tength 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

SL

Specific resource | Supplementary information
- -
- as%of | pue | Interest | MY | monthiy
Limits total million rat period in ayment
Inv est ment fund costs 10 © years pay
Local revenue from sales of assets HUF 70 million 25% 50 8% 4 1,221
Central government grants 20% of costs 20% 40 ’
Loan from commercial banks HUF 150 million 50% 100 6,5% 10 1,135
Local citizens' direct contribution HUF 60000/capita 5% 10
| 100% 200
Number of affected households
~ Onretime fee for connecting up HUF 80,000/hsh 20 000
¢ Mo nthly sewge fee HUF 4000/capit: 3937
Tax levied on total population HUF 1500/year 930
Expenditures | Limits | Monthly
Capital costs 1,135 HUF mill
Operating costs 0,833 HUF mill
Total monthly costs(HUFmill) 1,968 HUF mill
Total cost per 1m3 per month 225 HUF/m3
Average monthly cost per househol 4000 Ft 3937 HUF
Costs/income 8%
Increase of local tax due to sales of assets 78 HUF
iy - L Y
Ry Avaiiabte Lor
Page 1
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John L. Mikesell. Fiscal Administration, Analysis and Applications for the Public
Sector Third Edition. Chapter 5. "Capital Budgeting and Project Evaluation "©
1991. Wadsworth, Inc., reprinted by permission of the publisher.
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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.” That includes the public physical infra-
structure, which encompasses “streets, highways, bridges, water sys-
tems, sewers, roads, airports, jails, 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 irregular 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
financial planning, and regularizes the provision of such projects.

Capital budgeting by state and local government requires integra-
tion of physical and financial planning. That combination has not al-
ways been found in the provision of government capital assets:

During one phase of development of municipalities, there was a tendency
to consider the capital improvement program as the exclusive domain of
the Public Works Department. It was assumed that since capital improve-
ments were largely in the nature of construction projects, the planning was

“Mavnare Comiez, A Cunital Budge:t Statement jor the U.S Governmen: (Washinzion.
D C.. Brookings Insututicn. 19686}, p. 4.

*Acvisory Commission on Intergovernmental Relations, Fincncing Putiic Physical In-
frastructure, Report A-96 (YWashington. D.C.: ACIR, 1934). p. 5.
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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.?

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 vears 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 will
be borne by those paying taxes to that government this year—no con-
struction cost will be paid during the rest of the life of the project. Any-
one entering the area taxpaying pool after the construction year (by
moving into the area or by growing up) will receive project service with-

"\orris C. Matson. "Capital Budgeting—Fiscal and Physical Planning.” Governmen-
tel Fincrnce 5{August 1976), p. 42,

‘In cther words. the spending program in a capital budget can be covered either by rev-
enue raised currently itaxes. charzes, grants. ete ) or by borrowing on the promise Lo re-
pav iram furure revenues. Thus. the budget 1s financed (the money 15 raised from current
at

e

wrnue cr debt sources). not balanced ttotal expenditures equals current rev 2ruer Oper-
.7 oudrets typically must be balanced; caprtal budgets, Srnanced.
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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.®
Dual budgets—a balanced operating budget and a financed capital
budget—thus can make important improvements in the equity and eff-
ciency of provision of projects and producing long-term service flow.

Second. capital budgets can stabilize tax rates when individual
capital projects are large relative to the tax base of the host govern-
ment. If a city with a tax base of $150 million decided to constructa$15
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 tax 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.®

Third, the special reviews of capital budgeting are appropriate be-
cause of the permanence of capital projects—mistakes will be around
for many years. Howard illustrates the problem:

If a new state office building is built today, it will stay there for a long time.
Everybody may know by next yvear that it is in the wrong place, but not
much can be done about moving it then. Perhaps it is disrupting the devel-
opment of a downtown business district; perhaps it is affecting trafiic
flows and parking facilities in a most undesirable way; or perhaps its loca-

tion makes it psychologically, if not geographically, far removed from cer-

tain segments of the population. Whatever these effects may be, they are
real, and they will endure awhile. They should be anticipated to the fullest
extent possible bejore the project is undertaken.’

In a related vein. Moak and Hillhouse suggest that governments having frnancial
trouble may &nd that idenuidable capital projects are more easiuy postponed than are ex-
pencitures [or cperaling arencies. A capriial buduget separately consicered can improve
the chances for preservation of those projects when the operaung bud.ret 1s under great
cressure. Lennox L. Moax and Albert M. Hilkouse. Concepss and Pracrices in Local
xnce (Chicacor Mun:ic:ipa Finance Offcers Association, 19734, p. 935,

Gorermmens &

‘Prorects in o2 canozal bueset need not automaticallv be debi-firanced. As will be dis-
CusSseQ it the Cebt Lomrnisiration chapler, capital projects that recur can and should be
Snancec from current revenue.

"Kenneth tinwarc. Chaning Stace Budgening iLexinton. Ky Council of State Gov-

. cp-n e
ernmenis. 1z o p. l1l.

-
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186 5/CAPITAL BUDGETING AND PROJECT EVALUATION

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
serves to reduce errors both of commission and omission in public infra-
structure construction.

Finally, capical budgets are valuable tools for management of limited
fiscal resources, particularly in light of the special care required to plan
activities 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 tax base when projects
must be paid for, and to balance spending with the resources available
within political, economic, and legal tax 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 tax rates. Third, the federal government does not need the careful
planning of project financing inherent in capital budgeting to preserve
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 spending and personnel mechanisms, with another way to
conceal fiscal conditions. Thus, the gains from capital budgeting at
lower government levels, particularly local, cannot be translated to a
similar federal case.®

Capital budgeting promises a significant contribution to the fscal
operation of state and local government.

*As an aside, it should be potrnted out that governments work with capital bucsetsasa
device for managmny thewr capical assets, Contrary to the practice of businesses. govern-
ments ao not use depreciation accounting. nor do they need to. Businesses cepreciate so
tha: they can estimate what thair proZt for loss) is in any partictlar vear. Governments
do rot sell procucts. so they sumpiy cannot produce such estimates. Their capital man-
agement tasg involves cecicing wnether parucular projects are worth undertaking or
conninuing: there s noreed fnr annual cost judoments. More d.scussion of thes point ap-
pears 17 Jesse Burkhead, Gocemment Budyenng tNew York: John Wiley & Sons 1043),
p. 203,
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The capital budget . . . provides a vehicle for financial planning and for the
regulation 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.®

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 injtial 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 body 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 program em-
phases should be implemented. and postponable projects should be
identified.!® Part of this priority review may be linked to a community
master plan—a long-term (10- to 25-year), broad gauge estimate of com-
munity growth encompassing estimated needs for public improve-
ments and controls on private use of property. (Because long-term
forecasts of social, demographic, and economic behavior are so
bad. however, that plan ought not be taken too seriously as a guide to
actions.) The final capital improvement program will thus have a
segment scheduled for each year of its span. The capital budget pro-
posal inciudes the current vear's work from the capital improvement

program.

lhic.. p. 1B

3.
“Noax and Hulthcuse. Conceprs and Practices, pp. 164-5.
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FIGURE 5-1
. Capial improvement program
Projects ($0C0s)
Year Fire station Library Sewer expansion " Park
' 19X0. . 185 . 0 15 - 15
S 18X1... 10 ] 20 _ 0
- 18X2... 0 20 30 0
19X3... 0 100 " 50 0
19X4... 0 0 75 0
A7 | 19X5... 0 0 40 0
Capital budget Qperating budget
Projects for 19X0 ($000s) - g {3000s)
Firestation ..................... 185 Personnelcosts. . ....ocoovoii.t 640
Sewerexpansion................ 15 Supplies and equipment ......... 140
Park....... e, 15 Qther...... N 20 -
‘: 800
. : ) Capital expenditures Operaung expenditures
g i $215,000 $800.000
) Total expend:tures }
{1 $1,015,000 :
H ;
¥ The second stage of the process coordinates a financial analysis of

the govermment with the facility additions envisioned in the capital im-
provement program. This interrelationship is vital because of the long-

[Ty

i term fiscal commitments that such facilities can involve: just as a poorly :
s conceived structure can disrupt a city for many years, so too can a i
3 poorly conceived financing approach disrupt that city’s fiscal condi-
L tion. Finance ofcers must examine the present and anticipated rev-
f enue and expenditure profile to determine the financial cushion avail-
Bt able for new projects. Particularly important are the status of existing
iE debt izsues (Wil anv issues be retired soon? Will funds be available to
8 meet contraczual debt service—principal and interest—payments”? Are
§é | there needs ‘for extra funds for early bond retirement?). the estimated s
§§ i growth profile of the tax bacse, and the potential for new revenue
gg i sources. This fiscal profile, year bv vear, can be then related to the pri-
P Carire Yz o7 aepiecte, again scheduled by vears. In this analysis, fiscal 2 PR
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WHY HAVE SEPARATE CAPITAL BUDGCETS? 189

officers usually consider the financing alternatives available for specific
projects (special assessments for sidewalks, user charges for water util-
ities, state or federal aid for highways. etc.) and further reports will
have sources attached to projects.! 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 executive (mayor or
governor). One set of ranking has been used in Wisconsin:

1. Hazard to safety.

2. To fully utilize present facilities.
3. For present program expansion.
4. For future program expansion.*?

Other projects may be evaluated with cost-benefit analyvsis. 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 vears, it is appropriate that they re-
ceive that special review in the decision process. Furthermore. the CIP
review is typically by planners, not budgeting personnel. so the two re-
views won't emphasize the same questions. In addition. the CIP may
have been prepared some years before and econoniic or demographic
conditions may not match those earlier forecasts. The process thus pro-
vides a timely review of the project.

Finally, the surviving projects envisioned in the capital improve
Mert program become the capital budget section of the annual budgert.
The projects will be reviewed by the legisiature and sometimes are sub-
srantially modifed. When projects are approved, provision must also
be made in the operating budget for operation and maintenance of the
facility when it is complete: the new civic arena won't do much good if
the operating budzet has no money for its interior lighting. The capital
porzion of the budzet document usually provides a distribution of pro-
jects by function und agency, shows prior and estimated future cost of
ths projec: linitial appropriations may well have been annual—each

2 Secal e 'Lerc make chowes about the dnancing pelicv selected for
seof cap.zal reserve funcs
i.teC over tume for future capital spencingy, or pay as viou go These
L ine debt aaminist-ation chapler

hanging Stote Bud seting. p. ’;rt The system does bias against new pro-

T Smnerldoor ;u._,.l' onur revenue DunG:
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FIGURE 5-2 Groups for the Capital Budget: Pennsylvania

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

» Public improvement projects—includes all types of new buildings and
renovation projects, nonstructural improvements and land acquisition.

* Public improvements—original furnishing and equipment—Iincludes
purchase of inttial 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 carrier
surface transportation systems or any components thereof as authorized in
Act 10 of 1976.

* Highway projects—Includes the design, purchase of right-of-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. Imorovements to existing trafficways which increase capacity oringress/
egress.

d. Highway safety projects which constitute an improvement.

SOURCE: Otfice of the Budget, Commonwealth of Pennsylvania, The Budget Process in
Pennsylvania, June 1983, p. 20.

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 vear, 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 operating budget and capital purchases from
the capital budget. The former expenditures will normally be financed
by current revenue (taxes, grants. charges, etc., collected in the current
year). Part of the capital budget will likely be handled on a current basis
as weil. The balance of capital project cost, however, will undoubtedly
be debt-financed, so revenue to liquidate that debt will be raised in later
vears. Thus, the revenue to be generated in any budget year will equal
the operating budget plus a capital project component. The latter
equals capital items purchased without debt plus the debt service re-
quirements (interest and repavment of principal) on borrowing for cap-
ital items purchased in prior years. Those debt costs would ideally ap-
proximate a depreciation charge for capital assets that have been
acquired in the past; 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.
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S Problems in Capital Budgeting ‘:
® As is always the case 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- I E
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-

R A b Lt CA R s W s

r ority rankings; original rankings are retained despite the fluctu-
ations.”*® Thus, many state highway construction plans are based on )

Q. traffic patterns assuming 50-cent-per-gallon gasoline—they need to be g
revised. In a related manner, the time a project has spent in the priority :;

queue sometimes establishes its priority rank: all oid 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 s
.".i - 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 projects or programs
belong in the capital budget because, in the strictest sense, more than
capital assets provide future benefit flows. Planning and zoning de- i
. 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: a 3500 typewriter,
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useful life of eight years, would be part of the operating budget, whereas Ty .
] an 38,500 automobile, useful life of four years, would be in the capital " "L
budget. Dollar limits will differ, but some limit will usually be encoun- i Bhie
tered. Such arbitrary rules are a common factor in any decision process. ; ':g@
Third, availability of funds can distort the priority ranks. As How- ! :Eh
ard observes: “Despite the fact that how a project is financed does not l ‘géw‘
® changze the need for it, there is a strong tendency for differences in the : .%;b
availablity of capital outlay funds to skew priority decisions.”** The ; “L'f«
appropriate approach in establishing final priorities should involve a : Lf;}i
i
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192 5/ CAPITAL BUDGETING AND PROJECT EVALUATION

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 project); 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 infla-

* 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.

BENEFIT-COST ANALYSIS

The constant problem in public program choice is the judgment
whether a particular program is worth its cost, because society cannot
afford to waste its scarce resources. Benefit-cost analysis provides a
way of organizing information 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 replace
an older and smaller one, compares the anticipated increase in revenue
from the new truck with 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.

Benefi-cost analysis is the governmental analogue to that process
described for the firm: governments can and have used it for assistance
in makin cdecisions as diverse as decisions on word processing equip-
ment acqu:smon. vehicle fleet modernization, water resource develop-
ment, communicable disease control programs, development of a su-
personic transport plane, and license plate reflectorization. It has also
been applied to evaluate the worth of numerous governmental regula-
tions.* For capital budget purposes, however, its application is much
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like that of private firm choice: the analysis 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. Worthwhile projects improve the
total economic affuence of society because they direct resources where
their use provides a greater return than would other alternative use.

Skeptics point out that political bargaining characterizes the pub-
lic decision process; it is not an exercise in rational consideration by
nonpolitical administrators.'® 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 weapon in the “it pays for itself” budget strategy. Second, economic
eficiency—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.

Elemerits in Benefit-Cost Analysis

Five steps make 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 lows
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 pgoject considered; the following discussion focuses on common
elements and their application in selected situations.

Project Objectives

The project analysis should identify the benefits that the project
will produce. What desirable results will happen because of the project?
The relationship between the project and the objective must be trace-
able to establish a sound foundation for the analysis. Some examples: a

*Jzmes C. Muiler [I] and Bruce Yandie. Benefit-Cost Analvses of Social Regulation
Washengton, D.Cl: Amencan Enterprise [nstitute, 1979).

*Federal water resource projects have one of the longest histories of cost-benefit appli-
cations. Even bere, Schenker and Bunamo inditate that these projects are stronglv influ-
enced by purely political factors when eiumined across regions in the United States.

[Eric Schenker and Micnast Vuremo A StucaTsf the Comme o7 Daginaers’ Qeoinral Ba
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194 5/ CAPITAL BUDGETING AND PROJECT EVALUATION

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 effiuent dilution conditions for water
quality management. A new fire station may reduce operating costs of
an older facility and reduce prospective fire 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 .
s that are not changed by the decision. The principle seems too simple to .
*  matter, except that much policy argument does take place around ele-
e 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.

PR TEEY S

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 project.”"” The same logic applies to
any project. Thus, the analyst must estimate for the life of the project
both physical changes from the project and the value of these changes.
No standard method applies for all projects: techniques used to esti-
mate benefits of a personnel training project would not be tha same as
those used in water projects. Regardless of the project, however, the
decisictr must be made from estimates, not facts, because facts in eco-
nomic or social relationships can only be historical. Present decisions
cannot change what has already happened. One observer points out:
“No 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.”** The analysis must proceed with best estimates; it cannot be
paralvzed by lack of complete information because complete informa-
tion only is available when it is too late to make a decision.

.
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“Pouctes, Standards and Procedures in the Formulation, Eveluanon and Review of g/g
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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.!®* 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 changs. For water resource projects, hydrological
models can yield estimates of infiluences 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 lows from transportation facility
changes. Any model allows the analyst to apply experiments from 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 anv 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,
pot just that arelationship exists. . . Torequire 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 better than if the model is explicit, it can frequently be
worse.*

When 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 undertaking in-
creases the net well-being of the region. Money values are used. not be-
cause of anv glorification of money, but simply because exchange val-
ues provide a standard yardstick to compare how individuals value the
project with how thev value the resources used by that project. For ex-
ample, one million tons of concrete applied to highway construction

*Churies B. Stoke, Re;lectonzed License Plates: Do They Reduce Nighttime Rear-End
Coll:szon? (Charlottesville Virginia Highway Research Counci. 1974). Dnivers were not
told and could rot control rhe type of plat..s Lhey received. The plates did not make a dif-
farence in the wnc:dence of such collisions.
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196 5/ CAPITAL BUDGETING AND PROJECT EVALUATION

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
of the cheapest available alternative can indicate project 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 employvment
prospects.”’ 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 (relaxation in a city park), not because it contributes to another
production process.” When 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 maximum 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 w ould voluntarily
etchunoe any amount up to the level on the demand curve rather than
not have the product. He will not pay more, so the price on the curve re-
presents the 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 maximum that individual would pay is $5. If the
price actually charged is above 35, the individual would visit fewer times
(if at all); if the price is below 33. the individual receives a consumer sur-

“Jee N. Mav et al., Benefits and Coses of Manpower Training Programs: A thesisof

Svntl
Previous Stuaies with Reservations and Recommendations (Washungton, D.C.: Urban
Institate, 19720
#Econorm:sts \Astmgulsh these as final products and intermediate products See Ri-
chard A. Musgrave, “Cost-Benefit Analysis and the Theory of Public Finance,” Journal
of Economuc Literature 7 |September 1969),
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FIGURE 5-3 Individual Demand for a Park

Price
sio b

Numcer of visits

plus—he receives the service at less than the price he would have will-
ingly paid. Consumer surplus then equals the difference between the
maximurm 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 charge), the total consumer surplus
here would equal $90, computed by: (810 x 5) + (S5 x 5) + (82 x 5) +
($1 x 5). Thatis 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 facilitv—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 allows estimation of a demand curve. Use (quantity de-
manded) usually is greater by those who are closest to the facility (travel
cost, or implicit price, is lower), following the configuration of a conven-
tional demand curve.® The approach is not without its problems, but it
really is the only feasible technique for that class of public services.

Estimation of Project Costs

An estimate of the resource cost of the project includes construc-

tion cost and cperazing cost for the life of the project. Obviously the

*1Annteresting appiication of the technique to estimate benefits from visits to histori-
cal sites using the consumer surplus approach is Richard J. Cirre. Estimating User Bene-
fts jrom Histore Sites and Museums (Ithisa, M.Y.: Program in Urban and Regional
Siudies Cornaill Uar-ersity 1977) s
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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 ... [O]p- !
portunity costs require the measurement of sacrifices. If a decision in-
volves no sacrifices, it is cost free.”** 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, ordi- ‘
nary project cost estimates included only private or internal costs. !
Many public projects, however, can create undesirable effects on oth- 2

___ers, or negative externalities. Examples include the damage done to :
surrounding properties by pollutants produced by a municipal inciner- 3
ator or the traffic delays created when streets are blocked by construc- 1
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—these impacts are, logically, negative 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 i
involved in paying the resource’s owner. For that reason, it can be sensi- l
ble to undertake programs in areas with massive unemployment when
that program ordinarily would not be economically justifiable: putting

oo

the idle resources to work adds a desired product without the loss of §
any other product. ;
Finally, many public projects use property already owned by the 3

government. Property acquisition brings no out-of-pocket cost; when F
sites for 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 what the community loses if
the site is selected for the new use. There is no justification for valuing 1
already-owned 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 31.5 million in a new incineration plant }

—_— 7 §
*William Warren Havunes, Managerial Economics (Plano, Tey : Business Publications, %ﬁ-’ i
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that will not burn the refuse mix generated by the city, the value of the
plant clearly is less than $1.5 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 $100 received at the end of one year not equiv-
alent to 8100 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 $100 is certain to be received and has been adjusted for
price level changes: the reason for discounting is related neither to in-
flation nor to uncertainty. The reason is simply that the $100 available
now can vield a flow of valuable services {or interest) through the year.
At the end of the year, the holder could have $100 plus the flow received
from use of the 8100 during the year. Therefore, 3100 now has greater
value than does $100 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 between 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, $X available now (the principal)
will become 3X plus $X 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
familiar process of compounding. Suppose the rate of interest is 10 per-
cent: if $1.000 is invested today, it w111 accumulate to $1,100 at the end
of the year. Thus -

$1,100 = §1, OOG - l"5’1 .00 ~ 010}
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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
FV, = the amount at the end of a year, then

FV,=PV + PVrorFV, = PV(l + 1)

FV,equals the original principal (PV) plus accumulated interest (PV r).

