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PREFACE

This monograph is a supplement to traditional budgeting texts as well
as traditional professional local budgeting guides.! It emphasizes that
budgeting is not merely a technocratic process but rather can be examined
as a complex system. While these traditional budget texts are excellent
descriptions of the local budget formats, processes, and often financial
management tools, they typically spend little time on the complex envi-
ronment that influences the budget. While this supplement is not a
budget text, by viewing the local budget through the lens of complexity, it
adds a new dimension to these traditional methods of budgetary analysis.
It should be noted that this monograph is designed to be brief so that the
instructor of the class can easily augment this material. A complex systems
framework adds to conventional budget analysis in at least four ways: It
looks at the budget as the result of many variables that are outside the
finance department’s purview; it understands that there are multiple inter-
dependences among these variables; it suggests analysis of non-obvious
relationships among actions in the budget process in order to optimize
results, and it argues that the actors in the process must understand that
their budgetary behaviors have both indirect and far-reaching implications
that go beyond the budget document.

1 For texts, see Mikesell (2014), Lee et al. (2013), Lynch (2017), Menifield (2017) or
Khan (2019). For a professional guide, see Opengov. (2021).
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vili  PREFACE

This monograph uses two concepts seldom discussed in the budgetary
literature. The first is that of “governance.” Following Kooiman (2003),
governance is the sum of the interactions between the public and private
sectors that attempt to solve societal problems and create social and
economic opportunities. The second is “dynamic capabilities (or capac-
ities).” This is the ability to change internal and external competencies
in rapidly changing environments. By integrating these concepts into
a complexity analysis framework, it becomes easier to understand the
budget’s environment, and budgeting as a practice will improve.

Note that the chapters are designed so that they can be independently
read. There is some redundancy in both the subject matter and bibliogra-
phies to enable this to occur. For simplicity and understanding, the figures
for each chapter are not fully complete and all of the relationships are not
drawn. Finally, thanks to Molly Stoneman for help in drawing the figures.

Scottsdale, USA Jeffrey Chapman
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CHAPTER 1

The Local Budget as a Complex System:
Overview, Concepts, and Definitions

Abstract This monograph supplements traditional budgeting texts. It
introduces the concepts of complexity and dynamic capacities as lenses
to examine the local government budget process in a dynamic general
equilibrium framework. It adds to conventional budget theory analysis by
adding concepts such as fiscal sustainability, complexity analysis, a systems
framework, and governance variables. It also explicitly introduces local
government debt and economic development policies as budgetary vari-
ables. It uses these to analyze the potentially complex interactions of many
variables on the revenue, expenditure, and debt decisions of a local juris-
diction. This framework enables the analysis of many interdependencies of
exogenous variables in a complex systems framework and helps to identify
some non-obvious relationships among those variables and the budget.

Keywords Fiscal sustainability - Complex systems - Governance -
Dynamic capacity - Local budget

Residents of the United States have nearly constant interactions with
local government. At a minimum, these interactions are, with public
safety providers, health service providers, schools, zoning boards, trans-
portation, libraries, and parks. All these services depend on the local

© The Author(s), under exclusive license to Springer Nature 1
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budget’s revenue and expenditure characteristics. The local public budget,
as adopted by the local governing board, is a concrete manifestation of the
desires of the citizens of that jurisdiction. It is “where the rubber meets
the road.” Yet, as V.O. Key noted in 1940, “American budgetary liter-
ature is singularly arid” (Key, 1940). Forty-five years later, Straussman
further argues that it is illusory to continue to search for a budgetary
allocation of resources formula (Straussman, 1985). Yet, despite this theo-
retical vacuum, budgets do exist, and the study of budgets does continue.
For example, academics study the politics of the budgetary process or
study individual sections of the budget, for example, how to finance
pensions, what is the incidence of the property tax, or how are debt
ratings established. Practitioners focus on their own narrow turf—how
can I do a better job of assessing property values, what is the fore-
casted sales tax revenue, how do I finance OPEBs or how to integrate
risk management into management control systems (Rana et al., 2019).
Further, because there are resource constraints on the revenue side and
political demands on the expenditure side, budget theory has focused
on micro level (that is at the individual department level or specific
tax receipts) analysis of decision-making, with straightforward ratio anal-
ysis used to determine the financial position of the jurisdiction (e.g.,
Scorsone & Pruett, 2020).!

This monograph adds to the study of budgeting by analyzing the local
government budget as a complex system. As such, it is only a supple-
ment to the traditional budget texts. It will not directly address Key’s and
Straussman’s micro level problems of resource allocation among activi-
ties. Rather it will postulate a system’s theory of budgeting and derive
potential implications.

Central to this discussion will be the theory of fiscal sustainability.
Although Chapter 2 discusses this concept in detail, for the present it
is sufficient to note that it is the long-run balanced budget, including all
revenues and expenditures and influenced by a variety of other variables.
Inside the fiscal sustainability box are the traditional budget phenomena
of types of budgets, the various funds, and control measures. Figure 1.1
shows the variables that impact fiscal sustainability and therefore places it
in a more of a general equilibrium framework. This is the contribution

1 However, Gordon (2018) and Pagano and Hoene (2018) have attempted to broaden
this micro level view.
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GOVERNANCE AND DYNAMIC CAPACITY

A

v

TIEBOUT MOBILITY

EXIT, VOICE, LOYALTY, DEMOGRAPHY
REVENUES EXPENDITURES
(FIGURE 2) ¢ (FIGURE 3)
47
A A A A
FISCAL FEDEALISM
DEBT
(FIGURE 4)
A
EXOGENOUS ECONOMIC
CONDITIONS —
(TELs, MANDATES, ETC.)
Y
ECONOMIC
| DEVELOPMENT
(FIGURE 5)
\ 4

B FISCAL SUSTAINABILITY

—

Fig. 1.1 Complex systems model

of this monograph to budgetary theory. The methodology of complex
systems will be the tool to facilitate this analysis.

Just as general equilibrium theory in economics describes the economy
as a whole, rather than individual markets, this monograph will describe
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fiscal sustainability as a product of many pressures, ranging from revenue
accessibility, demand for expenditures, governance variables, manage-
rial competence, political constraints, strategies, economic development,
and so on. Fiscal sustainability does not automatically occur nor does
it automatically result in local welfare maximization. But if the local
decision-makers can make changes, the local budget can move to a set
of resource allocations that accurately reflect these pressures and develop
a budget that is fiscally sustainable and approaches welfare maximization
for the local community.?

Additionally, the local budget is no longer a pure local budget. It is part
of an intergovernmental system. As Tatham et al. (2021) argue, the terri-
torial architecture of government has become even more multilevel, with
increasing pressure on subnational governments which may face revenue
constraints. Scharft (2021) elaborates on this by noting that economies
of both large and small urban communities often face significant revenue
shortfalls. Scharft believes that the United States has a broken fiscal feder-
alism system, and local governments now have increased responsibilities
but do not have the fiscal tools that are necessary to address these respon-
sibilities. But perhaps using complexity analysis it will become possible to
discover, understand, and address budgetary problems.

It is necessary to describe briefly complex systems before describing
the budget model. These systems are the framework for the analysis of
the local budget.

A system consists of coherently organized elements designed to achieve
a specific purpose. These elements interconnect to achieve this purpose. A
system can be more than the sum of'its parts, may be resilient, and may be
self-organizing (Meadows, 2008, 11-12). The study of complex systems
is the study of parts of a system and how their relationships give rise to the
collective behaviors of the system as well as how the system interrelates
with its environment. It is a field that focuses on interdependence and the
behaviors that arise from this interdependence (Bar-Yam, 2002).3

The study of complex adaptive systems (or complexity theory) attempts
to understand how order comes about in systems that are often non-linear

2 While many of the institutional structures used in the model may be unique to the
United States, the theory is generalizable to local governments outside of the United
States, assuming they have independent budget authority.

3 For a recent example of complex systems and public policy recommendations, see
Fowler et al. (2019).
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and have complex relationships. At times, analysts of complexity suggest
that these systems move to a state of dynamic stability, sometimes called
the “edge of chaos.”* Waldrop defines this edge of chaos as:

The balance point ... is where the components of a system never quite lock
into place, and yet never quite dissolve into turbulence either ... the edge of
chaos is where new idea and innovative genotypes arve forever nibbling away
at the edges of the status quo.s

Complexity analysis examines a system that is constantly in motion. It
often uses agency analysis to determine outcomes. It typically has four
major features (Holland, 2006): many agents that interact (parallelism),
agents that take actions based on the signals they receive (conditional
action), groups of rules that at times combine to act as building blocks
(modularity), and agents that adapt over time to improve performance
(adaption). The local budget and its associated development processes
have all four of these features. There are many local department heads
that interact with each other as well as the private sector, the governance
structure makes budget decisions based on the revenue and expendi-
ture capabilities of the jurisdiction, budget decision-makers follow rules
that are legal mandates as well as community preferences, and successful
jurisdictions adapt over time to ensure they are fiscally sustainable.

Budgeting is a form of a complex system that represents a dynamic
equilibrium, in which behaviors oscillate between a limited number of
end states. It further contends that this system is adaptive, with many
parts interacting with each other in self-organizing and dynamic ways.
Additionally, it is co-evolving, in that parts of the system evolve as they
interact with other parts. This is the description of the modern budget
process, which is often at the edge of chaos.

There has been very little formal analysis of the local budget as a
complex adaptive system. When the term “system” is sometimes used at
the federal level (e.g., the planning, programing budgeting system), it is
intended to be a rulebook for a systematic approach to putting together
expenditure packages. While adaptive complex systems have distinct prop-
erties such as nonlinearity and feedback loops, consider this monograph as
a beginning of a discussion of complexity as applied to local budgeting.

41n Cleveland (1994, 2).
5 Cleveland, 2.
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This differentiates it from the textbook analysis of conventional budget
practice that is concerned with the technical aspects of budgeting, as
well as the budget as a decision-making tool reflecting citizen interests
(Franklin, 2013, 140). Traditional budgeting analysis typically examines
the budget through the lens of the finance department.®

Thinking in a systems framework differs from conventional budget
theory in at least four ways: it looks at the budget as the result of many
variables that are outside the finance department’s purview; it under-
stands that there are multiple interdependences among these variables;
it suggests an analysis of non-obvious relationships among actions in
the budget process in order to optimize results; and it argues that the
actors in the process must understand that their budgetary behaviors
have indirect and far-reaching implications that go beyond the budget
document. Complex adaptive systems evolve with a changing environ-
ment and should be closely linked with other systems making up the
environment (Chan, 2001). Using complex system analysis contributes
valuable insights that aid both budget theorists and practitioners analyze
the economic and financial environment in which the budget exists.

This analysis adds two concepts to the ordinary discussion of
budget models: governance and dynamic capacity (or capabilities).”
These concepts, seldom formally emphasized in the budgeting literature,
contribute to the domain of the model.

GOVERNANCE

In 2016, the United Nations argued that municipal finance is the “oper-
ational fulcrum” for the success of rapid urbanization (United Nations,
2016, 2). It argues that the rules of the game are crucial to this success.
It further defines the rules of the game as the statutes, policies, regu-
lations, and laws that define a jurisdiction’s powers. As part of this
definition, it urges that national governments allow local governments to
have autonomy over revenues and expenditures, to be in a strong inter-
governmental relations framework, which includes transfers of funds from
higher levels of government to localities, to have the authorization to

6 Modern budgeting textbooks almost entirely ignore the complexity, systems design,
and the simultaneity of the variables that this monograph discusses. See, for example,
Mikesell (2014), Lee et al. (2013), Lynch (2017), Menifield (2017), or Khan (2019).

7 Dynamic capability and dynamic capacity are used as synonyms in this monograph.
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leverage fiscal tools, and to help localities access credit markets. It is these
rules of the game that allow governance activities at the local level to
exist.® Thus budgeting is the key to the rules of the game which defines
governance.

Governance is a term that originally became popular in the mid-
1990s. As originally used, it indicated that the focus on governance
should be on the managerial or technocratic issues confronting local
government—not on the politics of local government (Rose-Ackerman,
2017).? This chapter expands this definition to allow political feedback.
Following Kooiman (2003), this monograph defines governance as the
theoretical conception of the totality of interactions in which public and
private sector actors participate in order to solve societal problems, create
social and economic opportunities, and use institutions as the context
for interactions.!? For this analysis, governance includes portions of the
concepts of the facilitative state, with adjustments for exogenous shocks
(Newland, 2003) and the form of decision-making—for example, whether
the decision-makers come from a strong mayor or strong city manager
form of government, and the political climate of the jurisdiction.!! It
also includes the roles of lobbyists and private sector actors. Additionally,
governance includes the political response to intergovernmental revenue
flows and mandates, and the use of the Tiebout model to explain demo-
graphic changes (Tiebout, 1956).12 Governance includes the role of the
public administrator, especially in the implementation of the governing
policies as well as the dynamic capabilities of the jurisdiction’s manage-
ment processes. This monograph’s model addresses governance issues in a

8 Interestingly, while this report discusses revenues, expenditures, and debt, it ignores
economic development as an important variable.

9 This monograph explicitly expands the idea of good governance beyond a lack of
corruption.

10 There is a vast literature expanding this definition. See, for example. Heinrich and
Lynn (2000), Donahue and Nye Jr. (2001, 2002), Bertelli (2012) or Bevir (2013).
Additionally, the journal Governance continually explores these topics.

L1 Chapter 7 expands the concept of the facilitative state in which feedback loops will
be analyzed.

12 The Tiebout model argues that under a specific set of assumptions, individuals will
choose a jurisdiction that best matches their preferences for local public goods. If there are
enough communities for individuals to choose from, the individual’s choice of community
will lead to an official market outcome. This is sometimes referred to as voting with your
feet.
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slightly different manner than the traditional literature (Lynn et al., 2001,
34) in that it incorporates governance issues between concepts of political
interests and ahead of governance regimes, management strategies, and
primary work. This model also explicitly includes feedback mechanisms.
Governance issues are therefore part of a complex system rather than a
stand-alone, strictly exogenous, variables. Finally, governance issues are
often normative. This model assumes that while norms may be constant
in the short run, they are amenable to change in the long run because of
the feedback mechanisms. Under this expanded definition, it is clear that
governance issues affect the budget.

Dynamic Capabilities/Capacity

The same United Nations report that commented on the importance of
the rules of the game also emphasized the importance of effective financial
management systems. It argues that these systems should have two dimen-
sions: a set of core activities that include planning, budgeting, accounting,
procurement auditing, and oversight; and secondly, the ability to steward
their resources effectively. These are crucial attributes but are not suffi-
cient to allow fiscal sustainability to occur. There is one more necessary
attribute for fiscal stability: dynamic capability or dynamic capacity.!3

In several sections of this monograph, the term dynamic capabilities
or capacities appears as an explicit variable in the various sub-models
of budgeting. This additional concept, commonly utilized in the private
sector management research (Schilke et al., 2018), is rarely employed in
analyzing public sector management capabilities in the finance department
(Piening, 2013). Dynamic capacity is the “ability to integrate, build and
reconfigure internal and external competences to address rapidly changing
environments” (Teece et al., 1997), in Piening (2013, 210), Expanding
on this, Eisenhardt and Martin (2000) reference the resource-based value
of a firm which describes how to achieve competitive management advan-
tage within firms and how to sustain that advantage—thus focusing on
the internal organization of the firm. These authors argue that dynamic
capabilities consist of specific routines that can ultimately lead to best
practices. First formally advanced by Teece et al. (1997), this framework
analyzes methods of fiscal success of firms in the private sector that operate

13 These terms will be used interchangeably in this piece.
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in environments of rapid technological change. It argues that private
wealth accumulation creation and success in regimes of rapid techno-
logical change depend to a great degree on the sharpening of internal
technological, organizational, and managerial processes within the firm,
“in short, identifying new opportunities and organizing effectively and
efficiently to embrace them are generally more fundamental to private
wealth creation than is strategizing, if by strategizing one means engaging
in business conduct that keeps competitors off balance, raises rival’s costs,
and excludes new entrants” (Teece et al., 519). One extension of this
initial definition is to consider the assessment of the private sector firm’s
organizational ability to internally reconfigure to address environments
that are changing in more than the use of technology to achieve inno-
vative forms of competitive advantage. In these extensions, competition
acts as one of the drivers for dynamic capability enhancement.

While becoming the prevalent theoretical framework for how private
sector firms change, dynamic capability analysis has received little atten-
tion in the public management field.'* This monograph argues that public
sector organizations also face rapidly changing environments. This implies
that cities will not respond uniformly to exogenous environmental shifts,
but rather will respond based on their tax authority and base alignment,
what tax and expenditure limits they face, and their demographic compo-
sition (Pagano & Hoene, 2018). It also argues that local governments
face competition from many directions. Cities compete with other cities
for economic development activities, they compete with the private sector
in the production of services, they compete in the municipal bond market,
and they are always justifying their activities to voters to gain approval for
service or tax level changes. As Piening (2013) argues, the higher the
environmental turbulence, the higher the likelihood that public organi-
zations both invest and benefit from having dynamic capabilities (237).
Importantly, he also argues that with sufficient resources, successful public
organizations will develop and deploy dynamic capabilities.!®

14 piening (2013) reviews 16 studies that use parts of dynamic capability analysis in the
public or non-profit sector. None of these studies use complex system analysis in their
discussion.