Many policy and management questions involve multiple-year de-
cisions—where the returns are permitted to compound over several
vears. 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,

FV, =PV(1l + .10) = PV (1.10)

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

FV, = FV,(1.10) = PV(1.10)(1.10) = PV (1.10)¢
The same increase from interest earned occurs at the end of the third
year:
FV, = FV,(1.10) = {[PV(1.10)](1.10)} (1.10) = PV (1.10)°
For the fourth year:
FV,= FV,(1.10) = ({[PV(1.10)](1.10)}{1.10)){1.10) = PV (1.10)*

The same process applies, regardless of the number of years. In general. if
PV = the present amount, r = the appropriate interest rate, n = the
number of periods of compounding, and F'V, = the account balance at
the end of the periods,
. FVa=PV({+ i
From the previous example,*
Fv, =1,000(1.10p° = 1,610.51

Interest often compounds more frequently than once a vear. The
compounding formula can easily be adjusted to allow for semiannual,

sForeiectronic calculators, use the y*key:7 = 1.10and x = 5. Thus, (1.10)* = 1.61031.
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TABLE 5-1
Interest Earned
(interest rate x Account
Inttial deposit, $1,000 previous balance) Balance
End of year:
1 $100.00 $1,100.00
2 110.00 1,210.00
3 121.00 1,331.00
4 133.10 1,464.10
5 146.41 1,610.51

quarterly, or any other regular scheme of paying interest. For example,
suppose interest is paid twice a year. With an annual rate of 10 percent,
that system would mean that 5 percent interestis paid for the first half
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

FV, = PV{1.05) (Balance at end of one half year)
FV, = PV{1.05)* (Balance at end of two half years)
FV, = PV (1.05) (Balance at end of three half years)

and so on. Thus, at the end of n years,
FV, = PV {(1.05)"

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

FV,=PV( + L=
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 F'V,
the accumulated balance at the end of one year, equals PV {l + r), the
balance at the start of the year multiplied by one plus the rate of inter-
est. That formula can be arranged to become

FV,

PV =
(1 + 7

The amount PV invested at interest rate r will grow to F'V, at the end of
the yvear.

Suppose 31.000 will be received at the end of one year {FV = 1,000}):
if the interest rate that could be earned is 10 percent, what sum today
(P1) would accumulate to 31,000 at the end of the year? That present
value emerzes from operation of the present-value formula:

e

PV = S1,000/11 - 0.}0) = $909.09
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That means that $309.09 now plus 10 percent interest earned for one
i year ($909.90 x 0.10) equals 31,000: the present-value equivalent of
81,000 received at the end of one year when the prevailing interest rate
available is 10 percent is $909.09. That prevailing rate is called the dis-
count rate.

What 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 first year would be able to earn interest in the second year, and
so on through the years. The general formula for compounding, FV, =
! PVl + r)" may be rearranged in the same way that the single-year
" compounding formula was to produce the general present-value formula:

L py = £V
e I+

[P

f
W

‘e e

where PV = the present-value equivalent, F'V, = 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, $800 received 10 years in
the future, assuming a 10 percent discount rate, would have a present

value of $308.43 (or 800/ (1 + 7)").
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 $20,000 per year for 25 years and that cost saving
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, |

:
[ PV=§[1—~{ 1 }} :
i r 1 +r

All rules about more frequent compounding (quarterly, semiannually,

——raes o b p——— -

R

13).%
The choice of discount rate has an important impact on the present

value of a project. Suppose a project has construction cost of $10.000

; monthly) apply in this formula as well. In the example here, the present 3

;,; : value of those garage cost savings if r = 10% would equal i

P 20.000 RE i ]
PV ==—x}1 -{— = $181,540.80 4

i 0.10 [ { 1.1 } ] ? 3

g This formula will be used later in determination of bond prices {Chapter

§

i

PO Ty TS

®Ths formula also can be used to determine the level mortgage pavnient {principal and
interest) needed to payv off a loan and is often used by engineers to convert a capital cost
into an annual cost equivalent {annualizationi, An example of the former: suppose an 7?
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TABLE 5-2 The imgact of Discount Rates on Project Present Values

Present Value of Benefits,
Alternative Discount Rates

Year Cost Cutlay Benefit Rece:ved 8 Percent 10 Percent 15 Percent

1 $10.CCo $1,5C0 1,389 1,364 1,304

2 - 1,500 1,286 1,240 1,134

3 — 1,5C0 1,191 1,127 986

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 £64

8 - 1,500 810 700 490

9 - 1,5C0 750 636 426

10 — 1,200 695 578 371

Present value

total $10,0C0 10,065 9,218 7,527 .

and no operating cost. Its benefits of 31,500 per vear start at the end of
the vear 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 areturn slightly greater thanits 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 candidates proposed for such use are the cost of bor-
rowed funds to the government (the interest rate the government must
pay) and the opportunity cost of displaced private activity (the return
that private resources could earn). There are conditions under which
either may be appropriate.

The cost of borrowed money provides the closest analogue to pri-
vate project analysis—it is an interest rate which, presumably, must be
paid by a borrower. Because most public programs are financed at least
ultimately by tax revenues, use of the rate at which a government can

e 15 taken for 20 vears at a 12 percent interest rate. The monthly pay-
mputed as follows:

50.000 = OLP _%I—lo__ﬁ-}zo x 12}

oo X0
53.000 = g 1!_-;: A R0t
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borrow would not direct resources to their best-yield uses because ab-
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
A rate could be particularly misleading because the exclusion of this in-
; terest from the federal income tax allows these governments to borrow
L at much below the appropriate market rate.”” 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 taxes
b - 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. Baumol lucidly expresses the essential argument:

R R A A T

3,

pace op oy

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 project if that project yields areturn 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.™

Py

LARDI

B IAe

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, thisrate can be estimated according to the formula:

P=Fkr +kia+ ...+ kom

where P = rate of return on displaced resources (the project discount
rate), r = return on investment in a particular private sector, £ = frac-
tion of project 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 re- 1
sources and the resulting discount rate is applied to the estimated

benefit and cost flows.

An :ndividual in the 30 percent federal tax bracket would receive the same after-tax
rate of return on a taxed corporate bond yielding 15 percent or an untaxed municipal 1 -
bond y1eiding 10.5 percent. Q&

#Wiiliam J. Baumol, “On the Discount Rate for Public Projects,” in Public Expendi-
- s e e Tl Vn ATl TR s Mark
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Decision Criteria

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 wealth redistribution, regional problems, and other side concerns,
but both will capture the economics of the project.

Two 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 yvears it would take to fully recover {pay back) the capital cost. Thus,
if 32,000 is the net annual return from a project with a capital cost of
88,000 the pavback period is four years. The shorter the period, the
more attractive the project. This measure is defective because it ig-
nores both 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
valueof A = -909;0f B = -909; and of C = +1,292. Payback pericds
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 Net Benefits
{end of year)
Project Céoital Cost Year 1 Year 2 Year 3 Payback Period
A 10.CCO 10.0C0 1 year
B 10 500 9.0 " 1,100 1+ years

-

o,

c 10.CCC 3088 .

4,060 7,600 3+ vears
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206 5/CAPITAL BUDGETING AND PROJECT EVALUATION

investment.”* 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”* 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-
= :.ics of a number of projects but also selection of particular projects from
= _geveral alternatives. Two ranking indexes are available: rank by ratios

~ of benefit to cost or by net present value.” 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 $500 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 $667), yielding a net present value of 3167.
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.
When such®s 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 with 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

rankingzs.

®Harold Bierman. Jr., and Seymour Smidt, The Cupital Budgenng Decision {New
York: Macmidian, 1875), p. 28.

»Ihid.. p. 37.

*The rat:o of excess benefit tn cost Ibenefit minus cost divided by cost) provides no ad-

ditional information, as project ranks are the same as with the benefit-cost rauo: B.C =

(B-0Q.~ 1.
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TABLE 5-4 Projects with Ranking Criteria Conitict

Project Cost Benefit Net Present Value Benefit/Cost Ratio
4 $500 $600 $100 1.20
X 150 2C0 50 1.33

Some Special Problems

Multiple objectives. Benefit-cost analysis provides information
about the economic impact of projects. Overall economic impacts may
not, however, 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. Market values will not measure this objective, so benefit values
would need explicit adjustment to encompass redistribution concerns.

Normal 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.** 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,® (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.

Two 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. Values received by meritorious groups (those society wants to
help) count more than values received by others. Selection of weights is
obviously a problem. Weisbrod has applied weights implied in past
public project decisions that have not followed strict benefit-cost

2], G. Head. "The Weifare Foundations of Public Finance Theory.” Rivista di diritto
JAncnzigro e scienza cellz Sncnze 24 (September 1965); pp. 379-428.

»Otzo Ecikstem, rater Resource Detelopment (Cambridge, Mass.: Harvard University
Press, 1958), pp. 36-37.
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208 5/CAPITAL BUDGETING AND PROJECT EVALUATION

ranks.* 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 taxation as weights, pre-
suming that these rates roughly measure the importance of redistribu-
tion to society.*® 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 tax law) and ef-
fective rates (those applicable after loophole). Other approaches would
_apply specific weights supplied by the analyst. All bend the general
= 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.*® 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-maximizing 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. Weisbrod. “Income Redistribution Effects and Benefit-Cost Analysis,” in
Proglems 1n Public Expenditure Analysis, ed. Samuel B, Chase (Washington, D.C.:
Brockings Institution, 1968).

#Jokn V. Krutilla and Otto Eckstein, Muiriple-Purpose River Development (Balti-
more: Johns Hepkins Press, 1958).

*Roland McKean suggests the importance of using exhibits to indicate the impact of
projects on the distnbution of wealth, and demonstrates 1ts use 1n water resource project
evaluation: Eiciency in Government through Systems Analysis INew York: John Wiley
& Sope, 193G), pp. 131 -33, 208, 242.
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placed a value on life: they imply that the value is less than the cost of
the rejected activity. I's that implicit value reasonable?*

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 o
with death potential, and that individual holdings vary substantially ‘
by family characteristics. These influences render insurance values
. generally inappropriate for this use.

"4 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.*®* However, the judicial system does use this approach
in wrongful-death cases: one element in awards to families is estimated
3 net lifetime earnings of the individual killed.
o The third technique uses evidence generated by labor-market re-
e 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- i
cruit workers 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
s N 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.*
- 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.
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A quest:onnaire to 435 adult Americans asked the question “How much, in dollars. is :
the average human lfe worth?” The average response was 328.000. [Leonard C. Lewin, )
e "E:h:cal Apuituce Test,” Horpers 253 (Octooer 1976), p. 21.] The methods examined here
7 have substantuailv stronger logical basis than this. !
-t 44 close variant is reportedly used in military pidot safety decisions: the value used is |

the cost of trazning a replacement. Safety feature costs are balanced against that value |

- estumate. K '

My K. Viscusi “%Wealth Efescs and Eaming$ Premiums for Job Hazards,” Review of : !{) :
i

Economucs and Statistics 60 {Augist, 1975:; pp2403-1€.
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210 5/CAPITAL BUDGETING AND PROJECT EVALUATION

: 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 John Krutilla has observed:

Bes Bie e
ST .'

uaeg i
Y
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,1

o

Since the alternative is not to retire to inactivity but, rather, toreach 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.®

Questions and Exercises

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. While
the plant has few employees now, it will have a work force of around 3
900. The plant has caused a shift in city population to the south.
Many people are moving to the Wonder 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 vears 19X0 to 19X4 and a capital budget for 19X0. Financial
conditions suggest that the city will be unable to pay more than
3900.000 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.

R

“Johr Krutilla, “Welfare Aspects of Benefit-Cost Analysis,” Journal of Political Econ-
omv, Julv 1961, ». 234, . %
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The city has two special capital asset problems. First, the main
sanitary sewer at Westside 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.

Projects Proposed:

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

SR4 bridge replacement—19X0, 3350,000; 19X1, $250,000
(costs are totals).

Street upgrading, Wonder Hills subdivision—19X0, 3600,000;
19X1, 350,000; 19X 2, $20,000.

Street sign replacement—19X0 to 19X9, 318.000 per year thigh
visibility, break-away signs).
Pzrrsand recreation:

Bowen Park pool—19X0, 300,000 (construction of new above-
ground aluminum pool). B
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212 5/CAPITAL BUDGETING AND PROJECT EVALUATION

S]]

Winslow Park Recreation complex—19X1, $25,000; 19X2,
$125,000; 19X3, $300,000; 19X4, $300,000; 19X5, 385,000
(pool, ice skating rink, baseball diamonds).

Libraries:
Air-condition building—19X0, $45,000; 19X1, $20,000.

Water and sewer:
Water line upgrading, Wonder Hills—19X2, $725,000.
Storm sewer installation, Wonder Hills—19X3, $850,000.
Sanitary sewer replacement (structural failure)}—19X0, $150,000.

Fire department:
New fire substation—19X3, $450,000; 19X 4, $65,000.
Fire equipment:
a. Pumper (main station)—19X0, $25,000.
b. Pumper, hook and ladder (substation)—19X0, $130.000.

. My son informed me that a comic book I purchased for 10 cents in

1948 is worth 855 today. What has been the average annual com-
pound rate of return on that valuable asset? (See Chapter 2.)

. Dr. Rubin has 810,000 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?

. 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 total liabil-
ity or (b) immediate payment of 20 percent of the liability, 10 percent
paid at the end of each of the next three years, and 50 percent paid at
the end of 10 years. Which alternative would you recommend to a
municipality and why?

. “A logical 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 Indiana) for construction
of a trafic corridor in Bloomington, Indiana, could be prepared by
using the formula: Cp, = C, (1 + r)® where C; = current opportunity
cost, C, = 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 construction and the present.” Do you

agree? Explain.
| /0é
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6. The irrigation system a farmer uses cost $10,000 eight years ago. It
will last another 25 years without additional investment. With that
system, he produces crops valued at $3.000 per year at a cost of
$1,000 per year. A new system would cost $15,000 to install, but
would increase production to $7,000 per year. Operating cost would
be 82,500 per year. The farmer would have to refurbish the new sys-
tem 12 vears after installation at a cost of 35.000. 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 31.000 at the end of 25 years. Assume a 10 percent discount rate.
Should the farmer replace his existing system?

. “When the Nuclear 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 $15 million and the construction cost at $113 mil-
lion, or more than double what it would cost to build.” (Monica Lang-
ley, “Government’s Staggering Leasing Expense Stirs Debate on
Whether to Rent or Buy,” The Wall Street Journal, 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?

. What 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.

¢. 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 handicapped from commercial buildings produced these
benefit estimates for a 202,000-square foot shopping center: Eco-
nomic benefit during 50-vear useful life of center (1975-2024) =
$4.537.700 cumulative gross revenues from leasable area. (This
increase in gross revenue per year attributable to new accessi-
bilty to handicapped persons is calculated by multiplying gross
revenues per vear by the ratio of handicapped to nonhandicapped
persons in the area. The estimate is based on gross revenue per
leasable area experienced nationally in 1969, brought forward to
1975 by the rate of consumer p_z'ice;index increase, and extended
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214 5/ CAPITAL BUDGETING AND PROJECT EVALUATION

1 , 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
' emploved.)

e. The Big Walnut Creek reservoir proposed for central Indiana has
,. been estimated to cost $92.4 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
z total annualized costs by $2.9 million. A committee of area farm-
: ers, using 1973 production figures, calculated that 16,000 acres
e T of cropland, pasture, and woodland in the “reservoir area” would
net 33.4 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 52
percent increase in ticket sales offset the cost of bringing 32 cheer-
leaders from Dallas,” a cost which the writer estimated to be about
$13,000. An official of the University provided information that the
athletic department paid $5,000 toward the travel expenses, with
another $5,000 provided by outside donors. Further, gate receipts
were $23,902. Another letter to the editor, six weeks later. provided

rummenta.ry " cost-benefit analysis:

Tf one makes the assumption that the 52 percent increase in ticket
sales represented a 52 percent increase in dollars from ticket sales. and
theuniversity realized $23,902 in gate receipts at the game, it is simple
to conclude that previous gate receipts amounted to 315,725.

Since the Dallas Cowboy Cheerleaders cost a total of $10,000,
$5.000 of which was paid by the athletic department and $5.000 pro-
vided by outside donors, a total of (310,000-[23,902 - 15,725})) = S1,823
was lost on the stunt.

Now, it's true that the university only paid 35.000 to recoup 38,177
in gate receipts, but they may also have otherwise been able to use the
outside donation for some other (more educational) nurpose, and thus
would have been better off soliciting the funds for some other endeavor.

*Matenal from The Chronical of Higher Education, October 21, 1981; December 9.
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Questions: . “E;.

a. How does this analysis differ from cost-benefit analysis? P ' .‘zf

b. Rework the analysis of financial effect, making any necessary Ly i

corrections and taking full account of the principle of opportunity | : ﬁ

cost. o B
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. Cases for Discussion 1NN

. . IR

The federal government has no formal capital budget and, as dis- RIS
’ cussed earlier, may well not need one. Federal agencies do, however, IR

have substantial capital assets and do need some systematic method J bty

for managing that capital. The following selection examines capital in- R

vestment in four federal agencies—the U.S. Postal Service, the General Pl

_ Services Administration, the Veterans Administration, and the Corps IR IR

of Engineers. Although dramatically different in services rendered, all g1 ths

'_'31 have significant capital investment. ; § e

- The material is excerpted from a General Accounting Office report. 141 E £

= 8 Not only is it a useful case study of capital acquisition practices in four i

- federal agencies, but it also nicely illustrates the work done by the ; L

GAO. A

: NER Y

. B Pt

Consider These Questions Pl

s 1. Do the agencies use capital budgeting as described in the chapter? : J} h Vi

v 2. What agency does the best job of managing its capital ; ; L

: investments? Why? Rl

e 8. How do funding mechanisms influence the process? Should they? i i

g pifr s

AR

] . [ i

General Accounting Office Report | } R

2 1105k

-' RERIAN

The U.S. Postal Service, the General Services Administration, the : i 48 :”‘

Veterans Administration, and the Corps of Engineers (civil works) in- Phii oo ;'

vest directly in capital assets, which means they acquire and manage e E EE

federally owned physical capital. Organizations (whether they are fed- RN : h(i’

eral, state, or local governments or private industry) possess zertain | iy -:‘;E

: 51 1§
; b !

— g i TE

¥ Source: U 5. Genera! Accounting Cfiice, “Fedeéral Capital Budgeting: ACallection of 6@1 ) 1, S

- Haphazard Practices ' 1PAD-81-10, February 25, 1981) f f ‘ St "L
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TABLE 1

Does element enhance capital
investment program?
Element USPS GSA VA CORFPS

Agency management attitude
enhances long-term capital

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

Congressional authorization
process encourages planning for

capital acquisition. YesP No Yes No
Agency has sufficient funds to

execute capital program. Yes No Yes® Yes®
Agency controls and monitors

capital project execution. Yes Yes Yes Yes
Agency uses economic analyses to

justify projects. Yes Yes®  Yes® Yes

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

#Corps 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.

PThe Congress has granted the Postal Service broad authority over capital
investments. The authonzing committees do not participate in the selection of
projects.

“Subject to appropriated amounts.

YAnalysis focuses on identifying the least costly way of meeting a need.

®Analysis focuses on demagraphics and identifying the least costly way of meeting
a need.

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 1.

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 not advocating that its fexibil-
itv (0F-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
adapted by other federal agencies.