15 For other examples of dynamic capabilities, sce Teece (2007), Birkinshaw et al.
(2016) and Teece et al. (2016). For contradictory evidence see Fainshmidt et al. (2019)
which argues that dynamic capabilities are not important in unstable and resource poor
environments but are important in resource poor but stable environments.
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Figure 1.1 is a summary of the model. It hypothesizes how these
variables interact with one another and how they can possibly impact
the budgetary fiscal sustainability of the jurisdiction. At its center is
fiscal sustainability which will be defined in more detail in Chapter 2.
Underlying all the analysis is the role of the governance structure
of the jurisdiction and its relationship to the jurisdiction’s dynamic
capabilities. The governance structure of the jurisdiction includes such
factors as whether it is a strong mayor or a council-manager system
since these affect the revenue and expenditure decisions of the jurisdic-
tion (Chapman & Gorina, 2012; Jimenez, 2019). It also includes the
demography of the jurisdiction, for example, jurisdictions with young
families will have different demands for public services and thus result
in different budgetary demands than cities with predominantly retired
populations. Of course, to the extent that the Tiebout model (1956)
or Hirschmanmodel (1970) are reasonably accurate, some demographic
variables themselves are affected by the budgetary decisions, in that citi-
zens will migrate to the jurisdiction that best meets their preferences for
government services or will exit that jurisdiction if it changes its menu of
services.!® This mobility may affect the revenue and expenditure patterns
of the jurisdiction. Tax and expenditure limits also exist at the state and
local level and are part of the governance structure surrounding the local
budget and both directly influence the levels of revenues and expenditures
as well as having an impact on the use of special districts (Zhang, 2018).

Assuming that the “rules of the game” are met, and that gover-
nance and dynamic capacity are included explicitly as variables, six major
concerns affect fiscal sustainability: revenues, expenditures, economic
development, debt, the local fiscal environment, and federal and state
interventions. The following chapters will discuss the first four in more
detail, the next section of this chapter briefly discusses the latter two.
Chapter 2 will define fiscal sustainability and why it is a useful concept
as applied to budgeting. Chapter 3 analyzes the revenue system and
Chapter 4 analyzes the expenditure decisions. Chapter 5 adds in a discus-
sion of local debt and Chapter 6 analyzes local economic development
activities. Chapter 7 analyzes the interdependence of these variables.

16 The Hirschman model, originally developed to explain private sector behavior, argues
that individuals have three choices if they are unhappy with the direction that the organi-
zation is taking: exit, voice, or loyalty. In the context of this monograph, it implies that
over time, the jurisdiction’s preferences and the individuals will be consistent.
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In summary:

Revenues basically consist of local taxes, fees and charges, cash manage-
ment proceeds, and intergovernmental grants. The governance system,
the dynamic capabilities of that system, the local fiscal environment, and
the local expenditure patterns also affect local revenues.

Expenditures are the service level costs of local programs (for example,
police, parks, and libraries) and debt payments. The governance system,
the local fiscal environment, and the dynamic capabilities of the gover-
nance system affect these variables. The amount of revenues raised by the
jurisdiction also impacts the expenditure decisions.

Local debt occurs in a variety of forms, most of which place the local
jurisdiction in a legal binding framework to pay principal and interest
costs. The debt may also be related to economic development projects.
Intergovernmental relationships can constrain or encourage the use of
debt.

Economic Development aftects both revenues and expenditures.
Successtul development projects will generate additional tax revenues
but will also cause an increase in service expenditures. Further, to the
extent that these financial incentives offered by the jurisdiction attract
private sector development, there will be additional service level costs and
revenue losses because of these incentives. Finally, there may be significant
equity considerations attached to any development project.

The local private sector ecomomic environment has an impact on the
governance system of the jurisdiction as shown by the Tiebout and
Hirschman mobility discussion. It also has a direct impact on fiscal
sustainability. Poor jurisdictions will have a tax base, whether property,
sales, or income, that will be less than rich jurisdictions. This means that
the same tax rates will generate less revenue. This might cause poorer
cities to raise taxes which could drive some of the wealthier residents of
the poor jurisdiction to leave. Additionally, while the population of the
poorer jurisdiction might have the same demands for public services as
the population of the wealthier jurisdiction, because of the lower revenue
stream, there is likely to be a lower level of service provision. It also
means that poorer jurisdictions might be more willing to give incentives
for economic development compared to wealthier jurisdictions.
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Federal and State Interventions also affect a jurisdiction’s fiscal sustain-
ability.!” For example, federal or state mandates may encourage or force
expenditures on particular services, perhaps overriding citizen preferences.
The imposition of tax limitations, for example, on property taxes, can
distort local tax systems. State limitations of economic development activ-
ities can not only prevent bad decisions but also prevent what might be
a good decision. However, since most of the time these interventions
are beyond the control of the local government, this monograph will
not address them except tangentially. This model takes the state of the
national economy as a given.

Because this monograph is designed to accompany traditional budget
textbooks, it does not discuss many specific budgetary phenomena that
are important in the budgeting process. Any good budgeting text will
discuss these topics, which are often quite technical and require detailed
explanations. For example, there is no discussion of different accounting
methods and financial reporting systems. It generally ignores the differ-
entiation between capital and operating budgets. Cash management, as a
revenue-generating practice, is only lightly touched. It does not analyze
the politics of budget adoption nor the budget cycle. The monograph
does not distinguish special funds from the General Fund, and it does not
identify or analyze rainy-day funds. It does not discuss the various types
of budgets—line item, performance, and program. It ignores budgetary
controls and performance measures. There is no identification or analysis
of the budget approval process nor are many of the actors in the budget
process identified by function. These and other topics also help to shape
the budget process and are traditionally covered in budgetary texts.
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CHAPTER 2

What Is Fiscal Sustainability?

Abstract This chapter amplifies the definition of fiscal sustainability by
examining each of its parts: revenues, expenditures, debt, and employee
benefits. It emphasizes that this definition is a long-run definition, with
the components measured in present value terms. It discusses why the
concept is important and identifies the structural pressures that affect
a local government’s sustainability: structural, intergovernmental, and
cyclical. It then disaggregates these pressures into sub-components. These
components include suburbanization, changing consumption patterns,
demographic changes, and changing mobility patterns. It also notes the
importance of federal and state aids on sustainability as well as busi-
ness cycle pressures. It then delineates the requirements that long-run
fiscal sustainability must meet, including minimizing economic distortion,
attempting to raise aggregate community welfare, equity considerations,

A reminder: this monograph is not analyzing the critical budgetary details that
local government finance directors routinely address. That in no way demeans
their importance; rather it just means that the environment of the budget
should also be explicitly addressed. For examples of the former, see Brown
(1993) or GASB (2016).
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and environmental sustainability. It finally discusses the concept’s relation-
ship with Tiebout models and equity considerations.

Keyword Fiscal sustainability - Governance - Dynamic capability -
Bankruptcy

This chapter unpacks the concept of fiscal sustainability. It is a non-
traditional way of examining the budget process, although it considers the
same variables, that is, both revenues and expenditures (including retire-
ment obligations). Local budgeting is usually a year-by-year process, must
balance, and uses a variety of methodologies on both revenue and expen-
diture sides to reach its final form. Fiscal sustainability examines the same
variables but in a long-run vision. So, while a local budget might use
gimmicks to balance in the short run, a fiscally sustainable budget cannot
use these gimmicks because it is a long-run concept.

There are some underlying concerns about the use of the term fiscal
sustainability that the latter chapters in this monograph will address.
To foreshadow, there are concerns about the extent of revenue and
expenditure endogeneity, the existence of a powerful enough governance
structure and dynamic capacity that can address mandatory and discre-
tionary spending, and concerns about the time horizon and complex
feedback mechanisms. Addressing these concerns partially connects fiscal
sustainability to short-run local budgeting.

Sustainable fiscal development has three components that demonstrate
complex relationships: Environmental, social, and economic (Stevens,
2005). Environmental services to society (e.g., contributions to health
and living conditions) are associated with society’s effects on the envi-
ronment (e.g., consumption patterns). Society’s effects on the economy
(legal frameworks) are juxtaposed with the economy’s effects on society
(e.g., income levels). Further, the economy’s effects on society (e.g.,
resource use) can offset the effects of society’s variables on the economy
(e.g., labor force composition). Additionally, it is possible to separate the
economic component into two overlapping sectors—the public sector and
the private sector. The public sector, in a federal system, consists of the
national government and its subdivisions which in the United States are
the state and local governments. The overlapping occurs in the realm
of public—private partnerships. Together, the impacts of the interactions
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among these components are to change the total welfare of the inhabi-
tants of the jurisdiction. One goal of local government, that is consistent
with this welfare change is to ensure that there is an increase in fiscal
sustainability. This goal underlies the entire budget process.