Although the Postal Service has many good capital budgeting fea-
tures, it operatas under a cloyd of criticism because of capital invest- [}"Q

s L fees L T abieen Aatn AfF tho pﬂcr'x__l Ranrcani.
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MANAGERS HAVE DIFFERENT VIEWS
OF CAPITAL INVESTMENTS

In successful organizations, managers recognize and understand
the long-term effects of capital investment. We found that managers
in the four federal agercies had different views of capital investment.
Postal Service officicls place a verv high priority on acquiring and
rcaataining pnysicai capiral. Corps officials told us that they consider
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was established.! Today, the Postal Service’s capital investment pro- o Wi éﬁ"
cess seems sound. but we are planning to review some of USPS' more ATk 5;*{
recent investments and will report our findings to the Congress. lliEaied
Postal Service management recognizes that capital assets are im- i :;ﬁ £l %':'i
portant to productivity. USPS is an independent. off-budget agency . LLL- ?}!brg
and is not required to seek congressional authorization for individual o1tk i Ef::
projects. This independence makes it relatively free of the Congress as PR EE § E{
a source of funds for its operating and capital investment programs. Coiptrpd EE‘
USPS does not have to compete with other federal programs for cap- s ;'; a i;g
ital investment funds. The Postal Service prepares five-year capital in- Co ri‘?i 3 B%
vestment plans and performs extensive economic and cost analyses RN F ;£ L E
befote it funds capital investment projects. Once capital programsare - - - - | |- i ahe
:3inder way, USPS tightly monitors and controls them for cost and time | f b ‘E 3 g
of completion. After a project is completed, a postaudit analysis is i H E’HL’ i%}
;.done to find out if proposed results were achieved and to identify any BER i} ?* ; ‘%t
trends that need management attention or action. - , REANE ?f 51
In contrast to the Postal Service, GSA is subject to strong congres- | ! 1L 'ﬁgg ;-f;
sional control. It must first obtain authorization committee approval ; i a’r 1 .E:z £
for each project over $500,000 before it can request funds from con- DT ,L(é :
gressional appropriations committees. While this requirement does " fpi‘hj
not specifically restrict GSA planning, it does not encourage it either. i 3ub ggr o
GSA's funds are generated from user charges that finance lease pay- Ji %:‘gqf
ments, purchase contract payments, operations, repairs and alter- Pl E"Eé
ations, program management, and new construction. Because of legal l i LY {E’}
obligations {lease and purchase contract payments) and other priori- BER gL 3 b
ties, new construction is the last budget item to receive funds, and the ; : : g?: f?
remaining funds are not sufficient to execute a successful capital in- AL !,é» 3
vestment program. Because funds are insufficient, and to keep the i ’-,.{, l:ﬂr’(f
budget down, the executive branch has preferred to meet capital buiid- P lif ;::; ’; i
ing needs by continuing GSA's leasing program. These factors do not 'L ] k? i‘\ai‘}
encourage capital planning. The result is that GSA management does EY AT *h‘ﬁgf,ﬁ
not have a long-term capital investment program at the moment. ; | %5 {ld,itfr.
However, the agency is now developing a management planning sys- iy “f% L"irfij,
tem that sets forth long-range policies for public buildings acquisition, k ,]. f'g Eé!i:;
leasing, and major repair. The system is scheduled to be fully oper- SRR LT 3’;%._‘5’
ational in early 1981. GSA says it is trying very hard to plan effectively REREY: :F‘ 4 -:
for the future. ! 1 E Y ’%3
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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 11-member
Board of Governors, USPS can make independent decisions about
capital investment, and since the Congress has granted it borrowing
authority {up to $1.5 billion annually to finance capital acquisition),
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 $532 million per year over the last
eight years. This is considerably higher than the average of about
$200 million per year for the six 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 mission, which is to provide 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

|
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For vears GSA has met its capital investment building needs pri-
marily bv leasing rather than by constructing new federal buildings.
; From 1968 to 1979 federally owned space decreased about 23 million
square feet (from 160.4 million to 137.4 million), while leased space in-
3 creased by 45.1 million square feet (from 48.2 million to 93.3 million).
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i GSA continues to rely on leasing, despite the concerns of the House ; 3 : ;EJ §
_and Senate Committees on Appropriations and Public Works about at f': 9
= “*the increasing amount and cost of leased space. The Committees have 3 L{ 1
adVvocated direct federal construction as the most economical way to ARE:
¥

3 .provide space for federal agencies. GSA said it would prefer to meet
more space needs by new construction, but budgetary constraints
have limited its ability to do so.
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i We have reported that from the standpoint of the budget for the ": b
- Federal Buildings Fund, the best way to finance space is to build new ‘ i
%7 buildings.? This means large initial cash outlays for construction, but PR
N over the long term less of the Fund's resources would be used and a by o
) g larger budget surplus would result. A study of eight buildings showed 1 i i izs
E that under the purchase-contract method it would take 27 years to re- IR L:' y
B cover their costs. Had these buildings been new construction, their CliFiLE
: costs would have been recovered in 14 years. Leasing buildings pro- l B ,f i
i vides a positive cash flow from the start, but over the entire building ' tE
. life direct federal construction provides a larger positive cash flow i i
3 than either leasing or purchase contracting. ifii ;
Vst

o For vears GSA's management has not been committed to an aggres-
L7 sive capital investment program for several reasons: its current au-
i 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
1 mismanagerment. In addition. during the last five vears 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
B 5 kickbacks to GSA employees from contractors. ¥
i GSA recognizes 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 against planned tar-
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LONG-RANGE PLANNING IS NECESSARY FOR EFFECTIVE
CAPITAL INVESTMENT PLANNING

A successful capital investment program depends heavily on long-
range planning.’ Every organization that we identified as successful
prepares long-range plans, usually for a five-vear 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 $2,000 and a full economic analysis for each project
over 330,000.

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 $2 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 OMB Circular A-109, 15sued n 1976, directs feceral agencres that acguire
major systems to (1) relate capitaiinvestment needs to agency mission and goals, ang
communicate this relationship to the Congress early in the planning cycle and 12) iden-
ufy and expicre aliernative conceias through early contraciuai compention and con-
bineie mmmmar » r a3 10PT 25 €COT SMugaflv feasitie.
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Corps of Engineers
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Each year the Corps prepares a five-year investment program that
lists the projects available for initiation during that five-year period, e
given the probable funding constraints. The selection of individual 4
projects is based on national and regional needs within the region's al-
located share of the total probable funding level. The five-vear invest-
ment program does not set individual project priorities but does list,
by region, the status of a project’s availability for initiation. b
Annual recommendations for new starts are made from categories ! '
~ in the five-year plan that have a high priority. Right now, the Corps is
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emphasizing projects that satisfy the need for hydroelectric power, ur- Pk TR
ban:flood control. municipal and industrial water supply, and commer- I RES
cial navigation. ( b ;&
: - REd s
General Services Administration E ’ i JE%'
- ErRER

Right now GSA does not prepare any long-range capital investment T ' :h%f !_,
plans. Officials said they used to prepare them, but since there have R K ,'I"i,:
been so few funds for new construction in recent years they feel it is a . .' e
waste of time to prepare long-range plans for construction projects. : Y : J: ;;S
However, GSA is currently working on a five-year plan for housing its R #
federal customers. This plan is expected to be ready for use for the , i 41 I}r
1983 budget cycle. f i iy
The lack of capital plans by GSA has recently come to the attention i 3 4
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the current authorization and planning procedure. We also discussed
the need for long-range plans in our report “Foresighted Planning and

,le:'ﬂ"@‘-c "

of the Senate Environment and Public Works Committee. Committee I 2:
members introduced S. 2080, which passed the Senate on June 20, i "lf:"
1980. Among other things, the bill requires GSA to prepare and sub- S L f.}

mit to the Congress each year a program for construction, renovation. R [ -rfh
and acquisition, along with a five-year plan for accommodating the : j RAGEE
public building needs of federal agencies. =i ‘5{;‘ ’;i:
The Committee has also expressed concern about the piece-meal au- ‘ ":};:-] {ii
thorization of individual projects throughout the year. Right now the bigigt 12
committee approves or disapproves individual projects without the ' | EEREREHE
benefit of knowing the relative priority of projects, or how a particular Ca el i."
project fits in the building program. In testimony before the Commit- ‘ i i Hia
tee in January 1980. GAO said that S. 2080 is an improvement over ; § : ‘% )

a

1

WRILATA e T AT UL X AT A TITRS 2T AR AT,
¥ Y

;
i Ao
Budgeting Needed for Public Buildings Program,” (PAD-80-93, Sep- 4 .{ﬁ
tember 9. 1980). GSA acknowledges that it now has no cohesive. prior- i ; ;ﬂ’;
itized plan for all construction projects. However, such a planisin the c iRt HES It
development stage and would be required by S. 2080. i i Ei
1 3¢
THE CONGRESSIONAL AUTHORIZATION PROCESS CAN ‘ 3 D g
ADVERSELY AFFECT FEDERAL GOVERNMENT PLANNING IR B 1 i
: Iiineg

Today the Congress must authorize many projects individually be- 4 ; E

—
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fore tliey can be funded. We think that planning and executing capital !?
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DA YR

TABLE 2 Requirements for Congressional Authonzation of
Individual Capital Investment Projects

U.S. Postal Service No approval required
Generatl Services Administration All projects over $500,000
.. Veterans Administration All projects over $2 mullion
N Corps of Engineers All projects over $2 mitlion*

“Some projects have lower authorization levels.

3 investment programs can be more effective if the authorization pro-
ks cess focused more on an agency's mission and related capital invest-
ment needs. Authorizing legislation is the basic substantive legisia-
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
43 almost absolute control, as in the cases of the Corps of Engineers and
21 the General Services Administration.
2] Each agency has general legislative authority to acquire, operate,
o S and maintain certain types 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
2 ; -in addition to the appropriation control) of individual projects. In 1
e Bl practice, however, such requirements, though not necessarily by de- )
! sign or desire, can sometimes lessen congressional control, or at least
-4 . divert attention from the agency’s mission. Without benefit of ade- 1
23 ‘ quate long-range plans, these requirements force committees and the
, agencies to make decisions about projects without knowledge of over- i
; all needs or priorities in relation to authorized missions. 3
' 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. It 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 signif-
: cantly less than USPS in capital investment because of lack of funds
'y in recent vears. VA has authorization requirements similar to GSA's,
- but unlike GSA., its authorizing legislation requires that five-vear
' plars be developed and forwarded to the authorizing committees.
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U.S. Postal Service

3

When the Post Office Department was changed to an independent
agency by the Postal Reorganization A<t of 1970, it was given general

= Iz

—

AP O s



CASE: GENERAL ACCOUNTING OFFICE

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 (P. L. 96-22, June 13, 1979). Title I1I of this Act
provides that no appropriation to construct, alter, or acquire a medical
facility costing over 32 million can 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 $500.000. 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 constructing, replacing, or altering facilities; a list of 10 hospi-
tals most in need of construction, replacement, or major moderniza-
tion; and general plans {costs, 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 $500.000 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
committees since there is no legal requirement to submit an annual or
multivear plan. The prospectus authorization 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 without regard to available appropriations
and without explanation of relative priorities. Senator Moynihan, in a
statement in the December 3. 1979. Congressional Record on S. 2080,
said that: :

e
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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 [ 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

; ST 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 $180 million for FY
1980 alterations and major repairs, but the appropriations commit-
tees reduced the request to slightly less than 3146 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.
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The Corps of Engineers has the most complex and lengthy authori-
zation process of the four agencies studied. The conception, authoriza-
tion, and construction of a Corps flood control project travels through
several phases of congressional authorization. In 1978, we reported
that of 77 flood control projects studied, an average of 26 years had
y | elapsed since initial authorization and start of construction.® Planning
H 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—

5 1 ' Corps of Engineers
!
i
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*J S Gereral Accounting Office, "Repairs and Alterations of Public Buildings by
Gersz-al Services Administration—EBetter Congressional Oversight and Controf Is Pos-
sic.e " {LCT-78-335, March 21, 1979).
3U.S. Ganeral Accounting Office, “Corps of Engineers Flood Contrai Projects Could
1 Be Compietea Faster through Legislative and Managenal Changes ' (CED-78-179, Sep-
'E ! temeer 22, 1978). i,gf
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and Congress must authorize the study and construction phases. Pub-
lic Works 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
administration) 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
$2 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
and/or 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 project 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 funds are similar in that receipts from
them finance expenditures, which in turn generate receipts. There are,
however, important differences in the way 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) mail and services revenue, (2) reim-
bursements from federal and nonfederal sources, (3) interest on invest-
ments, and (4) proceeds from borrowing. These receipts are deposited
into the Postal Service Fund and are used to pay for operating ex-
penses. retirement of obligations, investments in capital assets, and
investment in obligations and securities as determined by USPS. The
Postal Service has a distinct advantage over GSA because it does not
have to compete with other federal programs for capital investment
funds and it can borrov up to 310 billion. A-net increase of up to 82 bil-
lion in ary one year can be used for eftzer ¢apital investment (no more
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;
,3 than 31.5 billion) or operating expenses {(no more than $500 million).
i The borrowing authority of the Postal Service greatly increases its

i flexibility to finance operations and capital investment.
: The Federal Buildings Fund, authorized in 1972 and begun in 1975,
5 - 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 services. 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 construe-
tion, (2) alterations and major repair, (3) purchase contract payments,
{4) lease payments, {5) real property operations (utilities, cleaning,
L etc.), and (6) program direction and centralized services. GSA is also
e 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 3386 inillion was available in FY 1975
through 1980, an average of $64 million a year. In addition, because of
language in the appropriations acts from 1975 through 1979, about
T31. $2.4 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 364 million for construction pro-
jects contrasts sharply with the 3115 million annual average during
o the years (1959-71) before the Fund was established. Even then, GSA

. considered the $115 million inadequate. In 1971 GSA had a backlog of
1 63 projects, with estimated construction costs of $750 million, that
b had been authorized but not funded. GSA pointed out during hearings

on the 1972 purchase-contract legislation that with annual appropri-
ations averaging only $115 million, it would take at least 10 years to
0 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 which it makes semiannual payments
to contractors for interest, real estate taxes, and amortization of prin-
: cipal. At the end of the contract period, title to the buildings vests
EESE with the government.
2300 GSA also used a dual method for constructing and financing 45
building projects. Construction contracting under the dual method

2ok Sebh
o

2 | 3 v *Atotal ¢f $13 million for the entire Fund were deposited in the Treasury.
8.
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TR
was made the same as under direct federal construction, but the pro- TR
' jects were financed by the sale of participation certificates and by bor- i ‘1,*4
rowing from the Federal Financing Bank. 1
Today GSA is again faced with a backlog of projects of about $737 ; , ;E;
million. The Senate Environment and Public Works Committee recog- TR T
nized that direct construction funds from the Federal Buildings Fund {1 b
. will not put a dent in this backlog over the next several years. The i,k
Committee reported out a bill (S. 2080) that passed the Senate on June g r o
20. 1980, authorizing GSA to borrow construction funds from the i P it
Treasury and to repay the Treasury from user charges. L ﬂ{,
- In October 1979,” we recommended to the Congress that any new f- b E

nancing authority for GSA be limited to direct loans from the Trea- ol
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 f :
i the most practical current alternative due to the limited funds gener- |

g ated from the Federal Buildings Fund.
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E Air 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 Copl
for a third London airport. (The concern was where to locate the air- .
7 port, not whether the airport was needed. Thus, the effort was a cost-
- effectiveness analysis, not a benefit-cost analysis.) The case presented
=2 here, reproduced from the The Wall Street Journal, provides an inter-
o esting illustration of the problems created in valuing public losses and aE
gains.
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Consider These Questions

’

1. What problems do you see with valuation according to fire
insurance values?

2. What is wrong with the antiquarian’s approach?

8. Can you propose an alternate approach?

[
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As a postscript, a third London airport has not been built, and none is ;
currently under serious consideration. i
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U 8. General Accounting Office, “Cost and Budgetary Impact of the General Services Aaminis- i
tration’s Purchasa Contract Pragram” (LCD-£0-7, October 17, 1979).
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228 5/CAPITAL BUDGETING AND PROJECT EVALUATION

Fight Over an Old Church Raises a
Tough Question

By a 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 seri-
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 mone-
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 $240), 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 8, 1971 Reorninted by permission of The
Wall Street Journal © Dow Jones & Company, Inc., 1971. All rights reserved.
s
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. “Negotiating Skills for Budget Officers” by Mike Bestor © Government Finance
Officers Association 1993 Reprinted with permission
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Negotiating Skills for Budget Officers’

Wrether present"rcr before the board of elected officials or one-on-one
with a department head, the budget officer needs a tool kit of negotiating tactics
for keeping the process moving forward to a favorable co;zc/' sion.

budge: 1s a contracr with many

paruies. A budge: 1s a contract be-
tween atzens anc their elected ofiicials
whereby a spec:fied amount of taxes and
fees will be exchanged for services and
phvsical improvements. A budget is a
contract berwesn the eiected orficials and
the admunistration to provide cerzain
resources 10 exchange for a series of
accompiisnments. A budget is a contract
berwesn tne organizauon and its
empiovess to exchange pay and benefits
for work. S

In the private sector, good corniracss are

enrered into ov botn sides with a sense of
anucipation as €3cn parTy agrees o gIve up
some of what 15 aiready owned :n ex-
change for something owned by znother.
All paruies involved in buving and selling a

.+-1+_new home or staring 3 new business

venture gcne’a'lv feel like winners. [n
internationat relatons, the entire worid
can eagerly emerace a contract for peace

- benween warning nations. A good buczer
n scate and local government mav not
have the drama of an intematonat peace
treatv or the tang:bie fest of a reaj estate
transaction but snouid generate much of
the same positive sxcicement.

Business conracts. intemanonar treates

and governmental budgess thar go on o
fuifil che: mise are not quxckiv
adopted. The grocess of reaching the
agresment Is 35 catical to 1S comaieze
accectancs 3s tne nnal terms. The process
ot negonann; 23n buud rust, uncerseand-
Ing Of the ssues, new soi.: ons and a
feeiinz of acccmoushment. The zrocsss
and rne progress are o tne hancs of ine
negonator wrno mav te cailed the suver.,
salescerson. zmzassacer or buczer orfizer,

T 2CCALICH Drocess, when

. .2%0IVES 2 MUual searan

Tives tnal el everyone wm and

rganizanon towars s

wor
lhe

goals. Negotiaung a budget 1s not

* playing ping-pong where the department
head asks for a 5 percent increase. the
budger officer offers 3 percent, and both
finaily senie at 4 percent;

wnumidating a department head into
submission decause the budger person
has better access to the top;

srmiling a loz and trymg for the budget
thar angers the fewest people:
generatng reams of spreadsheess. charts
and graphs to prove tnere 1s onlv one
correct budger: or

feeding data. ideas, printed reports and
mavbe gossip o the chief executive
officer and iecting the CEQ, who ™is the
only one with power,” handle the
personal confrontations.

Any of these ractics mav work in the
short run bur are destructve to real
organizationai achievement. The tradi-
tionai approach to nezotation was often
mistaken for conironcation and negoriators
were chought of as eizher strong or weak,
aggressive or compliant, winners or losers.
Gamning concessions with threars mav or
may not gain the concessions bur wiil
surelv damage office relanionships: 1 bad
reiationship wiil not be improved bv
making concessions. and winmng at
anotier’s expense 15 NOL an appropriate
goal.

The yood news 1s that negontatng skiils
can be learnec. and adding these skiils to
the technical ones aireadv possessed wiil
make for 2 more connident—and conse-
quentlv, more :ffcc:n-e—budge: profes-
sional. The paradox ners s that nezouat-
ing s a stressfzl undert nkmg, and stress
innibics the creanvicy nesced for 3
successtul outcome. Negouaung 3 budget
it the DUDIIC SeCTar is stressrul because it 15
comoiex, COn(—'_.C:‘:: \.( 3 lJ’EC Juc.ence,
and under ingense tme pressure. 1oe Kev
to nanacling tnis stress is preparacion, and

BEST AVAILABLE COPY
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By Mike Bestor

negonaung shouic be approached as anv
other marnagernal assigament, ane that
reguires the same five universai tashs of
management: planming, organizing,
staffing, direcaing and controiling. The
iminai four are. uinimately, Suiiding Biocks
to tne nifth.

Planning

The planming orocess isel includes Sve
steps: Orgamzanonal goals, ceparrmenia,
goais, personal zosis ana 2n3isis. 170°-
macion garaening and power analvsis. Thae
budzer negot:arion worksnesr shown in
Exhibic 1 wiil heip the budzer oticer paan
and prepare ‘or (ne negouation. Tne mis-
sion stafements Of tné Orgarizarion. the
budger otfice and the department 10 ques-
ron are compined wirn the speainc direc-
uves from the CEO thar acpiv to the cur-
renr budeer frocess s & consiznr remuncer
ol the pl‘rt‘OSg benina tne budzes process.
The budger officer then looks ror tne
quanuaine and tne omten-oveniouned
qualitatn e pressures (nat face the cecan-
ment to betzer undersiand the otner sio2.
]f JCulEIO"l'H res2arin must :C aone, (N2
budper orficer snou.d 12enlin™ 1t nuw ana
set specific deaclines for comorenion.

Org:mu:mon al Goals. The ~uczer
Of['CL'.’ TUSE irsT sTEl "'IC'\ ang resess Ine
organization’s Mmission STATEmeNL, 03
anc straregic ;i.m. Buazers. aer i, are
not 1 goas out 4 [OO; Ne orgianizalion Lses
rs own reason or oemn. If tne
n.nc not

to acniese
or :nlza:'onal £01s and plans

[RICTVIEWwS wirh che eleCIzd and execinne
orficials mav be rcquanG {0 1ocus (ne
buczer process.