Fiscal sustainability is a long-run phenomena. While this chapter will
later offer a more formal definition of fiscal sustainability, it can be briefly
described as the government’s ability to meet its expenditure commit-
ments with its available resources over time (e.g., Burnside, 2005; Rose,
2010). This is conceptually close to the definition of environmental
sustainability of economic development that development “meets the
needs of the present without compromising the ability of future gener-
ations to meet their own needs.” (World Commission, 1987). Seldom
mentioned in the early discussions of environmental sustainability is
the second part of the Commissions’ definition that the sustainability
requirement necessitates that the poor get a fair share of resources to
sustain growth (Commission, 8). Notice that the idea of environmental
sustainability pre-dates the definition of fiscal sustainability.!

Fiscal sustainability at the local level is important because it can ener-
gize both the public and private sectors. This occurs because with meeting
the fiscal sustainability criteria, both sectors have enough resources to
allow local governments to have enough fiscal autonomy to act as labo-
ratories for implementing different public policies and for encouraging
private economic growth. By focusing on both revenues and expendi-
tures, fiscal sustainability’s maintenance allows growth in dynamic capacity
as well as in governance sophistication in the public sector as well as
allowing the private sector to flourish.

In addition to the specific and general factors discussed in Chapter 1,
there are three additional exogenous pressures that affect local govern-
ment’s fiscal sustainability. These pressures are structural, intergovern-
mental, and cyclical.

There are at least four structural pressures that can affect fiscal sustain-
ability, on both the revenue and expenditure components. The first is
suburbanization, which will affect both infrastructure demands and costs.

I There are a multitude of measures of severe financial stress. These are typically
short-run ratios of financial variables calculated from the yearly budget. These go far
beyond whether the budget is in surplus or deficit and are very valuable short-run
measures (Government Accounting Stands Board, 2016). Most budgeting texts discuss
these variables. However, fiscal sustainability is a long-run measure.
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Suburbanization can lead to non-efficient zoning restrictions, which can
lead to housing affordability problems (Ellickson, 2020). Additionally,
and this is difficult to forecast, with smaller families and greater desire for
urban amenities, households may prefer moving back to core cities, but,
with the increasing advent of a work-from-home environment, house-
holds may desire larger homes in the suburbs. Which force will be
stronger is difficult to discern. Yet, the budget implications can be large,
depending upon whether the jurisdiction is growing or shrinking.

A second structural pressure would be a change in consumption
patterns from the consumption of goods to the consumption of services.
Since many services are untaxed, while goods are taxed, sales tax revenues
will become less robust.> Of course, if the governance system is strong,
then it is feasible to increase the sales tax base to include at least some
services and thus increase sales tax revenues.

A third pressure is that of demographic change. An aging baby-boom
population might lead to a shift from a full-time working (and earning
higher income) population to a part-time or retired population (with
lower taxable income). It may also impact local defined benefit pension
plans. Conversely, if the population is younger and has more children, this
could affect expenditure patterns for such government services as parks
and recreation.

A fourth pressure is the constantly changing mobility patterns of both
people and business. Local governments are constantly attempting to
attract both. Sometimes they are successful, other times less so. In part
this depends on the national economic environment, housing prices,
and immigration (and immigration law) changes. These affect both the
revenue and expenditure side of fiscal sustainability. There is a clear
connection between these last two pressures, and they may be either
offsetting or reinforcing. The finance department should be aware of
these trends.

2 Tannenwald (2004) objects to this reasoning. Tannenwald, Robert. (2003). Are Stare
and Local Revenue Systems Becoming Obsolete? Research Report on America’s Cities. Wash-
ington, DC: National League of Cities. Additionally, in 2018, the Supreme Court ruled
in the South Dakota v. Wayfair, Inc. 138 S. Ct. 2080 (2018) that states may be able to
charge sales taxes on purchases from out of state sellers. Many states are in the process
of implementing this additional tax base.
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A second exogenous set of pressures on local government is the role
of the federal and state governments on local revenues and expendi-
tures. Some of these come about through the use of mandates. Others
come from secondary consequences of tax reforms; for example, the
reduction of the federal estate tax affected state tax revenues which in
turn, depending on state shared revenues agreements with local govern-
ments, had an impact on the local government budget (Chapman, 2008).
Another example might be the national government’s expansion of Medi-
caid which is a matching grant program which can cause distortions in
local expenditures. Additionally, intergovernmental aid plays a direct role
in fiscal sustainability for both cities and counties in the United States (Ji
et al., 2015).3

A third set of pressures come from the national business cycle, primarily
from the recession aspect of that cycle. For example, if there is a recession,
there is a good chance that property values will be stagnant or decrease.
In this case, property tax revenues will also be stagnant or decrease, even
though demands for public services might increase or remain constant.
If there is a recession and taxable sales fall, then that translates into a
fall in sales tax revenues. While exogenous to the local budget, these
macroeconomics pressures will affect its sustainability.

Even though fiscal sustainability is a long-run phenomenon, there still
can be short-run budget problems. Since local governments must have a
balanced budget, the budget office must confront any short-run lack of
resources. The simplest, but most politically difficult way of dealing with a
lack of sustainability in the short run is to raise taxes or cut expenditures.
Additionally, this is also the time when budget gimmicks are instituted
which are almost always counter-productive. However, in the long run,
there are other opportunities for budgetary balancing solutions.

Underlying some of the potential revenue solutions is the goal of a
predictable and stable set of revenue sources, implying a system of diverse
revenues that in the aggregate are less volatile. The governance system
must show some dynamic capacity in making these revenue choices.
Governments can examine existing revenue sources, perhaps expanding
the tax base and eliminating some exemptions or deductions. This is

3 However, not all intergovernmental activities have an effect on sustainability. Yang
(2019) finds that if one major jurisdiction declares bankruptcy, it has no effect on the
borrowing costs of nearby jurisdictions.
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especially true for property taxes. Another revenue action might be devel-
oping or enhancing revenue sources—for example, using privatization
techniques or increasing the use of fees and charges. Governments can
also tinker with expenditures—perhaps changing a pure pension benefit
system to a hybrid benefit-define contribution system. Another solution
would be to mandate the financing of a “rainy-day” fund that can offset
cyclical declines in revenues as well as cyclical increases in expenditures.

There are also some short-run actions which are truly ad hoc and are
not sustainable in the long run. For example, the “roll over” in which
the government pays bills one day into the next fiscal year, allowing the
current fiscal year to balance. Another is to issue short-term debt. A third
is to beg the higher level of government (typically the state, but some-
times the national government) to give more aid. This last set of short-run
solutions will not lead to long-run fiscal sustainability and the jurisdiction
should avoid using them unless the fiscal situation is crucial. Since the
ultimate solution to fiscal sustainability problems is to ensure that the
electorate understands that there is no such thing as a “free lunch,” these
tactics can easily mislead the public (and perhaps the city council) into
believing that there are no long-run fiscal problems.

Given these caveats, a more formal definition of long-run fiscal sustain-
ability is the following;:

The sum of the present value of the interest on the jurisdiction’s
debt payments (both principal and interest) plus the present value of
the jurisdiction’s expenditures plus the present value of the jurisdic-
tion’s pension payments plus the present value of the jurisdiction’s
other post-employment benefits (OPEBs) minus the present value of the
jurisdiction’s total revenues must be less than or equal to zero.*

This is a present value, that is a long-run, equation. If the solution
is greater than zero, it means that in the long run, total expenditures
(including pensions and OPEBs) exceed total revenues. This implies that
there is a lack of fiscal sustainability, and the jurisdiction must make
changes in its budgetary patterns in order to avoid bankruptcy. It is
this definition that is the center of this monograph. It assumes that
jurisdictions are not inherently stable in the short run but rather are

4 See Chapman (2015) for a more formal definition. If the result is less than zero, the
jurisdiction is running a surplus.
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subject to various changes in inputs and outputs.®> However, in the long
run, there must be a stable solution, or the local government will go
bankrupt.® While local bankruptcy may not always be harmful to the
overall fiscal health of the state, it does come with trade-offs including
breaking promises to public sector workers, bond holders, and other
creditors (Abott & Singla, 2021).

Further, there is no reason why this fiscal sustainability must be at an
optimal community welfare location, assuming that a social welfare func-
tion exists.” The following chapters will closely examine the determinants
of revenues, expenditures, and debt for potential changes. The national
economy determines the discount rate for the present value calculations,
and the governance system and the level of public sector employment set
the amount of pension and OPEBs expenditures.’

One implicit assumption in this analysis is that it is possible to estimate
the future levels of revenues, expenditures, debt, and employee benefits.
For debt, this is ditficult, but not insolvable. Debt schedules are known.
It is only new debt (or new debt instruments) that introduces uncertainty.
The same reasoning can be employed in estimating future public bene-
fits financed by the debt. However, revenues and expenditures are more
problematic.