Dcparrmcqnl Coals. The budger ez
ment snowd have a clear defintrion of
wrat mases 2 g72at Sudger As GrOA's
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Distinguished Budget Presentation Awards
Program recogmzes, a grear budget 1s a
poiicv document, a financial plan, an
operanons guide and a communications
device. A budger department mav add
otner criteria, like empowering staff and
€NCOUragIng an energetic depate, but
shouid hnow in advance what a successtui
nrocess wiil look like.

Personal Goals and Analvsis. Budeet
orfizers also Must Consider tneir own
personai ~ians and coais, reviewing them
Ind communing them ro wrigne. Wil tne
same orocess be undertaken with the sarme
o aeers nexs sear’ “What aboust the vear
arter that’ A sopenng thouznt and one
TnaT Can prevent many stuptd mistakes.

16 Drcrmmin 1993 ¢ GoveksmrnT Finvasce Riview

Failure to recognize and understand what

~ s reallv desired leads to stress and burn-

out. If getung home to one’s famly by
5:30 every nizht 1s important, for
exampie, then the budeet otficer should

- “develop a budget scheauie that allows 1t

Personai traits also should be analyzed.
Are minure detaiis all-consuminu? Are
deaisions made quicklv ar deliberateiv?
Are notes IMportant? Not eXamining
oneseif oblectively and thorouchly can
make 1or a budeer otficer W no misses i
chance to controi some natural tenuencres,
expio useful ones and compensate for
weaker ones.

Informanion Gathering. [ntormianon
gathering must not te iimited 10 revenue

forecasting, cnst anaivais and i+ Nation
estimares. It s cruciai to uncerstand wnat
the department heads want and not to
assume that they only want more mones
for their department. A budget officer can
offer secunity, prame, flexibriity and 4
quick decision that lets them “zet buaca 0
the job.” which mizht ce more *mporrant
than money. What are the quanutaine
and qualitauve measures of demana on the
other department? What changes in pres-
sure do those measures reveal? How
would this department describe the out-
come of the previous budger cvcie? What
other research must be done to fuils
understand therr perspectve?

Power Analysis. This is the final step in
the planning process. Posiion within the
organization ts onlv one source of power,
and any budget otficer tnumidated when
outranked should inventory other power
sources avatlable:
¢ hard work.

* specialized knowledge.

e focused job responsipritties,

* high ethical standards,

* beng useful,

* dispensing praise.

* sharing or withholding mrormation. and
* guiet self-control.

Power 1s very personal and very sirua-
tional. If an emplovee 1s truiy commuczed
to the mission of the orgamization, the
integrity of that commitment carries
exceptional power 1nto everv encounser
Only the lion can make the rationai
decision to he down wath the iamb. not
the other wav around, and the determ-
nation of who 1s 1 hion and who s a.lamb
within an organization depenas on more
than position. Much of it depenas on each
individual’s own perception and analssis
The hion has more choices and theretors
can accomplish more.

Organizing

There are several orzamizaoonai ractors
that the budget officer can control or
influence to improve the prospects tor a
positive negouating, experience. Sound
strategy requires preparanon of at least
five: controlling the tirming, using tne
wrireen \\()rd, aAnNCipanng Hssues, reanny
Ilmlrcd JpDﬂrL’n[ ethority and arranging
the settng.

Controlling the Timing. Time pressure
15 one of the most criticas fagzors in ans
necotuation. It s also the one 1rea wrere
the pudget department has aimost
unhm:ted power, vithin staturory himas,

/4,
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to exeraise control The buduet officer can
set the caiendar advantazeousty, putting
the bulk ot the pressure of deadhne onto
others. The Pareto ruiz, 1s it appites o
negouanons, shouid be remembered.
“Etgnev percent of the concessions are
made n the last 20 percent of the nme.” A
sertes of deadlines should be built nto the
schedule so thar several smail concessions
can be encouraged instead of one bic one
encompassing every single issue at the end.

Using the Written Word. The power ot
the wntten word cannot be under-
esumated. Prices posted are rarelv
questioned, while prices quoted often are
open to bargaiming. The budger officer
should write an instructional memor-
andum for evervone volved n the
process. including the decision makers. If
possible, the memo should be signed by
the CEQ. Anvthing written convevs the
message thar evervone 1s being treated the
same and that the process is open ond
aboveboard. Furthermore, wriung down
hoped-for outcomes gives them a
legitimacy that many will not question.

Anucipaung Issues. A list of issues
artemnpts to anucipare evervthing that may
come up in the negouations. A key
strategy 15 never to narrow things down to
just one 1ssue—if that happens, sameone
will win and someone will lose. With
several items on the table, tradeoffs can be
made more evenlv. It may be necessarv to
add 1ssues. pamcularlv ones that lacer can
be given away so that evervone will win

-+ something.

Creating Limited Apparent Authontv.

Even if the budger officer nas absolute
*authority, a role should be designed that
- makes 1t look like this 1s not the case. One
1dea 15 to build in a review step. A budget

commutee can function like the often
mvthical loan commuittee in a bank,
keeping the pressure off the officer to
make a decision on the spot. The
commuttee 3iso ¢2n function as the “bad
guy.” leaving the otficer free to be the
“good guv.”

Arranging the Sereing. Finailv, the
budzet officer shouid consider how the
setting wself will infivence the ourcome.
Ore party mav well be inumidated by the
other s orfice. so the best setting for a
muruai win 1s a neutral place where tre
officer and the department head can sit
side bv side and work through the prob-
lems towerner. Facing off. even across 1
neurraj tazie. il feei ke 1 conrest no
mazter whar :s said. Siming togetner. sige
bv side witn tre orooiem n frone, heips
Create 1 SuDTIE TONC Of teaMW Ork.

——————— —— =~

Staffing

A good negotrator has pauence and an
abiiitv to plan. is goal directed. under-
stands the organizauvon, 1s nnovative and
has a tair amount of stamina—all quaiities
that can be developed and improsved.

Good negotators are made, but 1t takes a
vear-round commutment. Part of the
departmental traming budget should be
invested 1n some of the semminars, books
and casserte tapes on the subject. The
budget officer should develop supporting
skills in listening and staving focused.

The pertormance appraisal criteria used
for budtet negotiators are extremelv
important m determining the success of the
win-win strategy. Short-rerm measures,
such as percentage cuts in departmental
budgets and faiure to deadlock. do not
define pertormance; the real measures
come over ume as the organization moves
toward 1ts goals. While the budger officer
should work etficiently and quietls . the
organizanon’s needs mav require that some
people teel pain. That possibility should be
discussed and prepared for earlv in the
process.

Directing

Directing means staving focused on the
goal. The budget process 1s underraken to
improve the orgamzanon while improving
individual relationships. A favorable
agreement must be reached 1n a reasonable
amount of ume while analyzing optians.
Public input 1s sought even though the very
presence of an audlcnce can inhibir the
creauive process and make everyone adhere
more srrongly to stared positions. The
drrector’s job 1s 1o search behind those
stated posinions for the underlying mnrerests
of all parties and emphasize the areas
where true interests overlap.

If the budset department 1s large
enouch, role playing and other rehearsals
wiil prepare every member tor more
contident performances in live encounters
The small or one-person depurtments
shoutd seck the same rehearsal and
coaching from peer groups.

Conrrollim,
All of the groundwaork the budaet officer
l.ns aver the hrst four steps (o the
ezotiaung pracess wil reap rew ards
durmL the finai test: n the trenches
Whetner oresenuny before the board of
eiectec otficiais ur one-on-one wirn 1
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deparrment head, the budger officer
should know several tacucs for keeoing tn
process moving forward to a favorabl
conclusion. An etfecuve budeer orzicer
must know how to deflect progress-stoo-
ping moves. The toilowng tacnics can ce
practiced 1n dav-to-dav commerze awav
from work untl they become ramii:ar.
Eich s a fegimate tacuc to mauneam =ro-
ductive communicatuons n scressiuj
situations. Thev should not be used.
however, by someone who 15 uncomro=-
abie with them or by one who sees them 1.
a tncky wav to win an argument, Since
each ulso mav be used by the orher parn,
the protessional budget negotiator snow.d
be famihiar with them all.

Ashmng for More than Is Expected. Thus
tactic may seem obvious, but it 1y tne mos:
1gnored and vet most produceive tacoic in
any neegouanon. Asking tor more than :s
needed otten will result in gerring more
and can aiwavs be used to aliow rne ormer
person to win sometnine. In necortann
budzet. as i developing a career. those
who aim nigner get more.

There are crhchI and strategai
considerattons. however, that must no: oe
crossed. The negonator must be azie o
jusuts each request with a clear ang
precise statement ot the benenies it il give
to the orzanization and why the cost to
the other partv 1s reasonable. The 1dea ;s
not to put torward a list of outraveous
propos.is but rather to have an arrav of
1ssues that the negouator conticenziaiis
ranks trom “must have™ to "want it” 1o
“don’t reallv care.”

The counter tacuc for the budeer otficer
whn teeis the other partv 1s ashing tor 100

-
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much, s calmlv asking the simple
question, “Whv do vou wanr this?™ after
each item. The kev here 15 ey, not the
word but the thought. As the hst develops,
the question can be restated for variery,
“How would we justuty that request to the
commuttee?” or “Whuart are vour reasons
for this request?™ The tone and the words
should indicate that the questioner s
seeking intormanon tor a problem-soiving
exercise and not engaged 1in a contest ot
wills.

In anv bargaiming sicuation. if one’s hirst
offer1s accepred quickly. the naturai

sion 1s to wonder if too much {too

littie} was offered or if the merchandise or
the agreement 1s inherentlv lawed. Afrer
winning what was spught. one snll feels
cheared. This 1s refégred to as “:the
winner’s curse” and it can destroy working
relationships. A hard-won agreement
where eversone pives up somerming s
ulumately more satisiving and producine

over the iong run.
ES:
3

The Hot Porato. Just like in the chiid's
game, when someone tosses out a hot
question or dilemma. the budget officer
can quickly curn it around and gently toss
it back in the form of a question. For
example, if asked, "How can | possibly
dehiver quality services witn 10 less
peopie?” the budget orficer can respond.

“Heip me understand this. When vou tail -

about quabity services, exactis now do you
measure that*” If the not potaro s,
“You're ashing too much!” the gentle
rerurn toss couid be 1 simpie and quier, >
"Too much?” or "Now wnen you sav ‘too
much’ vou mean ton mucn refate o
whar*”

By taning tne hev word or onrase and
gendiv tosang it bacs to them in the form
Nt 1 guestion, the cudzet nthcer can
deflect ine hostney Questinnas are on
ITTOMARL 10A) 1OF gvery FenNtiator 1l
The Test JUESTIONS CAME €20 15 Purs .1 d
genuine Hict-nmdirg 2Hort it tnar ooarzern
1> eSTADhsRed DY the CUGEEr Officer and

18 Drcimnen 1993 = GOVERNMEST FinancE ReviEw

that pattern communicates J sincere desire
10 understand, the gentie question
becomes an extremely etfective shield.

The Freedom of Intormation Gambat.
The pubhc nature of governmental
budeets 1s an asset chat can be used
advantageoustyv. In many other sectors the
only informazion availabie 1s what the
nerouators reveal, but in government
stated probiems and clams can be
inspected in person. The budeet officer
and elected otricial can nde in chat
“unrehable” truck. search through fles
that must be microfilmed and. 1n most
cases, talk to parucipants in every
prouram.

Each nesoniator 1s trying to change the
behefs of the other. and the process of
changing someone’s beliefs, in aivilized
society, 1s a process of education. The
pubhic nature of therr work gives stare and
local government officials an advantage:
there are no proprietary or trade secrets to
protect. aithough there are some functions
that do require confidentialitv. Budgeting
should not be a spectator sport; show-and-
teil 1s suil one of the best ways to generate
creatn e sofutions.

Set It Aside for Now. When an
uncomfortabie impasse anses, the budger
officer can move past it, and then bring it
back while there are sull other 1ssues on
the table. It must be remembered that nar-
rowting necornatons down to just one 1ssue
creates the undesirable win-lose game
again. Temporary adjournments dare
sometimes the best and someumes the only
wav to maintain progress. Every budger
calendar should allow for cooling off
periods.

“We'll Have to Do Better.” Using the
previously created higher authonty s a
wav for the budger officer to halt a
seemunulv unstoppable drift i negotiations
towards an unsanisfactory agreement. 1f
the higher authonity's response to the last
proposal was, *You will have to do
better.” a eooiing off pertod occurs and
the excitement of a new, mutual chailenge
15 introduced. It mav be just wnar is
needed to cet the otficer and other parties
creative and productive agamn.

Concessions Martter. A good negottator
considers everv concesston sizmfiicant and
strives tor a counter-concession. The
budger otficer can afw avs sav, orimply,
*1t 1 do tns tor sou. « hat wiil vou do tor
me*” The rouin protessional negonator
,l}‘v\‘ 1S i!.‘!\' the "‘[:’fcr !_‘\il":V MJake an even
Picger deall o tneir constituents, of
cnnceessions won  The purlic-sector
protessionad Goes not react cersonally

when the elected otficiais clum grear credis
fos keepinu the bureaucrats in cheek or
when the department head teils emplovees
of budget victories

Concessions Must Send the Right
Messave. The oniyv pattern 1o concessions
that should be estabiished 15 one of
dimimishing returns. Five concessions of
$100,000 each are a mustahes 1t s better to
give $300.000, $§100.000. $30,000,
$20,000 and $3.000. The big early
concession shows 4 commitment 1o reach
an agreement. while the smaller and
smaller pattern shows that a limit 1s being
approached. If everv concession given has
been for $100.000. there 1s no reason to
behieve that rurther effore il not vield
another $100,000. In the second example,
one might expect to earn one more con-
cession of $1.000—hardlv worth the ume.

Splitting the Difference Is Unwise. The
budger officer should never otter to spiit
the difference but should encourage the
other partv to do so. If the otficer proposes
§700.000. and the other person asks tor
$800.000. there 15 obvioush 2 100,000
gap. The other party mav weli orier 1o
spht the difference. at which point the
officer can rake it back to the commisiee
higher authoritv. Then, the negouator can
return and sav efforts to seil that amount
to the commuttee + the bad guv) faled. The
officer 15 sull at $700,000. bur the other
party has direadv come down to $750,000
and, in ume. mas well offer to spht the
difference azain In short. patience and
stamina 1N negotiations pay otf.

Playing Dumb. Some questions simpis
do not deserve an answer. For those that
do, budeer officers are not required to
know all the answers. The more the other
party must explain. the rnore tme there 1s
avadable to think through the problem
and search tor solutions. Plaving dumb
encourages the other party 1o talk and
ultimately ger to the vital, underiving
reasons behind the stated posions.

Plavine dumb 1s not the same as bemny
dumb. While the other person s talhing,
the shilled negotiator pavs verv close
attention to ail the verbai and nonverbal
signals that are being sent Libraries are
full of helprul manuais to improve one’s
abihty to listen with all the senses, but
those who have acnieved any ievel of suc-
cess instinctively are prerared 1o unaer-
stand. of tnev wul 1ust pas attennion

Using and Watchine for Words that
Help. The smart department head will
seck a biceer capuwal or traming budeet by
tatking 1n terms ot the “avestnent” to be
made, not the “cost. ” The savvy uata
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processite chief 12lks abour the organ-
1zanon “owmng” the vest technoioey, not
“busine” 1. The career-oriented cudger
otficer teiis the mavor that the assiznment
to cur tre budset ov 10 percent is
“chailenging.” not “overwheiming.”

President Clinton used this tacuc verv
effectively m his campaign when he talked
about "public investment” not “govern-
ment spending.” The media attention and
criucism of this tactic may lessen these
particular words' etfectiveness in the short
run, but the conceot 15 still sound. Overly
ambitious attemots to pur a favorable spin
on everv proposal, however, will generaily
backtire even on the most skilled pracn-
tioner. Honesty 1s sull the best policy.

The negonator who 1s trying to build a
relauonsnip of trust and mutual support
also should use powertul words to
communicate when personal commitments
are made curing the process. One shouid
never promuse to “try” to meet a deadline
but shouid set a deadline that can be met
and sav, "l will have it readv by. . .”
Firmly stating the commutment to perform,
when tnat performance 1s totally within
one’s power, lends credence to those
appeais to higner authonty when, in fac,
the budger officer can only try to sell the
idea to someone cise. Wimpy speech pat-
terns, such as “I'll see 1f 1 can ger this done
by somezime next week,” have become a
bad habit for too many people and do not
build respec:.

“Quch.” A physical response 10 a
request for a concession can be very effect-
e 1n demonstratng that the request 1s an
unpieasant surprise. Responding
physicaily, for example by flinching at a
regquest. immediately lowers the other
person’s expectations of having it granted.
Thus 1s one controlling tactic that must not
be overdone but can be used effectuvely
once or twice.

The Joke. There 15 no better tool for
relieving 1 tense moment than a sense of
humor. The buczer professional should
not try to memor:ze jokes but rather
analvze the gooa ones for the cleverness
inside. Keeoing and penodically reviewing
a log of wirty pirases and clever
merapnors will het the memory recail the
rgnt witicism ar tnat cruaal ume. During
a parncutariy difficult session, one budget
otficer was asked bv a counalman, “What
wouid happen 1f we cut every travei
budget by 30 percent?” “Well sir,” the
otficer reciied, "I guess we woulid suil be
able to send 2s manv peopie to raimng
and crotsssionat meeninegs but we couldn't
bring anvone cacx.” The surpnse and

. gESTAVAILAB/_E Copy

silliness of that resconse took the tension
out ot the room 10 an instant, clearing the
way for 1 more meamnotui Comersaion.
Silence and Listening. Ashing a question
creates tension, but tainng relieves thar
tension. Once the budeet officer asks a
question, stlence should be kept until the

other person answers. [n an adversanal

situation, the first person to talk loses. In a
cooperative, problem-solving session,
taikine first after asking a question relieves

the other party of the nced to think. In
every situation, sincerely and acuvely

listening to another person is one

concession that 1s easily given and warmly

received. Listening 1s a concession just like
any other and 1t ts not unfair to expect a

counter-concession from the other party.

“Pur Yourself in My Shoes.” Asked to
svmpathize, the budger officer responds,
“Yes, | know you have a serious problem,
bur how else woulid 1ou suggest we meet
the mayor's directuve to cut tne budger by
10 percent?™ This 1s the same tacuic the
budger otficer spent time with 1n the pian-
ning phase, onlv reversed. The budgert
officer who has spent ume lovking at the
probiem from the other’s perspective has a
legiumare nght to request reciprociey.

Changing the Other Party’s Focus. If the
department head s hung up on the big
picture ‘e g., 3 13 percent personnel cur
the budeert otticer can chanue tnhe tocus to
an item-bv-item revien of the department’s
responsitilinies. [t stuck on a particular
function or role to be cut, the buarer
otficer can talk in terms ot the tnra
departmental work torce or the historical
pattern ar the amount ot space the depart-
ment tahes—anyThing that might be a new
angie on tne problemn that s causing so
much ditnawey Just ke 1 high-guabity
camera iens, changiny the tocus wiil heip
both parties see ana understand rhe total
picture.
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Grade the Impasse. A powertui sactic
for breakine an impasse uses two vers
direct gquesnions: “Help me out on tns ~
can better understand our ditficuizs O
scale from one to 10, with 10 bemng mnar
you agree with evervehing [ve said. wne
are vou now?” The other party aimost
alwavs will gtve a number in response o
this questuion. The next question 1s: “Wh
will it take to get you to a 102™ This tac
works so well that it should be usea oni-
when the questioner reallv wants to kno
the answer.

Change the Negouator. Someumes tie
only way to break an impasse Is to intro
duce a different plaver. Large budge:
departments can prepare for and use thi
tactic with little difficultv. Smaller
departments mav need more skill to avor
ever needing this one. A new face s
sometimes all chart 1s needed but a new
negouaror aiso can ask the other parts =«
review the progress made so far. Bv
focusing on the progress made. the new
negotiator can regain lost momentum.

And Then Some. The effective buaze:
officer always remembers the long-term
relationship and
* keeps every promise made and then

some,
¢ helps the other person win and then

some. and
* helps the organization achieve and tne
some.

Achieving the Mission

Budget otficers have a contract with
their orgamzation to help thar
organizanon achieve its mission. The
contract and the mission mugne not be :-
writing, but the professional understand
and strives to fulfill both of them. The
professional accepts personal responsio’;
to gain new skills chat will turn the oud:
process wseif into an effective tooi ot
accompiishment tor the organizanon.
Skilled neconators challenge themseives
and others to reach the attainabie hmas
a manner that increases productiv iy an.
moraie and makes evervone a winner —

MIKE BESTOR 13 00y mednaer o Goder L2360

and 2 sernnae instructor wor GFOQA s srared ¢
DrORriT an ofleciit e DudQer presenianun e 300

Certed o sLate and Counts gorertment 1t Messous
JS IR Jdiunct iRSERCIOr fOr () cOueges He nouas
AM Y uma B Y degrees 1n manugement and s 3 o0t

nnciar puanner

GoveRvmENT Fivanct Revies



-

BEST AVAILABLE COPY

DESCRIPTION OF THE FINANCIAL PLANNING MODEL

Methodology

The model was developed on an Excel for Windows spreadsheet. version 4 0 [t 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 flexible 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 allow
for added columns and rows without adjusting the other spreadsheets Various line items in the
input tables. and capital and operating budgets are left blank to allow for entry of additional data
which we do not currently have.

Input Tables

_Each of the input tables allows the user to change information as needed and run various
finaticing and construction scenarios. This information then "feeds into" the capital and

operatidn/maintenance calculations and ultimately. into the rate calculations. There are 4 input
tables .~

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
Caiculations

D) Input Table 4. Individual Construction Schedules per Project

A) Input Table 1. Funding Sources and Characteristics

The right side of this input table lists cach of the funding sources participating and the
corresponding percentage contribution to each project The potential sources include
the City of Szeged. Central Government grants, World Bunk loans. European Bank tor
Reconstruction and Development loans, commercial bank loans, vendor equity. local
assessment districts and a Pay-as-vou-go fund (discussed in more detail in the Caputal
Budget section)

The left side of the table describes the characteristics of cach funding source by 1 pe.
total amouni. and interest rate, term. and grace period tor loan sources
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B) input Table 2 Project Start and End Dates

This input table lists the start and end dates for initiation and completion of cach
project  The corresponding construction schedules in the capital budget will shirt
based upon the start dates entered

C) Input Table 3 Assumptions for Capital and Operating Budgets and Rate Calculations

This table shows our assumptions with respect to the following intlation. devaluation.
sewage flow and water demand. exchange rates. household statistics, water and sewer
hookup information. operation & maintenance. depreciation. abstraction. fines. value
added tax. necessarv debt service coverage and equity return.

D) Input Table 4 Individual 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 vearly costs The construction start vear input (as
discussed in B) then instructs the model to take these blocks of costs and move them
to the appropriate time period in the capital budget.

Capital Budget

The capital budget is organized into uses (vearlyv project costs) and sources (of funding) The
yearlv project cost information is derived trom the data fed into [nput Table 4 The data trom the
latter is processed through two intermediate tables before reaching the final capital budget First.
the base construction costs are ted into a "Detailed Unintlated Capital Cost" table which 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 Inflated Capital Cost" table which intlates the costs to the appropriate vear using a

. projected inflation rate for that year (The inflation rates we used are discussed in more detail in
< the Assumptions section) Finallv. the detailed intlated costs are fed into the final capital budget
in summary form and are shown with corresponding funding sources.

There are 8 possible funding sources that we show in the model (of course. these sources can
be modified as more specific financing information becomes available)

(1) City of Szeged Grants

(2) Central Government Grants

(3) World Bank Loans

(4) EBRD Loans

(5) Commercial Bank Loans

(6} Vendor Equity

(7) Local Assessment Districts

(8) Pay-as-vou-vo tund derived from service charges

BEST AVAILABLE copy
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The sources of funding fizures are derived from the data entered in the "Funding Sources and
Characteristics” input table  The veariv capital cost tor cach project is muluplied by the
corresponding funding source percentage entered in the aforementioned table to determine cach

'S

funding source's contribution to cach vear of capital costs

At the battom of this spreadsheet is a Capital Works Fund subsection  This fund is used to
pav for all capital costs not covered by the other tunding sources  Capital Works Fund money is
derived trom two sources. (1) a pay-as-you-go transfer and (2) a depreciation transter from the
operating budget Both sources originate as line item expenses in the operating budget The sum
of these two transfers covers the shortfall from the seven other funding sources The ending
balance of the fund after withdrawal must be at least zero Accumulating a positive balance may
be desirable if the city wants to fund future projects without raising tuture rates

Operatine Budeet

- The Operating Budget is organized - into-operating 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

«:_-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, sewage collection and water service The annual
charge per category is based upon the total annual costs attributable to that categorvy These costs
are described in more detail in the "Rate Calculations" section.

Operating Lxpenditures

These consist of operation and maintenance costs and transters to the central government
Operation and maintenance is made up of energyv. labor and direct costs (for repair and
replacement of pipes. etc ) Value added tax (VAT). river discharge fines and abstraction tees are
transferred back to the Central Government.

Non-Operatmg Ixpenditures

Non-Operating  Expenditures include total interest pavments. planning costs tor the
wastewater treatment plant and Sewer Group A, funded depreciation. and the pav-as-vou-uvo

transters  Funded depreciation and the pav-as-vou-go wansters are transterred to the Capital
Works Fund to cover,the shortfalls in capital tunding.

), .2
i{l;‘r. R

150



Debt Service Coverage

Debt Service Coverage is calculated by dividing net operating revenues by debt service. 1e.
the sum of interest and principal  Note that net operating revenues does not inciude non-
operating expenditures

Return on Vendor Fquiy

The model calculates a pre-tax equity return on total vendor equity investment We provided
for a sufticient cash flow to target an approximate 30° return in each of the scenarios This was
accomplished by adjusting the debt service coverage ratio. which is included as part of the rate
structure  For example, by increasing debt service coverage. rates increase. which in turn
increases revenues, annual cash flows and ultimately. equity return Therefore. since the cash
flows are different in each scenarto. debt senvice coverage ratios are also slightly different so that
each scenario has an approximate 30% equity return

Rate Calculations

‘The rate calculation section is located above the operating budget in conjunction with a cost
summary The cost summary lists all the costs associated with the three projects. which consists
of planning. capital tunding (includes depreciation), operation and maintenance, debt service
(includes appropriate coverage and forint devaluation against the dollar), abstraction fees (for
water service onlv) and value added tax

The rate calculation section first shows the expected sewage discharge and water
consumption volumes over the 1994-2013 period Below this. rates for sewer treatment. sewer
collection and water service are calculated by taking the annual cost summary figure per project
and dividing by either the sewage or water volume figures 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 monev to fund any future projects. then
rates can be increased 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  First, projected monthlv household income is calculated
by taking historical monthly income data per emplovee. multiplying it by our assumed 1 ¥
peopleshousehold and inflating the result to the proper vear Then. the total monthly household
bill is calculated by multiplving the 90 cubic meters of water usage and sewer
discharge-household/month figure (5 0 cubic meters/personsmonth times | $ peopleshousehold) by
the corresponding rates  The sum of the monthlv fees for sewer treatment. sewer collection and
water service gives a total monthly bill for all services  This total is then divided by the monthis
household income to obtam the percentage of monthlv income. which should not exceed 3%, 1
anv scenario in any vear it does. then construction for particular projects must be delaved unul
the percentage decreases

Senver proieet budget handouts deev6 nitu Method-c doe
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A COST/BENEFIT ANALYSIS OF
SAMPLE CITY'S INVESTMENTS
BY USING THE "AMOEBA” INDUSTRIAL PARK PROGRAM
AS AN EXAMPLE

by Mihaly Lados
(MTA RKK Scientific Institution in Western-Hungary)

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 lay off 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
Jjob 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:

e improvement of the environmental condition 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 strategy, reduction in unemployment was the first priority. They set
an objective that ahout 2,000 jobs would be created in Sample City within 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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. Create an organisation that helps smali- and medium-sized companies to develop;
. Develop and apply a city marketing policy and a policy to encourage businesses;
. Environmental rehabilitation of unused industrial sites;

. 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

is an abundance of supply in sites. Experiences showed that some of the 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 plun 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
external funds (possible state grants) and investors.

As a result of the preliminury 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 establish 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 wtility 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 [ 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 German ownership started production on March [, 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 80s 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
purchase price, which was very high for local enterprises: 4,000 Ft/m?.

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 5" 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 planned 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 1,100 in year
2007, which is almost.one third of what was expected from the Park.
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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' for Phase I, or one fourth of the total useful land has been sold.

Investment return calculations for the project were made at 1992 price levels. because
Phase | of the “Amoeba” Industrial Park was completed in that year. Data items were
calculated up until the year 2007, since prior expectations included a 10-15-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
model is very sensitive to changes in number of jobs. 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 calculations of the model are also very sensitive to any discrepancies of inflation
from the expected band. If inflation in the Hungarian economy fails to decrease below
20%, the.calculated benefits will decrease. If a more favourable inflation trend occurs,
the calculated benefits will increase.

Almost all the expenditure elements could be determined 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 into consideration all the above, the city estublished that they had invested
about Ft 560 million, at 1992 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.
e estimated shared PIT

o estimated normative subsidies

¢ estimated income supplement benefits saved

e estimated business tax incomes

¢ estimated building tax incomes

" The total are of the Industrial Park is 105 hectares 15 ha s of which cannot be sold. because they are occupied
b infrastructure (road network. pipehines. power distnbution units) Out of the 40 ha s of Phasc I land. 3 ha s
are used by necessary “external” infrastructure.
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With negative signs were recorded in the analyses cach unrealised income item. such
as the city’s dividends from IP Ltd.%, though the IP Ltd closed each year so far with
losses. except for 1995. Additionally, unrealised 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 1t was assummed 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 jobs® 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 of jobs, 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 us things stund now, the city will have no expenditures on the industrial park
Srom 1998, in each of the nine yeurs after that, the city will post profit. There were nvo
price indexes used; under the slower scenario und conditions outlined above. the city
will have an income of Ft 525 million up until the year 2007. This meuns that if no

= The city declared that they would not withdraw amy dividends from the IP They will probably lengthen this
penod this vear by an additional 5-vear period
* In both cases we adjusted the figures by a 0 7 factor. which gnves the actual job estimations in Gyor
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new husinesses settle in the industrial park. the city's investments will not return
during the plunned 13 years (see Exhibit [).

Under_the fuster scenario on the other hand, imvestments will return as early as the
year 2003 even if no new businesses come in the industrial park (Exhibit 2).

s



The lessons learned from the “Amoeba” Industrial Park Program

1.

N

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.

. 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.

. 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.

. An inappropriate pricing strategy may repel possible investors and completely

exclude local businesses from the industrial park.

. 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 of jobs would not be created, which
would also reduce the benefits that are to compensate the costs by the city.

. 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 terms of land-size, activities, technology, etc., and therefore will help
making decisions on which companies should be contacted again.

. 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. If land 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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Tuble 1.

Basic Information

Information on businesses housed by "Amoeba" Industrial Park

'
A

vt

Founder Country Activity Number of Start of Purchased Of this Optional
month of manufacturing land covered land
implementin activity
g the
' ¢ 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
Spedition G.m.b. . A hauling 9 months 1996.01.01. 12,000 3,000 8.000
Electionics Co. NL spare parts manufacturing 12 months 1996.07.01. 80,000 15,000 70,000
Trade Co. GB storing 7 months 1996.10.01. 5,000 1,000 -
Csomagolastechnika Kft. H special packaging 6 months 1997.06.01. 7,000 3,000 3,000
Packaging Technology Ltd.)
Pneumatika Kft. H spare parts manufacturing 8 months 1997.09.01. 5,000 2,000 5,000
Innovacios kozpont H Research + Development 6 months 1998.01.01. 10,000 2,000 -
(Innovation Center) products and services
Employment
Founder Number of Persons Employed Number | 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 25.0m ATS
Auto Komponent G.m.b.H. 40 40 160 2 D Sample City | Sample City 500 m DM
Spedition G.m.b.H. 15 25 30 1 other other other 40.0 m ATS
domestic domestic domestic

Electronics Co. 50 150 300 2 NL NL Sample City 80.0 m NLG
Trade Co. 40 40 100 2 GB Sample City | Sample City 1.5 m GBP




\

e ® e ®
Csomagolastechnika Kft. 30 60 Sample City | Sample City | Sample City 250 m HUF
(Packaging Technology Ltd.)
Pneumatika Kft 50 150 Sample City | Sample City 7?7 200 m HUF
Innovacios kézpont 25 160 Sample City other m” 300 m HHUF
(Innovation Center) domestic

Source: Industrial Park Ltd.
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A Discussion of
Financing Aliernatives in Municipal Capital Budgeting

by Andras Tigvart

The term program budgeting includes decisions on caputal tnvesuments and
Sinancmng. A well-founded capital budgeting process assumes continuous
budget analysis and preparation of middle- and long-term forecasts for some
sections of the budget. The overall abilitv for financing under municipal capital
budgeting depends on the capabilities of the local government (what tvpes of
projects they can embark on) as well as the system of funds control. The issues
I think most important under the current conditions of the municipal system in
Hungary will be discussed below. | want to point out here that capital
budgeting decisions are closely related. in terms of content and methodology.
to those leamnt 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 current budget. The term “net operating
income™ and the factors that affect it have been discussed in the paper on
CLF.

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

e various funds coming from the state budget. such as the targeted and

addressed subsidies and various subsidies coming from various
segregated funds:

» funds coming from the sale and use of own property.

1.3 Borrowed funds. Some issues of loan borrowing will be discussed later.

I.4 Funds transterred and invested for good. The most tvpical example to that
1s a local government that establishes an orcanisation separate from its
municipal mstitutions and implements the project in question through that
organisation.

.5 Other funds (such as VAT recovery from projects. obtainmg international
aids. cte.. that need careful consideration)

2. Lone term funding needs of various projects
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When making decisions on financing under municipal capital budgeting, not
only the feasibility of financing the capital investment itself should be
considered. but the finished project’s current budget and debt servicing.
expenditurc-income mmplications as well. From that perspective. programs.
projects and investments to be implemented can be classified as follows:

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

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

.. - funds used. In a case like that. the kev sssue to decision-making is to make

= the most possible accurate forecasts on incomes.

2:3"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 attributed to them. Such projects can be.
for instance. the development of the road network in the community.
certain noise control projects. etc. Such projects will undoubtedly provide
more comforts to citizens (and possibly compensate some negative.
effects). but under the present situation in Hungary no extra taxes can be
collected for them and their maintenance represent no significant exwa
burden on the operating budget.

Selecting one of these types of projects also means. expresslv or inherently.
choosing among financing alternatives. 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 investments that they have not appropriately thought over fiom a
financing perspective (either). The future financing needs from the operating
budget of projects implemented (such as education and health care) as well as
an overestimation of demand with ability to pav for the given services (e.o
sewage system. gas svstem) can easily lead to situations where the “free”™ funds
suddenly become very expensive.

Stmilarly. we can fall into the trap of optical illusion many times when we fail
to calculate with the costs of working caprtal. That is not free money erther
When using external capital for senvice delivery either through privatisation or
a new capital imvestment. local governments will have to take mto account its
vield consequences. If not reahised. they can cause large pressure on the
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operating budget. etther because of arising demands for subsidies or capital
withdrawal from the area and reduction m activities.

3. The basic dilemma to financing the capital budget

Most of the municipal capital investments and projects are charactenised by
very high costs of implementation. and that the life-time of the project
implemented is rather long (measurable in decades even). In theory 1t is
possible to get the population currently living in the community to pay for the
improved 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 short
period is not sufficient to mmplement the project and’or it would be unfair to
have the investment paid by the current generation or the people who live there
currently. The mmplementation of such investiments necessitate that costs be
spread n time (and possibly in space). In practice. all the municipal capital
mvestments are financed from muxed funds. Specific types of projects. however.
can be selected by considermng which ones can be implemented in one way.
which ones in the other. The typical tool for spreading costs over time is
borrowing. and for spreading costs over space is state subsidies. A loan should
be of long enough term in order to fulfil that function and its repayment should
be made from such municipal incomes that come from exmra tax incomes
generated directly or indirectly by the overall development of the community.
or from the operation of a specific project. The former source mav simply be
tax surplus due to an increased migration into or increased business activities in
the community. or possibly some special new 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
4.1 Selecting the tvpe of project

In practice. decistons on capital investment and those on financing cannot be
separated rigidly from each other. The decision-makers should not only do a
cost benctir analysis for the project itselt but should also consider the long-term
financing possibilitics of the local government.

4.2 Selecting the organisation to implement the project

A special. and many times tgnored. aspect of decisions on fimancing 15 to
determune the specific oreanisaton to implement the project. This orgamsation
can. 1n theory. be the mavor's office. one of the mumicipal mstitutions. a non-
protit oreanisation. a company under own or mined ownership. a company set
up for the mmplementanon of the project. a concession or other private
company  To select the neht form of orgamsation 1s unportant because the
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organisation should provide an optimum framework for future operation (that is
in compliance with legislations and can be controlled by the decision-makers.
etc.). and even more importantly because of the possible savings i tax
pavments (VAT and corporation 1ax). depending on current regulations. during
implementation and operations alihe.

4.3 Selecting the right type of external funds

In addition to loans. capital and concessions can be used as external funds. The
two latter options are only possible for some specific services. of course. As a
method for selecting from financing alternatives, the net present value rule can
be used here. too.

5. Some issues of borrowing by municipalities

Local governments can borrow by taking out loans from banks or issuing
bonds. After the municipal system had been set up. local governments received
independence on that. The present funds conwol logic. the large proportion of
incomes coming from central sources, and the nature of the overall income
structure made it necessary to put a limit on municipal commitments. This
limitation was imposed first under the Supplementary Central Budget for 1993,
than by repeating that section m the Law on Local Governments. In addition to
setting this upper limit. a further tightening was when the rule was made that no
state contributions or basic assets of local governments can be offered as
collateral. An additional important regulation on the issue 1s the Law on
Bankruptcy procedures of Local Governments. The limitation on municipal
comunitments was primarily aimed at pushing local governments out of the
loans market. Borrowing for capital investment purposes. however is not part of
this limitation. provided the borrower 1s not the local government but a
company set up by it and the lender does not require the loan to be guarantced
by the local governiment.

In Hungary, several factors may hinder that municipal capital investments can

be financed from loans (either bank loans or bonds). Some of them are the
following;

e the number of creditworthy local governments is declining due to the overall
financial situation. People sav that banks are ready to make loans to
municipalities that do not need loans. and reluctant to make loans to those
who du need them.

o there are several obstacles to using foreign finds. On one hand. the overall
credit rating ot the country may limut the conditions that local governments
can achieve. on the other hand local govemments cannot manage exchange
rate risks. Finallv. most of the forergn funds that seem to be of favourable
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terms include some restrictions (e.g. the lender selects the supplier and other
additional charges) that make the total costs of borrowing unfavourable.

e reserve on the part of political and financial managers of local governments.

It is true that taking out a loan may prove a sound financing decision atter
careful considerations are made. The net present value calculations make sense
not only for decisions on capital investments but on financing as well. If the
present value of the project when implemented from loans exceeds the present
value of charges on borrowings or equals to it. then it is worth taking out loans.
This simple rule. however. is not so easy to implement in practice. The charges
on borrowings are relatively easy to quantify. but benefits are not.

A similar analvsis is worth making as to whether 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 current and future sale price of
the asset are relatively easy to calculate. and therefore the net present value of
the-fransaction can be quantified. too.

Another possibility for making comparisons is to compare the costs of
posiponement of the capital investment necessary (e.g. increases in costs and
otheér extra expenditures due to later implementation) to charges on borrowings.
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 accrue at the consumer price
index is specifically appropriate.

When making a decision on using loan funds. the following considerations
should be made:

5.1 The currency of the loan. The question here goes like “forints of foreign
currency?”. That is an important issue because under the present domestic
practice foreign loans are wide-spread and they seem very attractive at first
glance. For local governments it can categorically be stated that since theyv have
no tools to manage exchange rate risks. this method is not feasible. It 1s also
true. on the other hand. that the forint loan supply today is rather poor in terns
of both loan period and interest conditions.

5.2 The wstrumenr applied.  The question here goes like “bonds or bank
loans?”. For long-term borrowing. issuing bonds 1s the better mstrument in
theory. Since-bonds are tadable. 1t is easier to ensure the long term. and
there are technigques avaitable for interest rate risk management. The problem
with bonds is that in addition to the fact that local governments are bemng
pushed out of the lendimg market. as mentioned betore. bonds are more
expensive to ssue. there are no credit rating mstitutrons and there 15 a fow
frquidity m the secondany market.

Senver project budget handouts dec96 ritu finalt-¢.doc

‘h

A Vigvan

i



ﬁkh

Special Report

local Government General
Obligation Rating Guidelines

Analysts

Ruth M. Levine Richard J. Raphael
{212) ?08-0605 (212} 908-0506
Amy S. Doppelt Claire G. Cohen
{212) 908-0514 (212) 908-0552

Informational Requirements
Preliminary official statement.
Most recent three years’ audited
financial statements.

Current and/or most recent year’s
projected financial results.
Current operating budget.
Capital improvement plan, if pre-
pared.

Authorizing resolution/legisla-
tion, where applicable.

Legal opinion.

Investment policy.