Kavanagh (2007), in a detailed analysis, explains that forecasting
expenditures should examine four cost elements: personnel services,
commodities (which are non-capital goods), debt service, and interfund

5 This sustainability definition contains both normative and positive analysis. Normative
in the sense that it assumes that local governments have the political power to make
revenue and expenditure decision and they should use that power to reach and maintain
fiscal sustainability. Positive in the sense that under the current legal system, this definition
must hold over time—it is definitional not political.

6 Empirically, municipal bankruptcy seldom occurs. Excluding dismissed bankruptcy
filings, only eight localities out of 2710 successfully filed for bankruptcy between 2008
and 2018 (Maciag, 2013). For comparison purposes, there were 389,278 commercial
bankruptcey filings during this same period. Further, as Yang (2019) has shown, there is
no support for the hypothesis that a general contagion to other local governments arising
from a municipal bankruptcy.

7 This analysis will also occur later in this monograph.

8 Fiscal sustainability is related but different from the Pagano and Hoene (2018)
description of the fiscal policy space of cities. Their paper is more concerned about
the constraints that face jurisdictions when they attempt to carry out new, exogenous,
mandates, or raise revenues. These clearly affect fiscal sustainability but do not define it.
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transfers. He then identifies methods for forecasting new operating expen-
ditures, including the operating costs of new capital assets and then
the costs of operating new services or programs. He then describes the
importance of forecasting non-current liabilities including maintenance,
pensions (including OPEBS), and accrued employee time-off. Kavanaugh
also describes long-term revenue forecasting techniques, including judg-
mental, historical trend analysis regression analysis, and hybrid techniques.
He notes that using more sophisticated statistical techniques does not
necessarily lead to better estimates and the simplest technique that gener-
ates accurate and understood projections is recommended, Kavanagh
recommends that the jurisdiction should develop an explicit revenue
model, disaggregate revenue projections, if possible, data should be
known, that collaboration with other experts outside of the jurisdiction
should be considered, and technology should be effectively used. Addi-
tionally, Thompson and Gates (2007) claim that accurately predicting
revenue growth is close to impossible because revenues are primarily
driven by economic growth.® There has been some recent discussion
on revenue forecasting (e.g., Mikesell, 2018; Rueben & Randall, 2017)
with Mikesell concluding that in the long run, the forecasts are reason-
able. However, estimating steams of expenditures has not really proved
successful, and often cities use simple time series trends.!”

There are two other important concerns. First, if jurisdictions are
overly cautious or overly optimistic, the forecasted revenues and expendi-
tures will be biased. In these cases, the jurisdiction may be undertaking
unnecessary cutbacks in services or raising taxes unnecessarily. Second, it
is likely that small jurisdictions do not necessarily have the internal capa-
bilities of undertaking sophisticated financial projections. Here is where
the dynamic capacity of the jurisdiction may play an important role.!!

Long-run fiscal sustainability should also meet the following require-
ments:

9 Thompson and Gates’s analysis is far more sophisticated, involving the modern
financial theory concepts of variance and drift.

10 The interest rate is not necessarily the same discount rate used by pension boards to
determine the present value of the pension liability. It is sometimes politically determined
(Wang & Peng, 2018).

I The interest rate is not necessarily the same discount rate used by pension boards to

determine the present value of the pension liability. It is sometimes politically determined
(Wang & Peng, 2018).
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e The tax instruments used to raise revenues should minimize
economic distortion. That is, they should not significantly change
taxpayer’s behavior.

e The sustainability solution must attempt to raise aggregate commu-
nity welfare.

e There must be consideration of the equity impacts of changing
expenditure patterns and revenue raising activities.

e Environmental sustainability is an important constraining factor.

This monograph focuses on the complexity of the budget-making process
so these constraints will not be specifically addressed. This does not mean
these are unimportant, but rather they are a step removed from the
purview of the finance department.

While not formally included in the definition, dynamic capacity and
governance concerns are important in the analysis. As Fig. 1.1 shows,
these two concepts are interrelated. When applied to fiscal sustainability,
it may be that if; in the short run, the jurisdiction is in fiscal trouble, it
may become entrepreneurial because of necessity. Or a jurisdiction may
need to have excess resources to give it the ability to take risks. While
much of the literature examining these conflicting actions is more than
twenty years old, Singla et al. (2018) find that resource constraints are
associated with entrepreneurial activity in the United States. Interestingly,
their results might indicate that dynamic capacity may be unrelated to
the governance system (as indicated by strong mayor or strong manager
dichotomy). Brookings (Escobari & Seyal, 2020) implicitly urges that
cities use their dynamic capacity to bolster economic development and
work in partnerships with firms and community stakeholders to success-
fully build the capabilities that the firms require—a result consistent with
facilitative state analysis. Chapter 6 will examine economic development
as a separate component of fiscal sustainability.

In addition to the fiscal survival of the jurisdiction, there may be at
least three other reasons why fiscal sustainability is important. The first
is its relationship with the Tiebout model. This model postulates a large
number of cities within a metropolitan area that has different levels and
types of taxation and public service provision. If these jurisdictions are
not fiscally sustainable, then it will be difficult, if not impossible, to reach
a long-run Tiebout local optimum. A second reason is that non-fiscally
sustainable jurisdictions may be more willing to ignore equity consider-
ations as they attempt to reach sustainability. Service cuts may aftect the
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poor or regressive taxes implemented. For example, Brien et al. (2021)
find that human services bear the most significant share of expenditure
reductions under continuing fiscal stress. Note though that once a city
becomes long-run fiscally sustainable, it may be able to take actions that
mitigate these discriminatory activities.

The third reason is that cities will engage in many activities in order
to be fiscally sustainable. For example, the Government Finance Offi-
cers Association (Carlson & Olivares, 2021; Kavanagh, 2020) devotes
large portions of their journal to bringing revenues and expenditures
into alignment and determining priorities in budgeting decisions. While
implicitly recognizing the complex nature of budgeting, in neither case
do they explicitly incorporate complexity issues. However, Warner et al.
(2021), using slightly different terminology, demonstrate that many juris-
dictions have some dynamic capabilities as they respond differentially
to fiscal stress. Some engage pragmatically by employing differential
responses such as cuts, deferrals, and adding revenues. These responses
reflect governance activities as well. However, they ignore complexity type
analysis.

While the next four chapters disaggregate the model into revenues,
expenditures, debt, and economic development, all are only intercon-
nected parts of the fiscal sustainability equation. There will be many
interlocked moving elements in the discussion, but all are central to fiscal
sustainability.
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CHAPTER 3

The Revenue Module

Abstract Local government revenue sufficiency has been a long studied
problem. This chapter analyzes the revenue sources for the jurisdiction.
It identifies a variety of sources—property taxes, sales taxes, grants, fees
and charges, cash management returns, employee contributions and other
sources. It discusses equity issues, incentives for revenues, and constraints
on revenues. It discusses tax base issues, tax innovations such as tax incre-
ment financing and community facilities districts, and the importance of
land use decisions. It examines the impact of revenues on expenditures
and vice versa. The chapter demonstrates both the complexity of the
revenue system and how dynamic capabilities have generated new revenue
sources that have added to this complexity.

Keyword Taxes - Fees and charges - Incidence - Intergovernmental
transfers

Revenue scarcity has long been an on-going discussion in urban public
finance; for example, forty years ago there was an entire issue of Public
Administration Review dedicated to this topic (McCaffery (ed.), 1981).
Figure 3.2 is an expansion of the revenue module of Fig. 3.1 and is still
a simplification of an even more complex system.
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Fig. 3.1 Revenues

As Fig. 3.2 shows there are five primary sources of revenues that are
direct inputs into the total revenues of the jurisdiction: taxes, intergovern-
mental transfers from the state and federal government, employee contri-
butions for pensions and Other Post-Employment Benefits (OPEBs),
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Fig. 3.2 Revenues (continued)

special district revenues (which can include service charges and utility fees,
and revenues from cash management).! Additionally, there are differences
in revenue systems among cities, which can influence the fiscal health of
the jurisdiction (Chernick, 2017).

Figure 3.1 illustrates the complexity of the tax system. It hypothe-
sizes that the governance system, as partially determined and limited by
the dynamic capacity of the jurisdiction as well as the tax and expendi-
ture limits that constrain the jurisdiction lead to a variety of decisions

L There are many other small sources of revenues that will not be considered in this
analysis.
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that ultimately affect tax revenues. Figure 3.1 notes the importance of
land use decisions; however, there are a myriad of other decisions not
illustrated in the diagram (for example, neighborhood pressures, macroe-
conomic effects, and the political beliefs of the political decision makers).?
Figure 3.2 depicts the complexity of other sources of revenue in addition
to taxes. For the most part, these sources are of secondary importance to
the total jurisdictional revenues. The rest of this chapter will discuss some
selected influences on revenues.