Pension fund actuarial report, if
ovailable.
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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 inter-
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 uiilized (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 best measure the
debt that must be serviced by the commu-
nity’s tax base. Debt per capita is viewed as
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an initial indicaror of local debt burden. This measure
indicates the amount of debt each resident would have to
directly suppoart if the tax base lacked a corporate/indus-
trial presence; also, it does not give cansideration to the
residents’ wealth and income. Most indicative of local debt
burden is overall debt as o percentage of market value of
the property tax base. This measure, unlike per ccpita debt,
considers overall wealth of the tax base and accounts far
variations in the tax base’s residential and commercial/in-
dustrial 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 piedge, or o combination
of a special revenue and property tax pledge. Fitch does
not automatically distinguish between the rating of the GO
debt backed oy limited and unlimited icx pledges: rather.
each instance 13 analyzed to determine cvailable margin.
resistance ‘o tax rate increases, and other factors. The use
of a capiral improvement plan (CiP} is viewed favorcbly
and reviewed iri tfie context of potentialimpact on the debt

crios. Generclly, the condition of the infrastructure (as
ascertained througn discussian with the issuer and review
of supporting documentation and. in certcin circum-
stances, os observed through visuci inspection by the
analyst) and whether the CIP aadresses known or antici-
pated needs is considered.

Financial analysis focuses on operating results aver time.
Historical operating results are reviewed for the matching
of recurring expenditures with recurring revenues, the
generating of operaring surpluses. and the minimal use of
“one-shots * [revenue that is unlikely to be realized year
arter year) to fund recurring expenditures. Also reviewed
is the judicious use of fund balonce, such as use for
one-time expenditures cnd emergency situations, and its
use in any large amount for ongoing operations Attention
is paid to expenditure growth rates ond the community's
apility ta control spending, the lotter including whether
expenditures are nondiscretionary or within the entity s
conrrol. Attennon 1s simiiarly paid to.the breadth of the
services (whether mancated cr etherwise) traditionaily
defivered by the government Revenue mix and volatility
are considered. as are limitctions (both legal and practicail
on the ability o raise taxes cnd other revenues Balance
sneer analysis fecuses on iiquidiry ana fund balance leveis

and their trenas

FITCH INVESTCRS SERVICE [P ‘

The evaluation of management is an integral part of the
analysis as mancgement cffects debt, finances, and the
economy. Effective budgetary monitaring, capital planning,
and sound financial reporting are indicators of manage-
ment quality. Planning and recognition of farward chal-
lenges, such as through multiyear revenue and expenditure
forecasts and debt affardability guidelines, as well as ad-
vance identification of possible solutions, are viewed favor-
ably. Other management considerations incluge investment
policy, contingent liabilities, pension funding, and property
assessment policy. Further considerations may include the
tenor of the taxpayer and labor environments. Also consid-
ered is the governmental structure itself and the relationship
between the entity and various stokehoider groups. While
difficult to assess and subject to change, political factors can
offect an entity’s ability to act effectively and efficiently.

Econamic analysis considers the capacity of the commu-
nity’s economic base fo 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 beses are
reviewed, as are historical economic trends and the ourlock
for ongoing growth. Alsa reviewed are trends in populction.
‘ox base vcluation, building permits, ond retail sales. Per
capita income relctive to area, state, and national cvercges
is ascertained. The reasons that a particular community
attracts or loses population are consicered, including the fax
burden and the qudlity and type of cmeniries and services
offered, such as recreational. cultural, and educational facili-
tes. Also evaluated 1s the community s obility to mencge
growth-generated demands. including the cbility to keep up
with rising infrastructure needs.

Debt

Debt analysis begins with a review of debt structure, inciuding
amortization, and key ratics Trend in debt levels and the
impact of future capitai needs and plans are considered. The
existence of policies and practices relating to debt manage-
ment, affordabuiity, and planning 1s viewed positively.
Tax-Supported Debt: Tax-supported debt is all obliga-
tions of an entity paid from tax sources, including GO
bonds, special tax bonds (such as sales and excise tax
bonds), lease-secured apligations, and capital leases (see
Firch Research on “Municipal Leose Rotings Guidelines”).
Seif-support credit 1s given fer ax-supported debt if debt
service nas been paird from an enterorise-type cperction
Such debt generally is decucred in the ccicuiation of net
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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 for at least three consecutive
years.

Naticnwide, most local tax-supported debt is GO, pay-
able from either limited or unlimited property taxes, al-
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 Hexibility to operote within the limita-
tion, Fitch dees not distinguish between the rating assigned
to debt supported by the limired and unlimited GO tax
pledges.

Structure and Trendss: Avercge debt maturity schedule is
defined as 25% principal payout In five years and 50% in
10vyears; rcpud amortization is more than 35% in five years
and 0% in 10 years. Debt structure is reviewed to ensure
that the length of the bonds is copropriately matched to the
useful life of the assets being financed. The structure of any
refunding bend issue is analyzed 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 bucget relief.

The level of debt service as o percentage of budget
affects overail financial flexibility. All things being equal,
limited and single-purpose governments, such as park
districts, have higner debt service levels progertionate to
their budgers than governments with a broader array of
purposes, thereby making absclute comparisons difficult.
Municipclities thet clso finance schools tend to have a
higher debt service level. Nevertheless, debt service above

% of expenditures or revenues constitutes a level at which
budgetary competition is a signiticant consideration. Con-
cern over a high debt service ievel may be mitigated to the
extent that amortization is atove average and the debt
service structure is declining as opeesed to backloaded or
level.

The trend in deot in relation o resources i1s anaiyzed.
Sustained grewth in debt (i.e. well beyond tax base growth)
may ultimarely overburden a ‘ax base and reduce aco-
nomic victility Similarly, rcpxd growth In an entity’s debt
service obliganon mav strain bucgerand tax resources and
reduce flexibiliry Conversely, ceot reduction generctes tax
and economic capacity to the exrent that infrastructure
necessary for aconomic grewn is not underfundea. The
mix of fixed- and variable-rate debt is reviewed. Generaily,
variapie-rare cebt in excess of *_3°-220%: of torai airect debt
.s not considered orudent.

Debt Ratios: Various ratios zre Jsed fo measure the
burcen or ceor on a communiny “hese measures cre airect

tax-supported debt per capito and as a percentage of
market value of taxable property, and overall tox-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 @ 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 the
frequency with which the property values are updated.
debt as a percentage of market value remains a key
indicator of comparabiliry.

The average range of total debt as a percentcge or
market value is 2%=5%. Belaw 2% is low. Above &% the
ratio trends toward hlgh with_10% g level above which
affordability questians are raised. At both extremes, dis-
tinctions are made depending on where the communiry 15
in its life cycle. For example, a growing communiry may
have a high debt burden because it is expanding infra-
structure to meet existing and reasonably anticipated needs
resulting from population gains and economic deveioo-
ment. In this instance, especial attention wiil be paid fo 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, @ mature community may have a nigh debt
burden because of a shrinking tax base. Here, particuiar
consideration is given to nistorical and projected tax kbase
valuahon trends, the reperted condition of the infrasrruc-
ture, and the need to replace and rehabilitcte . For
community with a stagnant or declining tax base. cddi-
honal spending needs can be significantly burdensome
Again in contrast, a marure communiry may nave a iower
debt burden because limited tax dollcrs are not directed *o
renabiiitanion or replacement of aging Infrastructure Ac-
cordingly the reasons for low debr burden will ne re-
viewed, including such facrors as deferrec maintenance
and pay-as-you-go capitai funding.

Capital Plans Analysis: Debt factors are zonsicerec
within the contexr of the ennty’s infrastructure neeas ana
caprial plans Deot levels may be currently iow however
future copital orojects mav signiticantly increase debr -a-
hos in turn, deot leveis mcy be low due fo starutory cept

SITCH INVESTCRS SERVICE . °

BLEST AVAILABLE COPY

- /5’2’



Local Government Generol Chhiganon Ranng Guigennes

limits or onerous voter approval requirements, piecemeal
infrastructure funding, or severe underfunding thet could
ulhmately inhibit economic development.

Accordingly, the entity’s CIP is analyzed. The existence
of a formal multiyear CIP is viewed favorably. Generally,
the condition of the infrastructure and whether or not the
CIP in some way addresses known or anticipated needs
le.g. school building construction or court-ordered deten-
tion fecilities) is considered in the context of porential
impact on the debt ratios. Also considered is the degree to
which the CIP addresses regulatory compliance needs,
such as water and wastewater treatment fecilities, whether
or not these are to be funded with tax-supported debt. The
reliability of funding sources in the CIP is considered,
including overreliance on uncertain items, such as devel-
oper fees. Demonstrated ability to use GO bonds, the
strongest type of security. is viewed favorably. Overreliance
an leases or special tax cbligations is closely scrutinized,
s debt service on these usurps tox resources supporting
the GO security. In the case of lease debt, particuler
artention is paid to those jurisdictions in which the use of
*his vehicle is-#ithér novel or in response fo actual or
anticipated voter defeat of proposed GO debt. A history
of significant pay-gs-you-go capital funding is viewed
positively; it redices debt levels and constitutes a point of
budgetary flexibility. Also. in growing communities, the
pace and manner in which growth-related infrastructure 1s
funded is analyzed While underfunding infrastructure can
inhibit develooment as mentioned, debt-funding infrastruc-
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 CIP is analyzed
for its Hexibility and ability to be scaled down in the event
projected growth slows or fails to occur.

In recent years, more municipalities have implemented
debt arfordability policy guidelines establishing debt issu-
'nce limitations within existing legal limits. Such guidelines
shouid be incorporated. or at least considered, in develop-
ing a CIP Principal indicators that have been used to limit
debt issuance include debt service as a percentage of
operating revenues or expenditures and direct debt as a
percentage of the property tax base or personal income
oase 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
slenning tool. ;

3.

Finances

Financial performance reflects. in some manner, the entity’s
debt. economic trenas. end management quaiity Andlysts
of finances focuses on consistency of ooeraning results over
1me, as well as fund baiance levels relanve 1o expenditures
or -evenues. Evaiuarning the consistency of operations en-
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tails reviewing historical performance for the matching of
recurring expenditures with recurring revenues, the gener-
ating of operating surpluses, and the minimal 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. Growth in labor
costs, both salaries and benefits, are analyzed within the
context of growth rates locked in as a result of multiyear
settlements. Major spending items are reviewed, including
transters 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 volotile,
the less predictable sales and excise taxes and payroll texes
often are able ‘o access broader and deeper economic
wealth. For instance, through a payroll tax, an older.
poorer center city can tap into the tax base residing outside
the city but working within its borders. Also noted 1s the
degree to which operations depend on transfers in from
uncertain sources, such as government grants or commu-
nity enterprises that are vulnerable to potentiai 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 cepabilities 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 special concern for
recession-sensitive operations with economically sensirive
revenues or large social service functions, such as those of
many counties.

Limitations on tax and revenue raising are excmined.
Where the tax is limited, consideration is given to how
much margin remarns, as well as to how the entity has
historically operated within the limit. Alternate revenue
resources, if any, are reviewed, as is the entity’s willingness
to consider other revenue enhancements In recent years,
numerous oroperty tax limits have been instituted througn
stare statute or referendum. In the instance cf property tax
levy increase hmuts, ailowance 1s often given for limited
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inflation growth and new construction, and debt service
may or may not be excluded. Consideration is given to the
entity’s overcll financial flexibility in determining the rating
impact of such measures. The economic capacity to raise
taxes is analyzed. Even where legal tax-ratsing 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 abligations have
some natural tax rate ceiling. Consideration is also given
to the nature of expenditure limits, particularly where debt
service is included in the base. 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 well as their trends. Current position (cash
and investments less current liabilities and encumbrances)
is reviewed, and the quality and trend of accounts receiv-
able end interfund payables is analyzed. Because fund
balance designations are discretionary and will vary
among entities, unreserved fund balance is utilized for
ncrionc| comparative purposes. Generaily, as a cushion
against porenrial revenue and expenditure volatility, an
unreserved fund balance equal to 5% of expenditures and
transters or current revenues and transfers is regarded as
a sound levei. However, this level may vary, as, for exam-
ple, with regard to the timing of the locality’s tax collection
calendar An entity with a July 1 fiscal year whose first tax
revenues crrive Dec. 1 may have a substanticlly 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 positian 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
receivobles {particularly payables due to and receivables
due from other funds and related entities} is examined to
determine it 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 menagement strucrure and team.
Actions such as budget monitoring, accurate forecasting,
and timeiy revenue and spending adjustments rerlect a
management that is aware and generally in control. Sound
debt mancgement and utilization of multiyear CIPs is
viewed favorably, as is the use of debt affordability plan-
ning (see Cacital Plans Analysis, page 3).

Increasingly, governments are instituting multiyear reve-
nue and excenditure projecrions that can provide a useful
planning toot and ovoid unnecessary surprises. Where

such projections are used as an integral part 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 prochces
and portfolic are reviewed for the appropriateness of both
relative to legally allowable investments, inciuding partici-
pation in investment pools, the entity’s resource capabili-
ties, and cash flow needs. For example, a portfolic 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
inappropriate for a community with balances neeced ‘o
fund current operations or wnere money management was
not contracted out but rether was performed by nonspe-
cialized personnel (see Firch Research on “Market Risk
Guidelines for Municipal Issuers”).

The degree to which an ennty’s pension progrem is
funded and the trend in such funding is reviewed. Absent
overfunding, annual pension contribunans paid into the
fund should be at least equal to or greater than benefirs
paid out such that the plan funding level is maintained or
improved. Underfunding, absent a reasonable and cansis-
tently followed plan to improve the funding level, ccud
have negative rating implications. An inadequately funaed
plan (as well as a pay-as-you-go plan) can be expecred to
resuit in substanticl budgetary pressures in the long rerm.

Reassessment policies and practices are considered, in-
cluding at what governmental level the assessments are
made and whether the assessing entity maintains current
values thraugh 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 mare cccurate
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 sirife) can facilitate and sometimes
broaden potental solutions to financiai challenges. A dif-
ficult 'abor environment can iimit budgetary opticns Cir-
cumstances influencing arbitrated lapor settlemenrs are
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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 andlysis 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
begins 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, and 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, menufacturing jobs tend
to be higher paying than less cyclical sectors such as
services and trade and generally create broader economic
benents to a community Regarding major taxpayers/em-
pioyers, the nature of their industries and outlooks is
evaluated, as is the importance of the lacal facility to the
company’s total operations. Property taxgayer concentra-
tion of more than 5% for any one taxpayer or 30% for the
=top- 10 taxpayers may require closer scrutiny
Measurements of ability to pcy are important credit
" ctors. Per capita income, both absoiute and relative to
-2a, state, and national averages, is ascertained. Per
capita market value of the property tax base is determined.
Both factors are considered, as per capita income reflects
residents’ ability to pay while per capita market value also
accounts for commercial/industrial oresence (wealth) in
the tax base. For a predeminantly residennal community's
tax base fo constitute the basis of an above-average GO
rahing, per capita income levels shoulc be high Alterna-
nvely, a strong and diverse commercicl/industrial compo-
nent in the tax base, 1.e. in excess of 40%, can bolster an
otherwise average residential income kase. supporting cn

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 1n 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 90% range, could indicate ongoing
economic weaknesses, although it might also relate to the
hming of how close tax payments become delinquent in
relation to when the fiscal year ends. A consistently high
tatal 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 1s
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 community resources {such as through excessive tax
breaks or debt issuance) for nonsustainable projects. The
reascns thata particular community aftracts 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
wecknesses as it relates to these factors compared with
those of other communities within a metropoliten 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 finantial
posture Generally, economies that are not overly concen-
trared 1n any one sector tend to be less volatile and pose
less long-term risk. However, even within diversified econc-
mies, some of the volatile effects of cyclical eccnomies can
occur. In recent years, in regions with diversity, such as
California and the Northeast. excessive growth spurts —
often charccterized 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 attennon 1s paid
to the underiving basis of growth and whether its under-
pinnings appear to be fundamental and sustainable
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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 capital provided by state revolving funds.

Partly offsetting an otherwise positive credit profile
for this utilify sector is a rising cost structure, largely
dictated by nondiscretionary system improvements
needed to comply with the Clean Water Act (CWA)
and the Safe Drinking Water Act (SDWA) and their
respective amendments. However, sizable capital in-
vestments made to comply with regulations have not
had a marked impact on credit quality for utilities
able to raise rates.

Some utilities have managed rate shock by phasing
in projects so as to link rate increases to affordability.
Moreover, while expenditures for capital programs
designed to provide clean and safe water may strain
the financial and political resources of public water/
wastewater service providers, 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
demograpnics, rate structure, financial performance,
and legal provisions. The many criteria evaluated for
each factor often have overlapping implications. For
example. high rates can be driven by caprital pro-
grams that strain financiol performance. mitigated in
part by strong legal provisions Although results are
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" rocedures and, accordingly, allowing for greater predict-

Water and Wastewater Revenue Bond Rating Guidelines

expressed in o single measure, the rating, every effort is
made to toke 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 o 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
narticipants, eliminating the need for complex rate-setting

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'nent responsibility, with the added operating
and maintenance (O&M) expense of distribution fecilities.
As local entities, retail systems may be more poiitically
sensitive to the rate-sefting process.

A wnolesale/rerail system complements a municipality’s
own facilites and may or may not have ccnveyance
responsibility.

Regulations
Some utilities have invested millions, and sometimes bil-
lions, of dollars to upgrade plants to comply with the CWA
and SDWA. A brief description of provisions of the acts
that drive costly compliance program requirements and
ways they are enforced follows.

The Federal Water Pollution Control Act as amended by

1he CWA (1977) and SDWA (1987) requires full secon-

dary treatment of wastewater discharged by wastewater
treatment plants. The CWA limits discharge of pollutants
by wastewater ‘reatment or industrial pretreatment plants
into the nation’s waters through the National Pollutant
Elimination Discharge System (NPDES) permitting process.
Discharges related to combined or sanitary 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. Environmentai Protection
Agency (EPA] promulgcted nationwide drinking water
regulancns that specify the level of harmful contaminants
allowed in drinking warer. The 1986 amendments ‘o *he
act required the EPA to 1ssue a rule requiring pubiic systems

STCH NVESTORS Z23VICE L

Service Area
2 Largest employers.
2 Assessed value and building permit history.

Revenue/Rates

1 Customers, revenues, and sales by class.

3 Largest customers, contribution to revenue, and
sales volume.

2 Rate study.

System
1 Demand and capacity.
3 Engineering report/feasibility study.
ancial
Audited financial statements.
Interim financial reports.
Current and proposed budget.
Capital improvement plan.
Debt service coverage ratios.

_

puuun

supplied by unfiltered water to meet a series of water
quality, operational, and watershed controi criteria. Uhii-
ties that do not meet these criteria have to uograde their
water treatment plcnts to prcvxde for water filtranion.
Among other provisions, the 19946 amendments o the
SDWA direct the EPA to issue regulatons requiring disin-
fection as necessary for groundwater-based drinking
water systems by 2002.

The EPA delegates primary ¢ enforcement of the CWA and
the SDWA 1o state agencies if state regulations are ar least
as stringent as federal regulations.

Management

Fitch derves information to assess a management's effec-

tiveness from meerings with senior management and boara
members  site visits, and a review of long- and short-term
strategic plans A pianning process focused on compliance
with regulanions and a physiccl plant maintenance pro-
grcm that results n good operctmg perrormcnce and
minimizes capital investment are indicators of good man-
cgemenr Others are g strong commitment to customer
service. effechive use of feaeral and state financial subsi-

dies, and good communication with agenrs represennng
federal and state environmental organizanons. Additonal
evidence of good management s provided as each rating
factor 1s anaivzed.

C
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Rates

Ability to Pay

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.

Rate-Setting Process

Characteristics contributing to credit strength are: an inde-
pencent rate-setting authority; expense allocation by cus-
tomer class that reflects cost of service; impiementation of
stecdy, moderate rate increases as needed; and legal
requirements that provide for a rate stabilization fund.

Rate Comparison

Fitch reviews rates on a combined and stand-alone basis,
comparing them to regionct rates cnd those charged by
similar-sizad utilities Rates that sromote conservation {me-
tered versus flat: increasing bleck versus declining block,
and seasonal versus uniform) are viewed tavorably. Higher
than average rates may reflect nonaiscretionary invest-
ments associcred with environmental regulations. Af-
forcability and lack of ratepayer ceceptance are indicators
of credit risk associated with high rcres.

Ballot Measures
State or local government measures placed on the ballot
during regular or special electicns that would limit increases
" in user fees are a credit risk. Raring action may be deferred,
pending results of voter support for the measure. If voters
supoort the measure and it becomes effective, Fitch considers
tts financicl impact and the fikely success of any legal chol-
lenges that would exempt the utility from compliance with the
measure’s requirements.

Infrastructure

Water Supply
The source and adequacy of the water supply determine
the cost of raw warer and the utility s cility to meet current
and oroiected demcnd Elemenrs considered include: the
source s locarion if importec, this erms of the water rignts
and allocation contracts; the cosre of enforcing water quality
profection measures; cost of conservanon measures and
the resultant impoact on revenues “z=nd consumer accep-
‘ance of water rectamarion and erfuent re-use.
Grounawcter scurces generaily are relativeiy oure ana
usucily do nor require tiltraticn mece necessary by poilu-

fion. Aquifer levels, springflows, 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 plants condition and identifies

current and future capital programs for system improve-

ments, expansion, or compliance with environmental man-

dates. Qudlified engineers employed by the utility can

provide data or internal planning documents that also help

assess the utility’s plant. Data and summary descriptions of

system capabilities should include:

J  Water

— Supply, measured by million gallons per day (mgd) —
historiccl and projected deman

~— Treatment plant — capacity adequacy, projected de-
mand, and type of treatment proviced.

3  Wastewater

— Type of treatment — primary, secondary, or tertiary.

— Infiltration and inflow (groundwater and stormwater
seepage into sewer mains).

— Residuais handling {slucge treatment).

— Average daily and peck daily fows (dry and wet

weather).

Water/Wastewater

— Age and condition of pumps, mains, trunk, and distri-
bution pipes.

L

Financial Performance
While debt service coverage and the utility’s overall debt
burden are key indicators of fiscal health. Fitch's assessment
of financial zerformance 1s comprehensive. It includes a
review of a five- to 10-year operatng summary thct
focuses on compound annual revenue growth reletive ‘o
opercting expenses, as well as revenue by customer class,
customer growth patterns, and revenue concentrction.
Llong- and short-term financial projections based on the
utility's capital improvement plan are assessed basea on
similar criteria

Parameters for any single ratic or group of ratics are not
absoiute, as Fitch recognizes ecch utiiry is unique. Ditfer-
ences in the configuration of 2ach water and/or wastewa-
ter uhlity mcke nnancial rano correlations somewhat
compiex. Guidelines differ for an individual water or
wastewater unlity and a comeined utility system as weil s
for retail and wnolescie sysiems While some zbsciure
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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 oll obligations is important; thus,
combined debt service coverage is a key ratio. Other ratios
caleulated 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 Assefs: Fixed assets less accumulated
depreciation.

Net Working Capital: Current assets less current
liabilities excluding restricted funds.

Operating Ratio: Operating and maintenonce ex-
penses divided by total operating revenues.

Net Takedown: Net available divided by gross
revenue plus non-operating income.

Debt Service Coverage Ratio: Netavailable divided
by principal ond inferest requirements.

"Debt Service Safety Margin: Net available less
‘annual principal and interest requirement divided
by gross revenue plus non-operating 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
ccplfcﬂ.

Some urilikes structure rates such ‘*hat an expected
amount of funas will be avaiiable for transfer to support
general governmental opercrions {open loop). Such re-
Juired contributions are mace after debt service payments
ard cre offen e ast slem 'n the flow of funds. Thererore
*hev are inciuged n *he ner avauasie for 2ept service
resulhing n 3n gpparent excess of funds for covercge

However, because rates are set in anticipation 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.

Capital Improvement Plan

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 CIP’s cost and its impact
on the utility’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 fexibility, 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 penaities set for non-
compliance, in some cases regulators agree to adjust
schedules and financial penalties ‘o meet extenuating cir-
cumstances.

A well conceived long-term comprehensive caprtcii strat-
egy should focus on tunding projects that maintain the
integrity of the existing infrastructure, prevent constraints
by providing for needed extensions and acditiens to ca-
pacity, and comply with regulatory mondctes without
straining a utility's financial integrity.

Legal Provisions

Revenue Pledge

Whether the pledge 1s one of gress or net revenues, Fitch
evaluates the system based on a net revenue analysis. This
reflects the need for the utility to be operational to provice
service and generate cdequate revenues to cover debt
service. Pledged revenues may include water sales, waste-
water service charges, special assessments. system devel-
opment charges {or connection fees), interest income ond
any addihonal revenues, income, receiprs. or other re-
sources authorized n the resolution, inclucing stabiiizanon
fund deposits and withdrawals.

Fitch evaiuates the financ:al impact of variaole ana/or
temporary revenue sources, such as system cevelopment
chorges and withdrawcls from rate stapiizernion funcs .n
ts rating analysis. Since connection fees fluctucre with new
customer growth in the service area. their contribution to
plecged revenues can be uneven Acccrdingly, Firch re-
views *he cegree ‘o wnich *he use of such rees 1s mcrcned
elfher o CCD”G‘ consirycrnon cr o ecrnlngs FlOW

—
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Deposits into rate stabilization funds depend on earning
in excess of current requirements and commonly are accu-
mulated in anticipation of the start of a large capital
program. Withdrawals from the stabilization fund are
made as deemed necessary by a utility’s management to
minimize rate shock as the capital program is imple-
mented. The rate stabilization fund will be depleted as the
capital program nears completion, at which time rate
revenues should be sufficient to provide the covenanted
debt service coverage. A stabilization fund also may exist
to smooth revenues during periods of unusual weather.

Rate Covenant

Rates and charges should be set so thar net revenues equal
at least 1153% 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, *ogether with ather lawfully
availeble funds, shall be sufficient to pay principal and interest
on any junicr lien, subordinate lien, and inferior lien obliga-
tions, as well as to fund any transfers o the municipality’s
operating fusitis'as permitted by rhe ordinance.

+

Reserve funds
The utlity showd maintain a debt service reserve account
equal to, at mimmum. the least cf maximum annual debt
service, 125% 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 replccement reserves are viewed
favorably. The suggested set-cside for C&M reserves is two

W

to three months of the prior year's O&M expense. Repair
and replacement reserve amounts generally are derer-
mined by management and predicated on the system s age
and condirion.

Additional Bonds Covenant

Fitch prefers an additional bonds covenant for net revenues
to equal at least 1.15 times (x)-1.25x pro forma maximum
annual debt service. While a historical coverage test is
preferred, sole 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 restrichve. It may be acceptable for utilities
with large capital programs, for example, to utilize a
projecred coverage test that factors in prospective rate
adjustments, such as planned increases and rate stabiliza-
tion strategies.

More liberal indentures allow fer adjustment of test
period net revenues for acquisitions and construction of
facilities that are expected to be funded by kbond proceecs
and fo add to revenues, contractuai arrangements, and
assessments, While all additional bonds covenants will be
evcluated on o case-by-case basis, special attention s
given to the assumptions behind a forecast test. For exam-
ple, a distinction is made between enacted rate increases
with future effective dates versus projected rate adjustments
not yet enacted as the latter is subject to the rate-setting
process. Fitch prefers thar inclusion of expected revenue
additions be discounted somewhat to allow for forecast
uncertainties. Alternative types of debt {including junior
liens and state revolving fund loans) should be included :n
the additional bonds covenant. Fitch prefers that variacie
rate and other short-term debt be limited to 15%-20% of
total outstanding debt.
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INTRODUCTION

Local gove**'*n":s typically k*:lve many claim-
an:s for highly lim:ied capital . And without
convincing evicdence that prajects are nesded, public
ofiiciais .\'111 find it necessary to select zrojects pri-

marily by using seat-of-the-pants methcds and re-
sponding to pressuras from vocal citizens groups as
well as operating agencies.

=

unc
unc

“Atthisstage. there is no objective
way for a body with city-wide perspective to rank
Projects relative to one another in order of impor-
tance. What is needed is an evaluation framework
by which subjectivity is limited and channeled. a

framework which incorporates priority designation
of projects.™

The term facility maintenance as
used in this report :nciudes any action proposed to
keep facilities up to working condition. including
repiacement and rehabilitation.

This report examines procedures for selecting
ar ng facility maintenance projects across ser-
vic .—to determine which project proposals would
best serve the community as a whole

Local officials.also need to consider whether ad-
eguate recurring*naintenance, such as preventive
maintenance, is be...g provided so that thev can min-
imize future demandsTor rehabilitation and replace-
ment of facilities. Therefore. although this report
focuses on setting priorities among capital improve-
ment proposals. it is aiso concerned with the question
of how to balance capital improvements funded from
the capital budget and facility maintenance ex-
penses funded from the operating budget.

This survey focused on
cities of 123,000 population or more to max-
imize the likelihood that the sample would
include cities with a systematic, formal. cen-
tral priority-setting process.

. ZCHNICAL ISSUES

Ideally these conditions would prevail in local gov-
srnments:

e All capital project proposals, regardless of the
type of project, would be rated on the same
comprehensive set of evaluation criteria.

e Complete, vaiid information would be pro-
vided on each sriterion for each-project,

® The inform on the diverse criteria could
be readily comzined to provide a clear picture
of each projec:’s value and a cledarerder of the
priority ameng them.

"y
valis

Cnfor ,.A.ﬂelv these canditions do not exist in the
“eal WOI"

All ocal rovernments face these key technical
drobiems:

uin e5 in ccmparing
pete for

ral stafh agenc
ikely ta he verv

The

Basic Steps in the Capital Proposal
Technical Review Process

The following steps represent 2 composite of the tasic
process {or setting pnonuus we fourcx 0 .'..ose agan-

e
0

A central office issues forms and insiructions o
guide operating agencies on their capizai c..:;et
submissions. At about this same time.
budget guidelines based on the citv's
condition are sent out.

genera

i
{1 abhen l
central office may provide rough budget target
ficures for each program area to the operating
agencles.

2. For each capital project proposed, the operating
agency provides information in writing on spec-
ified criteria.

3. A central office examines each proposal to deter-
mine if the required information has been pro-
vided and if the quality of information seems to
be adeguate.

3

evaluation criteria the “quainty of the data
submitted.”

4, A central review group (or groups) assesses each
proposal on a set of standard rating and ranking
procedures using the information on individual
criteria to help generate an overail rating or
ranking for each proposed project.

5. Public officials responsible for the final budget
decisions subsequently use the ratings and rank-
ings, along with other information. to select pro-
posals for inclusion in the capital budget.

Most local governments deviate from this pro-
cess in many ways. Most written justifications we
found to be highly general,

information to justify projects is provided in-

formally. not have formal evalu-
ation criteria or central rating or ranking proce-

dures.
Evaluation Criteria Against \Which
Capital Proposals Should Be Assessad

Project proposais need to be rated anc rankecd in

some manner—even if only highiy u::ge uvelv
Preferably. each proposal \\ould be rated aga:nst an
explicit set of evaluation criteria. recognizing. how-

ever, that some polizical factors mayv not be tnciuced

‘in the set. Local offic:als should then be able to ra: nx

and select capital projects based on this informat:on.

The criter:a were chosen to

ta) cover the major areas of concern that we found

in the local governments. b1 mimimize overiaps ana

cuplication, and 'c) exciude Wnat appear to oe sec-
ondary 1ssues.
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1. Fiscal impacts ton cests and revenues)

2. Heaith and safety efTects

(26

Community economic effects

Environmental, aesthetic, and social effects

:l..

Amount of disr

(]}

Distributional effects—who 15 affected and how

o

. Implications of deferring the rroject

. Amount of uncertainty and risk

w w

10. Effects on interjunisdictional relationships

" departments, p

uption and inconvenience caused by the protect

Feasibility, inciuding pubiic support and project readiness

11. Advantages accruing from relationship to other capital proposals

1. Fiscal Impacts (on Costs and Revenues)

All local governments. of course. require data
on what each proposed capizal prorect is expected to
cost during the capital budget year. ~

. information on the operating and
maintenance (O&)\l) costs of the proposed project:
estimates of

the chenge in O& M costs due to the project.

The practice of explicitly considering both initial
and subseguent operating, maintenance, and reha-
bilitation costs for a facility is sometimes referred to
as life-cvcle costing.

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 operating agency or an environ-
mental protection unit. The data should indicate the
expected change 1n the number and severity of such
events if the proposed project is implemented.

3 Community Economic Effects

Operamno agencies. such as public works
robaplv are not in a good position
to provide such information. The local agency re-
sponisible for economic development probably should
Provide information on the economic effects of pro-
osals, wnich would also ensure uniform anaiysis
across proposais.
For each capital proposal with likely significant
economic effects. agencies should generate infor-
mation as to eifzcis on the following:

Propert» vaiues

The future tax dase

Added j003°

Income o ciuiz

Chanz23 in business income 'e.x . iIMProving
2 throuzh the retenuon and
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ratuings on each ¢r
were subseguentis
wergnts for

ora;—:c adaresses the special neecds of the eidariv,
hanaicacpea

4. Environmental, Aesthetic, and Social
Effects

This criterion is a catchall for other significant
quality-of-service tquality-of-lifes related impacts
likeiy as a result of the project. Both beneficial and
adverse impacts should be considered.

Noise and
air and water pollution, even if they do not cause
significant heaith problems, may have adverse en-
vironmental, aesthetic. or social effects.

Some of the information for evaluating this cri-
terion will come from the operating agency submit-
ting the capitai proposal, but some information. such
as environmental and aesthetic effects. may have to
come from other agenctes or special central review
groups 'such as a citizen community aesthetics re-
view panell.

5. Amount of Disruption or Inconvenience
Caused by the Project

Operating agencies should provide estimates of
the duration and severity of such disruptions and
the number of persons likely to be affected.

This criterion is probably of primary use in en-
couraging government personnel to work out means
to reduce the disruption. such as by carefully sched-
uling the work or using baffling to reduce noise—
rather than in excluding otherwise worthy projec:s.

Distributional Effects

Capital projects vary with respect to the numbaer
of citizens they affect. and projects inevitably aifect
various citizen groups differently Few of the local
governments we examined specifically asked how
many persons are likeiv to be affected or in wrat
wayv,

Sume priority-setting procedures include criter-
12 retated 10 nerping fow- and moderate-income areas.

Ine
:terion for every proposec project
v muiticited by these geograznical

3
‘Special Needs—tihe extent 1o which the

¢, ur lgw-Income citizens.
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Project Readiness

Projec:s ~hould be 2ssesszed with respect o {ac-
tors such as these:

o The dearee of pudiic support for and against
the nroject

e The untent of any spec:al interest group op-
positiun

e Special :mplementation probiems that would
need 10 be overcome such as obtaining federal
ar state aanroval)

e The project’s compatibili
comcrehensive plans

e Whetner the project is a continuation project
which. if dropped. will suggest that the earlier
expenditures have been wasted and cause em-
barrassment

e Anv lezal issues likely to arise.

Another 1mporzant aspect of implementation
feasibility 1s the agency’s ability. given its resources,
to under:ake the necessary tasks tincluding admin-
istering any contracts) by the time specified.

and compliance with

8. Implications of Deferring the Project—on
Each Previous Criterion

The question “What are the implications of de-
ferring thezpr o)ec' for one vear?" seems quite im-
portant. What will be the added costs? What and
who will suffer and how? Is some of the planned
funding for'twé project, such as a federal grant, more
or less likely to be available the next year? To some
extent. this questiion overlaps with previous evalu-
ation criter:a. but 1t will sharpen attention on the
best t:ming for individual projec:s

9. Amount of Uncertainty and Risk

These uncertainties can, for
example. be in cost estimates (parucularly in proj-
ects requiring new and unusual elements) or in ef-
fects on service quality, perhaps because of
uncertainties about the durabiii: v and reliability of

new materials. new technology. and new procedures

10. Effects on Interjurisdictional
Relationships

A spec:al issue is whether 2 proposed project has
any =1r’m":C°r*t adverse or bensziical effect on rela-
tions with other jurisdictions or guasi-governmental
agencies that serve the same area. If so. the project
islikeiy to require some spec:ai coordinating activity
that could affect the project’s atiractiveness. A com-
mon exampie 1s the use of a Tangéiill in one jurisdic-
tion to dispose of waste from cthier jurisdictions.

W

11. Advantages Accruing Prom Relationship
to Other Capital Proposals

If uncertaking one project wiil affect the costs or
effests of anotner project. the reiationsnip shouid be
identified =ecause it can affect <he reiative attracuve-
ness of one or zoth of the projec:s

Asice rom noting the imzoriance of such co-

orcination as an evaluation crizerion. we note that
more emznasis on coordinating trojects in different
agencies to permit timely joint efforts couid be a
major source of cost savings.

SPeciic dervices

Most of the crizeria cited above such as financial and
health and safety critenia, and feasibtiitv—can be
measured in the same units for d:fferen: service areas.
e Ideally, comparanve information {rom ot ner
jurisdictions—benchmark data—would be
provided o give local public officials another

[P93 —

Can Valid Information Be Obtained on the
Evaluation Criterna?

Where such data are not being coileczed—prob-
ably most jurisdictions—officials will need to start
with cruder and more judgmental est:mazes for zhe
various criteria. Nevertheless, we suzzest that local
officials use criteria such as these, cenki:‘.g specific
information on each criterion even thouzh the :n-
formation is highly judgmental. At least this effort
will focus attention on the issues of prime 1mpor-
tance. Then the local government should trv. if only
gradually, to improve its information base and 1s
ability to estimate the effects of proposed projects.

Central analysis offices. such as management
and budget. evaluation. and planning oiTices. could

play important parts in helping to develop the data
collection and analysis procedures. For some criteria,
such as those on economicand environmental effects,
the information probably will not come from the iine
agency submitting the proposal but from a special
unit such as the government’s economic develop-
ment, planning, or environmental agencies.®

A major concern for the central priority-setting
process is comparability of the information provided
for projects from different agencies. Unfortunately,
different agencies inevitably wil] provice informa-
tion of differing levels of quality. This probiem per-
haps is best handled by considering quality of
information as part of the criterion on uncertainty
and risk tcriterion 9). Forexample, if the information
on a proposal is too uncertain and the consequences
of deferring it are not large. a jurisdiction might
defer the project until better informat:on on 1t can
be made available.

Not all the criteria will be important for every
proposal. For instance, safety 1s likeiv to be a vital
criterion for some bridge and road rehabiiitation pro-
posais but not for other bridgze or road repair re-
quests. In the latter case, the agency needs to spend
little, if any, time on that part icuiar crizerion.

Translating Information on Project
Proposals into Ratings and Rankings

Ratings and Rankings

Reniings provide an ordering of zrorects reiazive 1o
one another without assigning any apsoiute value
o any of the projects.

Ratngs, on the other hand, incicate the absolute
value or merit of each proposal on tne crnitena and
thus can also aid decisions 25 to what the cut-off lavel
(for including proposals in the buczer: shouid be. The
ditfererce 1n ratings among propos2d crojects mndicates
the magnitude of the differences in their values.

T



it 1s ratner common [or 0DCTRLINT AZeNCIAs 10 rala. an
especially to rank. the projects thev are propusing for
funding 1n the CIP or capital buczet.
Ruankings and ralings by operating agencies in-
;

re
1]
-

important to central reviewers and public officials
Some jurnisdictions include the oper s
ranking as one of their evaluation criter:a.

Pubiic offic;als should be aware of the basis for
the rauings or rankings, however, and not merely
given such priorizies without expiarnation. Operating
agencies should make clear the evaiuation criter:a
they have used anc orovide the backup information
on each relevant criterion.

Thus, even if operating agencies provide ratings
and rankings, thev should make backup information
on their evaiuation criteria available 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.

4}
cr
o
3
£
u3
o
0
]
9
w

Need to Better Define Rating Categories
Without clear criteria and well-defined rating
categories, assessments will be highly subjective.
Supjectivity can seriously affect the reliabiiity of the
ratings and thus their usefulness.
We recommend that governments develop “an-
chored” scales. in which each score is cleariy tied to
a specific definition. for as many criteria as possible.

How Should Information on Individual
Criteria Be Aggregated to Make Across-
Project Comparisons (Scoring Individual
Projects)?

Ideally, each proposal would be given an overall score
based on its performance on all the evajuation cri-
teria. These scores should provide a fair comparison
among all projects regardless of the submitting agency
_or the service area. Overall scores, to the extent they
“are considered valid by public officials, can greatly
simplify the job of project selection.
We found no fully satisfactorv system for scor-
“"ing, and it is possible that a fully satisfactory one
may not be achievable. Nevertheless, many local
governments have considerable interest in them be-
cause they simgplify a very complex problem, and
even crude attempts at overall scoring may be help-
ful. Because of the considerable limutations of such
procedures, we recommend that the basic information
on the indivicue! eveiuation criteria be provided (o
pubiic officiels. along with the eggregate scores, so
they heve more complete tnformation on whick to base
their own judzments.

Aggregrate scores simplify prierity setting.
However, thev mask imporzant issues. especialiy if
there are prebiems with the weights. Werghts shouid
feflect the government's vaiues as to the re:ative
Imoortance of eacn evaiuaiian criteria and of each

feonse catezory lor each of the criteria. Lhese

we:znts shouid be reviewed regularly, prosaziy an-
.v or everwv otiler vear.