The top part of Fig. 3.1 illustrates the complexity of the tax system.
It hypothesizes that the governance system, as partially determined and
limited by the dynamic capacity of the jurisdiction as well as the tax
and expenditure limits that constrain the jurisdiction, leads to a variety
of decisions that ultimately affect tax revenues. This portion of Fig. 3.1
emphasizes the importance of land use decisions; however, there are a
myriad of other decisions not illustrated in the diagram (for example,
neighborhood pressures, macroeconomic effects, and the political beliefs
of the political decision-makers). The bottom part of Fig. 3.1 depicts the
complexity of other sources of revenues. For the most part, these sources
are of secondary importance to the total jurisdictional revenues. The rest
of this chapter will discuss some selected influences on revenues.

There are a variety of governance issues that influence the collection
of revenues. As ecarlier noted, strong mayor governments have different
effects on revenue/expenditure patterns than city manager led govern-
ments. Local governments also affect revenues through their land use
powers (Chapman, 1988). For example, by zoning for commercial or
industrial use rather than residential use, they determine differential prop-
erty values and therefore property tax revenues, the amount of potential
sales and therefore sales tax revenues, and different residential densities
and therefore different household property tax liabilities. It is not unusual
for cities to consider the fiscal impacts of various land uses and then make
land use decisions based on those impacts (Chapman, 2008).

Additionally, land use decisions can have an effect on the demo-
graphic characteristics of the jurisdiction which will affect the jurisdic-
tion’s revenues. For example, large lot zoning will lead to more expensive

2 Note that not all the connections are illustrated in order to keep Fig. 3.2 intelligible.
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housing which will lead to more higher income residents. Felix (2008)
has estimated the long-run sales tax elasticity to be 0.92, so that a ten
percent increase in income would lead to a 9.2 percent increase in sales
tax revenues.

Depending upon the dynamic capacity of local decision-makers,
local government can encourage (or discourage) economic development
activity, typically using incentives, which can also affect local revenues as
well as expenditures. As Fig. 3.1 illustrates another exogenous governance
issue is the existence of tax and expenditure limits (TELs). While typically
instituted at the state level, often by voter initiatives, there are exam-
ples of city TELs (Brooks et al., 2016). These typically act to constrain
the amount of taxes that local governments can increase. Additionally,
it may be that political-based annexation decisions have effects on the
spreading of the tax base (Wang & Gorina, 2018). The extent of these
governance activities reflects the dynamic capability of the jurisdiction—
successful innovations in this arena will lead to a greater likelihood of fiscal
sustainability.

There are three basic blocks of taxes: sales taxes, property taxes, and
other taxes, which are primarily local income taxes. Since only eleven
states have local income taxes, and they raise very little revenue for locali-
ties when implemented, this chapter will not analyze them.* This chapter
will later examine fees and charges which, while not taxes, generate a large
part of local revenues.

Equity concerns are also important when discussing taxes. A tax is
regressive if it takes a greater percentage of income from the poor than
the wealthy; it is proportional if it takes the same percentage of income
from the poor and the wealthy, and it is progressive if it takes a higher
percentage of income from the wealthy than the poor. Note that these
are percentages, not absolute levels. It is sometimes difficult to calcu-
late the incidence of a tax—that is who is the ultimate payer of the tax;
however, the finance department should warn the decision-makers if the
tax is regressive so that they can anticipate political feedback.

3 Large lot or even single-family zoning is a contribution to the affordable housing
crises which many cities are experiencing.

4 However, just because they do not raise much money does not mean that they should
be ignored. It may be that this is an unexplored arena for local revenue.
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SALES TAXES

There are two types of sales taxes. The base of an excise type sales tax
is the volume of sales, e.g., a tax per gallon of gasoline. The base of an
ad valorem sales tax is the value of the sale, and the tax is a percentage,
e.g., a five percent tax on beer. Most sales tax revenues come from the
ad valovem type. Thirty-six states allow the implementation of local sales
taxes. Its importance varies among the states—some localities receive as
much as 30 percent of their total local tax revenue, while others receive
virtually nothing (Mikesell, 2018).

While it should be straightforward to determine the base of the sales
tax, there are some relationships and decisions that make it more complex.
First, it is dependent on the composition of the establishments that
generate the sales—for example, a diamond store might generate more
sales taxes than a larger furniture store. Second, the amount of land
available for commercial use is dependent upon the zoning that the juris-
diction makes available for commerce. Third, the determination of the
base is sometimes a political decision—for example, should there be a
sales tax on services and if so, which services. Or should there be a sales
tax on food? Fourth, sales tax experts generally agree that local sales taxes
be state administered and should have a base that is identical to the state
sales tax (Mikesell, 2013). Finally, how to tax internet sales is sometimes
a question. Also note that economic development decisions are some-
times based on the anticipated sales tax revenues that the development will
generate, so that there are both governance issues and dynamic capacities
issues involved in determining increments to the base.

Typically, local sales tax rates are in addition to the state’s sales tax
rate, which is constant across the jurisdictions in the state. There may
be some variability among local rates if the state allows them to be set
by the local government. Local governments set these rates based on the
rates of adjacent cities and the necessity for additional revenue to fund
local services. This is an example of how local expenditures can indirectly
affect total local revenues (see Fig. 1.1).

Often people believe that the incidence of the sales tax is on the
consumer, and since low-income consumers spend a greater percentage of
their income on consumption goods, they will pay a higher percentage of
their income in taxes. This makes the sales tax a regressive tax. However,
there are some caveats to this analysis. In particular, the elasticities of
supply and demand for the taxed product are important in determining
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the amount of the tax that the consumer pays and what the consumer
buys is also important. For example, suppliers of goods that face a highly
inelastic demand are likely to be able to shift more of the tax to the
consumer; or taxes on goods that low-income consumers are unlikely to
purchase (e.g., yachts) are unlikely to be regressive.

PROPERTY TAXES

There are many advantages to the property tax. Unlike an income tax
which requires a deep understanding of the very complex tax laws or a
sales tax under which it is difficult to determine the total amount of taxes
paid in a year because of the multiplicity of transactions that generate sales
tax payments, the property tax is a lump sum payment, clearly visible to
the taxpayer, either through its appearance on mortgage payment state-
ments or through the receipt of a property tax bill. It is also a relatively
stable source of tax revenues for local governments—Iland is not mobile,
and structures are mobile only in the long run. Finally, the portion of
the tax on land is efficient because the supply of land will not change
when the jurisdiction implements the tax. For a variety of political and
economic reasons, today’s property tax is primarily a tax on structures
and land. Roughly, the property tax provides about a quarter of local
revenues and over 70 percent of local taxes (Chapman, 2013).

The first step in property tax administration is the appraisal of the prop-
erty. This is the determination of the value of the property. Methods to
do this include comparable property sales, individual on-site evaluation,
or computer-assisted mass appraisal (using regression analysis). Unfor-
tunately, unless the property has recently sold, these appraisals can be
inaccurate, which has sometimes resulted in gross inequities. In some
jurisdictions, the assessor deliberately lowers the calculated value of the
property so there will be few complaints about over assessment. Once the
property value is determined, it is subject to the calculation of its taxable
value, which essentially is the property tax base. This calculation can
become extremely complex. For example, there are nine different classes
of property in Arizona, with nine different assessment ratios.> Because of

5 Mines, agriculture, residential, residential rental, railroad and airline flight property,
non-commercial historic property (including foreign trade zone property and enterprise
zone property), historic commercial and industrial property, residential rental historic
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this, the same tax rate will generate different amounts of tax revenue for
similarly appraised value.

The tax rate is set by the governing body, typically in the context of a
public hearing. In most states, tax limitation laws limit this rate setting.
Underlying much of the public discussion is the need for a certain level of
revenues to sustain a desired level of public expenditures. Many jurisdic-
tions publish the calculated rate before formally adopting it. Finally, the
rate multiplied by the base (after adjusted for its property class) generates
the property tax revenues for the city.

The property tax is more complex to analyze than other taxes. Median
voter models assert that the level of expenditures in the jurisdiction is
a function of the property tax rate (Bergstrom & Goodman, 1973).
Thus, indirectly, the median voter determines the level of property taxes.
Conversely, as Brien (2018) and Ross (2018) have shown, there exists
a property tax residual—that is for some services, an expenditure is first
determined, then the jurisdiction utilizes other revenue sources to help
fund the service and finally, the jurisdiction calculates the property tax
bill to fill in any gap. In these cases, expenditure levels help to determine
the property tax revenue levels that the local government needs.

One particular variable that impacts property tax revenues through
its effects on the base is zoning—an instrument of land use decision-
making that the planning department of the jurisdiction oversees, and
which the governance system of the city ultimately adopts. For example,
as the city moves to more zoning for commercial properties, this changes
the property value and thus property tax receipts for those parcels. Fiscally
stressed jurisdictions may change these zoning regulations to encourage
economic development, or they may be based on fiscal issues rather
than economic welfare issues (Chapman, 2008). In some jurisdictions,
large lot zoning has constricted the supply of housing, leading to higher
than expected prices in the housing market (Ellickson, 2020). Addition-
ally, since economic development projects are often debt financed, these
have an influence on the total property tax rate, causing an increase
in the rate necessary to finance the debt. Land use decisions and city
budgets are therefore interrelated (Chapman, 1988). Finally, as the prop-
erty base increases, it becomes possible to decrease the tax rate while

property and possessory interest, and real property (Arizona Tax Research Association,
2016).
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maintaining the same level of public expenditures. Since most jurisdic-
tions face an increasing demand for expenditures, this usually means that
the tax rate does not have to increase as much to finance the higher level
of expenditures.

Determining the incidence of the property tax can be complex. The
simplest part to determine is the tax on land. This is clearly progressive—
wealthy people own more land than poor people, and there is no behavior
that can shift the tax because land is in fixed supply. The incidence of the
tax on structures is the cause for some debate. The traditional view is that
the owner of the residence pays the property tax (or paid by the renter in
the case of rentals), and it is regressive, since poor people spend a greater
proportion of the income on housing than rich people. The tax on busi-
ness structures depends on the opportunity to shift the tax forward to
consumers (regressive) or backwards to suppliers and labor (also regres-
sive). Therefore, the tax is regressive. A second view (called the “new”
view) comes to a different conclusion. This new view claims that since
nearly all cities have a property tax, it can it is best thought of as a national
tax on capital. Since rich people own more capital than poor people, the
property tax is likely to be progressive. This “new” view has become the
commonly accepted view among most public finance economists. A final
view is that there exists an entirely different interpretation of the tax.
In this case, the tax is a payment for a specific bundle of goods and
services financed by the tax. This is the benefit view and is consistent
with the Tiebout hypothesis. In this case, incidence studies make little
sense—somewhat similar to asking “what is the incidence of the price of
an apple.” Generally, most economists believe that while the property tax,
as implemented, is an imperfect tax, it has both a progressive element and
a benefit element.®

There can be a close relationship between the property tax and
economic development. There are at least four specific examples of this
relationship.

A tax on land, at least in theory, might stimulate more intense devel-
opment. This occurs for two reasons. The first is that a land tax does not
change the amount of land in the jurisdiction. Its incidence is strictly on
the owner of the land. To pay this tax, the owner needs to develop some
income-producing asset, typically some structure, built on that land. The

6 See Youngman (2016) for a more detailed and straightforward analysis of the
incidence discussion.
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higher the tax, the more development should occur. There has been some
empirical work (Oates & Schwab, 1997) that seems to indicate that this
theoretical proposition may have some validity. Value Capture taxes are
closely related to land taxes and are a useful measure of financing infras-
tructure improvements. In these cases, the jurisdiction calculates the value
of the property prior to the announcement of an infrastructure improve-
ment that could increase this value. As developers build improvements,
and the land value increases, a portion of this increase in value is captured
by a tax designed to finance the infrastructure that is responsible for this
increase in value. Many developing countries have used this technique to
finance local infrastructure improvements (Smolka, 2012).

Closely related to a value capture tax is a technique known as tax incre-
ment financing (TIF). This is a technique that is extraordinarily popular
in the United States, with only Arizona and California not authorizing its
use.” This technique involves drawing a line around a specific geographic
arca and then determining the taxes that the area is currently gener-
ating. This is the initial tax base. Then, the jurisdiction improves the area
typically through infrastructure improvements. It finances this improve-
ment by issuing debt. Debt and interest payments come from taxing the
increment in property value that occurs because of the improvements.
Originally developed to improve blighted areas, the use of TIFs quickly
expanded to redevelop non-blighted areas. Finally, other districts depen-
dent on increases in property values, especially school districts, believe
that they were not getting their fair share of the increment and often
protest.

A final example is that of a Community Facility District.® These are
special taxing districts, typically advanced by a developer and authorized
by the local government. They serve as a mechanism to finance improve-
ments, in both capital infrastructure and services within a specified area.
In these Community Facilities Districts, the property tax is an excise tax
rather than an ad valorem tax, typically based on the characteristics of the
property. Often, these are residential areas that the jurisdiction could not
afford to provide the necessary infrastructure such as streets and sewers
or services such as garbage collection by themselves.

7 In California, Enhanced Infrastructure Financing Districts have replaced TIFs (Hori-
uchi & Chapman, 2019).

8 Called Mello-Roos Districts in California.
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For Tax Increment Financing Districts and Community Facilities
Districts, there is no general vote by the public so these are sometimes
controversial.

LocaL INcOME TAXES

The income tax is usually unimportant at the local level, bringing in about
2 percent of total local revenues (Chapman, 2013). There is usually little
coordination or conformity between local income taxes and state income
taxes. Local finance departments administer these local income taxes. The
base of this tax is typically only wages and salaries, thereby ignoring other
sources of income. The incidence is on the employee and a major concern
is where the income is earned or where the individual lives (Mikesell,
2013).

INTERGOVERNMENTAL TRANSFERS

As noted in the introduction to this chapter, there are several non-tax
sources of revenue for local governments. The first is intergovernmental
grants and transfers—that amount of money that comes from the state or
federal government. This is a substantial part of the revenues that local
governments receive—about 30 percent (Chapman, 2013) most of this
money comes from the state, although in some cases, the state is merely
acting as a transfer agent from the federal government.

One theoretical justification for these transfers and grants is based on
Oates’ decentralization work (Oates, 1972). Essentially, Oates argues that
the decisions concerning the provision of public services should be deter-
mined by the demands for these services by the residents of the respective
jurisdiction. That is, the national government should provide such services
as defense and local governments should provide such services as police.
Grants ensure that there is enough financial ability at the subnational or
sub-state level to provide these services.

Grants can be of several types. Conditional grants mandate that the
grant funds must be used for a particular service; an unconditional grant
has no mandate. For example, a grant from the state to the local police
department for patrol cars must be spent on patrol cars is an example
of a conditional grant. State revenue sharing with the local government
is typically unconditional. A matching grant has the provision that the
local government provides a certain percentage of the revenue in order
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to receive the grant. Finally, a grant may be open-ended or closed-ended.
An open-ended grant means that if the criteria for the grant continue
to exist, the grant money flows. A closed-ended grant means that after
spending a specified sum, there is no more money. An example of an
open-ended grant might be education expenditures based on the number
of students—as long as the students show up, the money flows. In most
cases, an open-ended matching grant is the appropriate form (Oates,
1972). There are two important grant caveats. First, money is fungible,
so a grant for one purpose might free up funds that now are avail-
able for a different purpose. In the above example of patrol cars, the
local funds budgeted for those cars can now finance other police neces-
sities. Second, grants are very difficult to track (Randall et al., 2018).
A particular department might be receiving grant money from several
different sources which then are intermixed, or accounting methods may
differ between the granting jurisdiction and the local government. Or the
budget document may use different acronyms for the same grant source
which makes it very difficult to aggregate.

The bottom part of Fig. 3.1 also includes employee contributions for
pensions and OPEBs as well as special district revenues, typically user
fees and charges. Cash management proceeds and fund transfers also
contribute to General Fund revenues. These revenue sources are often
not under the total control of the budget office because of either legal
constraints or political pressures.

CONTRIBUTIONS FOR PENSIONS
AND OTHER PoST-EMPLOYMENT BENEFITS

These are funds, typically withheld from a local government employee’s
paycheck, that finance pensions and other post-employment benefits. This
means that they are immediately earmarked for these purposes, although
there is discretion as to what the benefits package that the employee
receives will look like. Elected officials design the benefits package but
pension fund governance typically resides with a separate legal entity,
usually called the public employees retirement system (PERS). After the
benefits package is determined, it is up to the PERS board to accumu-
late enough assets to pay for those benefits. This PERS Board invests
the accumulated assets. About 70-75 percent of a pension system asscts
accumulate through the return on investments, with the rest coming from
employee contributions. The PERS Board invests over a long-term time
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horizon and so can take some short-term risks (Peng, 2013). OPEBs
consist primarily of health care costs. Until recently, there was little serious
analysis of OPEBs. However, GASB statements 43 and 45 issued in 2004,
forced local governments to calculate their costs. After this calculation,
local governments found that these costs were a huge unfunded liability.
This is causing local governments to attempt to contain these costs,
prefund them, or issue bonds to fund them (Peng, 2013).

UseR FEES AND CHARGES

Fees and charges make up about 20-30 percent of total revenues and
have maintained this percentage over a long period.” They are based on
the benefit principle of taxation—charge consumers for the benefits they
receive. Of course, this assumes that consumers could opt out of receiving
the benefits and therefore opt out of paying the charge. Correctly deter-
mined, meaning that they reflect the true cost of service provision, they
link services provided with the demand for those services. If residents can
opt out of paying by not using, concepts such as regressive, proportional,
or progressive are irrelevant. However, in many cases, this ability to opt
out is not available (sewage fees and water fees) and in these cases the fee
is probably regressive.