No sel ol werenis nat apphes o ol junsaciions
can be deveioped. The coliection of daza for the critenza
is pasically a techuuical wsk. but the s2iection of weishis
15 based on value judsments, best ieft to each iccal
Jur:sc:cuion. In fact. value judzreniz on t gty
imrperiance of ndividual criteria are Lixelv to chang
over uime and to differ among ind:ivicuals. We suggest
tha: local governments thar use we:ghung sysiem

de 2
. B

ensure that the weignis and the bzs:s for them are
known by those using the resulting raungs. In any
case. individual eiected or appointed ciic:als may want
to exercise their own judgment and not necessanly dbe
bourd by the aggrezate rauings. The overall scores are,
after all, mean: to provide officiais with information
to heip them make their choices, not to make the choices

for them.
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EXHIBIT 5

DAYTON: CAPITAL PROJECT RATING FORM

Fa L,

0

MEXMNBER'S NAME

PROJECT NAME

NO.

A. Impact on Dayton's goal of increasing
neighborhood vitaiity

B. Impact on Dayton's goal of increasing
economic vitality

Impact on Dayton’s goal of urban
conservation

D. Conformance with plans

E. Priority board rankmg

F. Departmental priority classification

Major impact
Moderate impact
Minor impact
No impact

Major impact
Moderate impact
—— Minor mmpact

No impact

Major impact
Moderate impact
- Minor impact

No impact

Major element

Minor element
No element

First prioritv
Second priority
—— Third prionty
Fourth priority
—— Fifth priority

— Critical
Valuable
Beneticial
Desirable
Questionable

Moderate element

SCORE
RANGE

RATER'S
SCORZ

8-10
4-7
1-3

8-10
4-7
1-3

8-10
-7
1-3

8-10
4-7
1-3

tO 4 O W0 O

[{a]

:
s L
S U0 O
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EXHIBIT 5

DAYTON: CAPITAL PROJECT RATING FORM—continued

G. This project directly supports existing In the Inner Ring 6-10
deveiopment efforts Quztside the Inner Ring 1-8
Does not support development 0
efforts
H. Impact on expenditures Major decrease 6-10
— Minor decrease 1-3
Remains the same 0
Increases -1/-3
1. Impact on energy consumption Major reduction 6-10
Moderate/minor reduction 1-3
No impact on energy consumption 0
Increases energy consumption -1/-5
J. This project is specifically included 1n Yes 6-10
an approved replacementmaintenance No 0
schedule
K. Impact on economicredevelopment pian Major impact 8-10
Moderate impact 4-7
— Minor impact 1-3
No impact 0
L. Project duplicates other available pubiic Yes 0
or private faclity No 2145
M. Rater’s general appraisal —0-10
TOTAL SCORE
PROJZCT NOTES
BESTAVA/LABLE Cory

b
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The Need To Consider the Aggregate
Impact of All Projects

The focus of the discussion thus far has been on eval-
uating :ndividual projects. Local governments should
also consider the aggregate impact of all projects to
be included in the capital budget. The total cost of
any package of projects will, of course, need to be
calculated to determine whether it matches expected
revenues. [n addition. a government wouid be well
advised to examine the combined effects on each of
the evaiuation criteria to determine whether the

BEST AVAILABLE COPY
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overall net effect 1s satisfactory or not. For exam
disruptions or environmen:al impac:s, toleradie
any single project., might not be acceptable when
the projects are considered together. In addition. ¢
tain inequities becomne evident only when proyr
are looked at collectively; for instance, parts of
community may be found to be unduly disrup:ed
capital projects and others unduly favored. A
transportation officials should check to make st
that major work is not done on a hridge at the sa.
time as work is done on the streets that are the b
alternative to the bridge.

EXHIBIT 6

DENVER: CAPITAL IMPROVEMENT PROJECT RATING FORM

BUDCET YEAR

Reguesting Agency:

. Praject Title:

CRITERIA

ITEM
SCORE | WEIGHT ! TOTAL

NEED (OTHER THAN 2-4)
2 Serious, immediate identified need
1 Moderate identified need

0 Low or unmidentified need

2. PUBLIC HEALTH OR SAFETY
2 Addresses a major health or safety hazard
1 Addresses a minor health or safety hazard
0 All other projects

3. LEGALLY REQUIRED
2 Required to meet legal regulations
1 Will meet anticipated legal requirements
0 All other projects

4. COMPLETES A PROJECT

2 Required to make useable a major public improvement
1 Needed to complete an already useable public improvement

0 All other projects

. ADDRESSES NEED
2 Project hignty effecuve and efficient
1 Project moaerately effective and cfficient
0 Prolect low erfectiveness and efficiency

(1}

RELATIONSHIP.TO PLANS'POLICIE

2 Clearly advances plans and poucxes

1 Doesn't conflict with plans and poiicies
0 Conflicts with plans and poiicies

NEICHBORHOOD IMPACT
2 Overall positive effects
1 Little or no efTect
N Overail necztive effects




ENHIBIT &

DENVER: CAPITAL IMPROVEMENT PRUICC At s s - —

UDGET IMPACT

2QUCES Or avolds subdsequent Costs
| Liztie or no net rmpact on subsequen. costs
i 1< $10.0C0 per yr.!
l .5 Moderate net impact (< 550.000 per yr)
[ 0 Hich netimoact > 350.600 per yr )

RA
R turns investment or more than investment
Re

9. MOTOR VEHICLE UTILIZATION
1 Noimpact
0 lncreases cests of City’s motor vehicle use

]

1

| 2 Results in economies of City's motor vehicle use
]

.

tOTHER THAN O
2 Reduces dependence
1 No impact on dependence
0 Increases dependence

i 10. DEPENDENCE ON PETROLEUM-BASED PRODUCTS

[
(1}

11, QUALITY OF INFORMATION
2 Complete and accurate
1 Incompiete

! 0 Very hirtle. poor

! TOTAL SCORE

{ RANK fwithin Deoa. tment)

The Handling of Capital Proposals
Involving Different Funding Sources

We suggest that enterprise fund proposals be
subjected to a proposal review process similar to the
process that other projects are subjected to, and that
the lower-rated projects be reviewed along with other
projects not in the fund. While projects using enzer-
prise funds do not require additional revenues from
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 16
pay. Enterprise fund projects should therefore. com-
pete to some extent with regular projects.

In competing with 100 percent locallv funded
projects, the part mlly locally "unded prmects are
often ranked nigher because they entail lower in-
inial costs by the local juriséiction. Rarelv are fu-
ture operating and maintenance cost impiications
consicered in these decisions tin only three of the
twenty-five cities 1n our survey). This deficiency
can be critical :f future Q&M costs (w hxc.. usuaily
will come from iocai sources) are sigmiiicant.

We recommend that projects funded :rom out-
side sources out reguiring z local match combete
with other projects for the iocal funds. Even _:Jro_:.ects
fundued 100 percent by outside sources should at least
be reviewed to determine the:r future cost impiica-
6N,

Determination or the Total Size of the
Capital Budget

Antlcizategd revenue levels, not need. anpear to e
most :ntfivenuial in determining the size of capital
buc;e.s. Arzicipated revenues certalnly are an im-
portant consiceration, but thev should not be the
orly an :

o

. Request reduced informatio

[92]

Shortcuts
The following shorteuts can ease the burden of
getting the proper information: .
Concuct @ preumznar\' screening {such as is done

in Dayton and Milwaukee' in which some projects
may be rojected outrignt. Relection may oceur be-
cause the data are inaccurate or unrealistic. the
operating department is found to be unprepared
to undertake the reguested project. or a propozal
is undesirable.

n jor reictively tnex-
pensive projeces. as Norfoik does for reiativeiv in-

.

expensive equipment proposals.

. Focus the review activuy on the mos: importzn:

projects.

Focus on projects near the “cutor; potat. that s,
projecis whose inciusion it the caoital budzzr s
proviemaiic,

focuson the evcluciion critzric that are most el-

even: and signiicans to the tndiduci proposa.ls.

Su'n"zc*':;’ and figriighs sev 1ssues on the set of
pF’),;O\C
We suzgest thatlocal jurisé:ctions cons:der sach
{ these tecnnizues for simpoi:iving the priorizy-
fa
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EXHIBIT 9 LIST OF DESIRABLE “TECHNICAL” CHARACTERISTICS FOR A PRIORITY-SZTTINC

PROCESS

10.

Be understandable. The information provided should be clear both to participants and to users of the zro-
cess. For exampie, unciear evaluation criteria or esoteric scoring procedures are less likely to be nelpful.

Be comprehensive, that is, consider all major consequences of a project.

Minimize double-counting of evaluative critena. (If two criteria are highly interrelated and the selection
process does not take this fact into consideration. double-counting can result.)

Provide valid, accurate information. When numerical information is provided it shouid be accurate and
mearingiul. When qualitative information is used 1t should be ciearly presented and accompanied by an
appropriate rationale so that users will know what has been evaluated.

Articulate clearly the key value judgments in the procedures made by nonelected officiais {e.g., if weights
are ceveloped by persons other than the elected officials).

. Provide information not oniy on the relative ranking of projects but also on the individual ments or vaiue

of the projects. Without the latter information, project selectors will not know which projects are worth
funding. (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 warth funding if they have a high payoff.)

Be insensitive to miror differences in ratings. Procedures, for example, that automatically reject a proposal
because of small differences in ratings among raters, would be a problem.

. Accept proposals that meet a critical need while rejecting proposals that fail to satisfy any critical raguire-

ment. Ratings should be so designed as to spotlight projects that are urgent or critical. Norfolk, Virminia,
for example, inciudes as a criterion, an “overriding consideration factor™ to cover any major and far-
reacning consideration not otherwise covered adequately. Either positive or negative points of up to 20 may
be assigned; this factor must be documented.

Consider possible interéependencies among projects. Some projects may benefit each other, thus increasing
their joint value or reducing their total cost; examples are street and water projects that could save monev
if done jointly. In other cases, some projects may together add problems; an exampie 1s scheduling a bridze
for major rehabiiitaticn at the same time a major sewer project 15 planned under the street that 1s the
major alternative route to the bridge.

Be practical in terms of cost. time. and personnel available. Late or overly expensive information wouid. of
course, be a major provlem for any priority-setting system.

NOTE:

In ceveioping tnis hist. tne study team found quite useful Theodore Wang and William Be:ne s Project Report to tne Nation.
o

Bureau of Stancards, "The Development of Criter:a for Project Prioritization.” Wasnington, D C.. February 3. 167
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ORGANIZATIONAL ISSUES

Decisicns on capital projects are usually made
separately from the operating budgzet process lal-
though this seems o be c..an::nz gradually). Such
an organizatonal solintering of the operating and
i impiies that the trade-offs between
;era:mg and maintenance costs are not
In cenera‘.. the major parzicizants in determin-

1zl budget are the:

e Opera:ing departments

e (Cenrral staff units

e General citizenry

e Elected and appointed officizals
Role of Operating Departments in the
Central Priority-Setting Process

In most local governments, operating departments
initiate the selection of capital reguests.
provide most of the basic data
We sugcest that local officials ask each oper-
ating depariment 10 at least rank. or assign to a
rating category, each of its project proposals.
Whether ooeratincr departments assign priori-
ties to each camtal proposal or not, they should gen-
erate appropriate data about each proposal to ena able
meaningful across-agency review and selection.

Role of Central Units

commun:ly development or
planning desartment either takes the lead in coor-
dinating the priority-setting process or provides
technical assistance and information

Budget offices generally play an important role

in the selection of capital proposals.
Sometimes te.g.,
Riverside, California), the finance department will
estimate funding limits for each operating depart-
ment before the departments make proposal sub-
missions for central review.

In jurisc:ctions with cuv or county managers,
sometimes the manager or assistant manager pro-
vides the only central review

We make the foilowing suggestions for estab-
lishing efiective central staff participation in the
priority-setiing process: . :
1. Central reviewers shouid mc“'cn persons repre-

seniing 2 variety of government perspectives.
This practice will provide a va-
rietv of perspectives, yieiding a better, more
comorehensive uncerstanding of proposals. [t wiil
also encourge better coorc:rnation of actions that

resui: from the seiection grocess.

And cen-
tral offices shouicd be consistent In r returning to
the originaung cepartments—ior {urther justifi-
€at:0n Or aiter.ilons—proposais that do nol meet
these reguirement

3. Centrac clfices shou:d not overspecily func:ng
constrainisin .'ld\ ance s0as o pTC‘LA ...CIE O;JEI'.'J.:I.".:
acencies from 1ndicating ail the necas agency oi-
fic:ais feel are 1mportant.

Role or Citizens

Although 1t can be argued that our representanve
democracy already provides citizen representation
through elected officials (and administrators ap-
pointed by them). most localmes incorporate one or
more additional forms of citizen 1naput into the cap-
1tal budzeting process.

Role of Elected Officials

It can range from a pro forma review
to full-scale participation in priority setting.
Elected iand central administrauve: officials shouid.
however, encourage, if not require, tha: proposal sub-
missions provide specific informacion indicaung the
poten:ial impacts of the project on the community and
its citzens.

Political Considerations .

An 1mportant issue is how political considerations
shouid affect the priority-setting Drocess.

There appear to be
four major deviations:

1. In practice. particularly in large cities and coun-
ties, many major priority decisions are made by
department heads who iunderstandably do con-
sider poiitical factors, such as council member
preferences or interest group pressures.

2. Elected officials are often likely to want to cam-
oufiaze the political nature of certain choices by
making their wishes known 1nformally to tech-
nical s:aff thereby making capitai project choices
appear "professional” rather than “pelitical.”

3. From a purely practical standpoint it is often in-

feasibie for elected officiais, often part-time. 0

examine intensively many ¢ amtal projects.
itabiv, therefore, many significant capital choices
wiil conuinue to be mace ar ¢

parzment level.

Some elected officials appear to prefer to ieav
many of :he choices to the techn:cal staif a
matier of personal siyie or as a way of avoid:n
excessive political heat.

zest the following regardinz poiitical as-

pects of :l'*e Drioriiy-setung process:
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some criteria that have poiitical impiications. such
as the number and category of persons atfected
(e.g.. helped: by individual projects. (It can be
argued that any criteria that address citizen im-
pacts, such as safety hazards, road rideability. or
sewer b2ckups, nave polmcai implications.) Thus,
eiected officials should seek to obtzin reasonadiy
sound, objective 1nformation on these criter:a for
each capital project to use as part of their political
judzments. The existence of such information on
capizal proposals should also later help elected
offic:als market their decisions to the public and
reduce their own vulnerability to special interest
group and media pressures. However, such infor-
mation will aiso reduce elected officials’ flexibil-
ity to include for exclude) preferred projects. that
do not (do? show up well on the technical ratings.

. Technical information on proposals should be used

not only to select capital proposals but aiso to help
justify capital decisions to the public—for ex-
ample, by providing hard evidence to a cost-
conscious citizenry and media that a capital ex-

. To:heextent possible, political consicer
d ;

;)per:'.t:ng costs or avoid large future capital ex-
pense. Such marketing efiorts can generate cit:zen
supsort and perhaps even private sector coin-
vestment.

rations. as

efined earlier, shouid be kept separate {rom the

more objective, more technical information te.g..
that on costs and service impacts).

Elected officiais should invoive community cit
zen and business leaders in the capital bucget

review process as a way both to supplement strctly
internal proposal review and to muster suppor:

for the budget after cnoices have been made.

SUMMARY OF FINDINGS AND

RECOMMENDATIONS

No perfect set of criteria exists, but
lack of nerfection is no excuse for failing to de-
velop an adequate set.

To encourage the provision of sound infor-
mation we suggest that (a) a central review office
be assigned responsibility for at least sampling
the information provided by originating agencies
to ascertain that the information is suppor:able,
and (b) relevant agencies affected by a capital
prooosal be asked to certuv that the information
is accurate
Develop a systematic rating and ranking proce-
dure for capital projects—both within individual
functional areas and across functional areas.

A major problem with weight-
ing procecures is that the weights themselves are

policy decisions, inevitably based on value judg-
ments

Our suggestion is to develop a relauveiyv simple
weighting system and provide officials resvonsible
for setting priorities with backup information on
each criteria.”

Avoid making the process of selecting capital
projects cumbersome by putting too many steps
in the review process or by requiring information
that cannot be t.ncxerstood or processed conve-
niently.

Incorporate facility maintenance con::dera:ions
that future operazing and m‘.mtenance cos:s are
explicitly considered and so that total “life cvcie”
costs are minimized.
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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 1s 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.

L)

Financial impacts: It is of fundamental importance that the financial
evaluation of an intervention should not only based on the one-time capital
investment/historical 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.

. Impact on_sectoral policy: It is worthwhile to explore to what extent the

intervention will be in harmony with sectoral policies adopted earlier and
where 1t stands in priority set up in relation to its own sector.

. 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.

. 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.

%



Katalin Pallai. Decision Matrix, 10.27.97

. 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.

Impacts of distribution: which can be analysed either on the level of society,
1.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.

. 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
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.)

. Political price/benefit: 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 critenia is used for
analysing possible interventions, it will always be necessary to

clearly define the content to each cnterion,

use accurate and 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 information 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
o is merely an instrument more “objective” than other methods for evaluating

impacts of various interventions.

1y
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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,
committees or groups. A situation like that i1s 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.

Similarly. decision-makers might evaluate certain factors differently. When
adéquate 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
1t 1s 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
technical 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

Criteria and their content

Scores and their definitions

Who should do
the rating?

The perspective of the sector:
This criteria will evaluate how important the project is for its

own sector.

5 - highcst priority in the scctor

4 - important clement of the program for the scclor
3 - an clement of the program for the scctor

2 - justificd/rccommended for the scctor

I - acceptable for the scctor

0 - not justificd for the scclor

own sector

Environmenta) impact:

5 - large improvement in environmental quality covering the entire city

department  of

This parameter, if meant as an overall environmental impact 4 - large improvement in environmental quality in a small rcgion environment
. . . . 3 - improvement in environmental quality that can be expericnce in a
(quality of life), will analyse the impacts on health and Iarr;;c part of the city quaitly pe
na!{ural epvnronmeryt. .(No analysis oflmpac_ts of aes?hetlcz's N | 5 _ pegligible positive impact
built environment is included due to practical considerations | | - no cnvironmental impact
contained in the detailed explanations) 0 - ncgative environmental impact
Impacts of city development. 5 - stratcgically important with an impact on the centire city chief architect
This criteria evaluates the impact on the quality of services | -2 stratcgically important clement for a special arca of aclions for
. . . development
icy. :
by the city and the relevance to city development policy 3 - important clement
2 - is in linc with the adopted city development policy
| - ncutral
0 - js not in lin¢ with the adopied city development policy
5 - the project will return within 3 years duc to a decreasc in operating own sector

Financial impact

This criteria evaluates the financial impact in excess of the
one-time capital investment included in the capital budget,
ie impacts of the capital investment project on future
operating and maintenance costs.

expenditures

4 - the projcct will return within 6 ycars duc (o a decreasc in operating
cxpenditures

3 - the project will return within 10 years duc (o a decreasc in operating
expenditures

2 - will decrcasc operating and renewal costs

1 - no impact on operating and renewal costs

0 - will incrcasc opcrating and rcnewal costs

&
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Economic impact 5 - strong impact of boosting cos cring the cntire city Finance
This criteria evaluates whether the project will have an | *-strong impact of boosting covering a small region (ncighbourhood. department
impact on boosting the economy in the city or in a part of it. 3 districy .

3 - strong impact of boosting locally

2 - a positive impact that can hardly be expericnced

1 - no impact on cconomy

0 - restrictive element with impacts against boosting cconomy
Dependability on fulfiiment of plans 5 - the impacls to be achicved arc quantifiable and can accuratch 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 - 3;?;::‘{':?3 impacts arc quantifiable and can accuratcly be
explained in the justification to the project in the decision- | _ e of the inpacts arc quantifiable and can accuratch be
making process The extent to which plans can be realised determined

2 - the project can reliably be implemented. the hikelihood of 1ts expected

impacts can be determined

I - the feasibility and impacts of the project arc uncertain

0 - the feasibility and impacts 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 | *-adclay will lcad o a substantially worse status in the city chief architect

because interventions are not equally sensitive to the timing
of implementation

3 - a dclay will lcad to substantially increascd future costs
2 - a dclay will Icad to increascd futurc costs

1 - no impact

0 - later implementation will be more advantagcous

Possible support by citizens'

5 - substantially supported as opinion polls show

4 - somewhat supported as opinion polls show

3 - possibly supported
2 - neutral
1 - there will be opponents to it expectedly

policy advisor +
PR group

0 - expectedly large number of opponients

ul