A variety of services, including water, sewage disposal, parking, bridge
tolls, highway tolls, garbage collection, and recreation use fees and
charges as a part of their funding mechanism. Additionally, the crim-
inal justice system extensively uses traffic and parking fines and court
fees. In many of these examples, the local jurisdiction, typically using
finance department analysis, establishes special districts to administer the
fee and establish special funds within the budget to account for these fees.
Budgets often include internal charges between departments, where, for
example, the data processing department may charge other departments
for their services. In some cases, fees and charges do not cover the full
cost of the service provision and there needs to be a subsidy from the
General Fund. If it is necessary to increase taxes to provide this subsidy,
this is another example of expenditures driving the tax rate.

Because of tax limitations, new developments often do not pay their
own way, in terms of generating enough revenue to cover the costs of

9 Chapman (2013) or Hendrick (2013).
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providing services. Impact fees, imposed on the developer, but perhaps
shifted to the new residents can cover these costs. Based on a variety of
bases, size of water pipes, drainage pipes, etc., these fees can add a good
amount to the costs of development. Additionally, local governments may
force developers to provide certain amenities (parks and bicycle paths) at
the developers’ expense. These exactions save the local jurisdiction money.

It is interesting that fees and charges have not generated an extensive
analytic literature compared to property and sales taxes or intergovern-
mental revenue trends. However, they are important and generate a good
deal of political discussion. Unfortunately, many texts give them short
shrift.

CASH MANAGEMENT

Most of the time, local government revenues do not precisely match local
government expenditures. This means that at times, local governments
may have a cash surplus, which they can utilize to generate additional
revenues. Proper management of this short-term money, almost always
by the city treasurer, can generate revenues that flow into the General
Fund. Typically, the treasurer uses this short-term cash for the buying
and selling long-term and short-term debt.! Tt quickly can become a
very complicated process and treasurers need to resist the temptation to
make foolish investments. For example, the Orange County, California
treasurer invested in some very esoteric bonds which ultimately led to a
declaration of bankruptcy for Orange County.

Because of the amount of money and risk involved, state investment
policy guidelines that emphasize safety, liquidity (how easy it is to get
the money), and yield—in that order—control local cash management.
Peng (2013) identifies six major components of any investment policy:
what are allowable investments and what are not; maturity and liquidity
constraints, credit risk, diversification, internal control, and reporting
and oversight. To help local governments invest their funds, most states
(and sometimes counties) have investment pools into which local govern-
ments can place short-term surpluses into a pool that the state or county

10 11 some jurisdictions, it may be possible to issue debt to raise revenues. Aside from
capital projects or activities that generate a secure cash flow, this is a very risky behavior.
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manages. These pools are conservatively managed so there is not much
chance of losing the principle.

Cash management can be quite complex, with a variety of interest
producing investments available for the jurisdiction to buy and sell. It is
casy for the treasurer or finance director to feel pressure to produce large
returns on the investments. This is especially true if the local government
is running a short-term deficit and can use the extra money that the city
treasurer can gain by taking risker choices when investing the idle funds.

FuND TRANSFERS

Another revenue source, at least in some jurisdictions, is transfers from
other funds into the General Fund. For example, if a city maintains a
water service fee in a special fund, and if the water department makes a
profit, some of this profit could well end up in the General Fund. The
greater amount of these possibilities, the lower the sales and property tax
rate can become.

As earlier noted, legal tax limits can significantly constrain local govern-
ments. The diversity of revenue sources reflects the impact of these limits.
Today, most jurisdictions have learned to live within the limit constraints,
but they are always present in budget deliberations. The finance depart-
ment must be involved in the limit discussions because the budget reflects
their impact.

EXPENDITURES

Additionally, as Fig. 3.1 hypothesizes, local expenditures influence local
revenues. As demand for public services increases, the governance system
must either deny this demand, find expenditure cuts in other areas, or
raise revenues. There is a two-way relationship between revenues and
expenditures. An increase in revenues can lead to an increase in expendi-
tures and an increase in expenditures can lead to an increase in revenues.
This relationship sometimes leads to an overuse of dynamic capabilities as
the leaders of the jurisdiction concoct ways of satisfying the new demands.
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CHAPTER 4

The Expenditure Module

Abstract This chapter analyzes the expenditure side of the budget, with
an emphasis on expenditures rather than on services. It provides six
explanations for expenditures: Baumol’s Disease, availability of revenues,
demographic changes, economic development projects, debt, and the
governance system. It discusses the importance of governance decisions,
intergovernmental mandates, and skinny budgets. It includes a discussion
of the Tiebout model as well as macro-economic effects and the role of
environmental justice of expenditure decisions. The chapter also presents
a litany of interrelationships among the variables, including, for example,
tax increment financing, tax and expenditure limitations, pensions, equity
concerns, and the importance of the economic base of the jurisdiction.

Keywords Baumol Disease - Equity - Demographics - Governance

Cities collect revenue to finance service provision. Similar to the preceding
chapter on revenues, this chapter will not discuss the internal budget
processes of the jurisdiction but will focus on the complex set of inter-
acting factors that influence the expenditure side of budget outcomes
(see Fig. 4.1). Many of these factors interact with other factors. In the
following discussion, the primary focus will be on expenditures rather
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Fig. 4.1 Expenditures

than on service delivery. Obviously, there is a direct connection between
how much a city spends on a particular service and the quantity of service
delivered. However, different mechanisms of providing that service, as
determined by the governance and dynamic capacity of the city might
imply a different level of expenditures for the same amount of service
delivered. Finally, there is some evidence that expenditure patterns for
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Fig. 4.2 Expenditures (continued)

cities usually do not greatly change over time. In 2006, municipalities
spent about 16 percent of total expenditures on public safety and about
15.5 percent on the environment and housing. These are very similar
to the 1991 percentages of 15.5 percent and 16 percent respectively
(Chapman, 2013).
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Like Figs. 3.1 and 3.2, Fig. 4.1 is presented in two discrete sections.
There are too many variables that independently influence the expendi-
ture patterns of the jurisdiction to be expressed in one diagram.! Further,
because of the complexity of the expenditure decision-making, not all of
the variables will be analyzed in this monograph.

The first factor is the demographic composition of the jurisdiction.
The expectation is that cities with a large percentage of retired inhabi-
tants would spend money on a different pattern of services than a city
that was full of young families. Once this expenditure pattern is set (as
Fig. 3 hypothesizes), it may be that the Tiebout Model (Tiebout, 1956)
becomes a useful explanation for some of the revenue and expenditure
decisions that the dynamic capabilities and governance factors indicate.
The Tiebout Model, one of the best-known models in local govern-
ment economics, argues that under a certain set of assumptions, people
will move to the city that best meets their demands for a particular
revenue—expenditure package. This overall sorting of potential residents
will reinforce this package, and it may be possible that a population
equilibrium among jurisdictions will occur, with multiple jurisdictions
offering different budgetary packages. There seems to be some evidence
that the Tiebout model has some validity (Fischel, 2006; Oates, 1969;
Tabellini, 2018). Interestingly, there is also some evidence that this model
might be applicable to other countries (Balestra et al., 2018). Notice that
this is consistent with the exit, voice, and loyalty model of Hirschman
(1970), but would focus on the exit component. To the extent that
current residents are not satisfied with what their local government is
doing, they also have the option, according to Hirschman, of speaking out
against the government’s decision, thereby using the voice option. A final
example (Cornaggia et al., 2019) also seems to indicate that local govern-
ment spending affects the income distribution in the jurisdiction through
changes in local population composition and income distribution that
arise from the population movements into and out of that jurisdiction.
This is consistent with the Tiebout/Hirschman models.

An additional way that demography can influence expenditures is by
examining the various elasticities associated with some of the major expen-
diture sources. Although the data is somewhat dated, the income elasticity
for total local goods and services ranges from 0.34 to 0.89 (Inman,

1 Figure 4.2 was divided into taxes and other revenue sources.
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1979)—for a 10 percent increase in income, there will be an increase
of 3.4-8.9 increase in demand for the public good or service. Thus,
higher-income people demand more services.

The second factor affecting expenditures is that steadily increasing
costs have also led to increasing local budgets. Baumol (1967) argued
that most services provided by city governments are services in which
productivity increases are difficult to achieve and thus this characteristic
of the technology of producing these services prevents the offsetting of
increased wages by technological improvements and therefore the unit
costs of these services will rapidly increase. These increasing costs, some-
times referred to as “Baumol’s Disease” were hypothesized to lead to an
urban budgetary crisis. This crisis has not occurred because of stringent
budget measures as well as TELs. Later, Bradford et al. (1969) find addi-
tional empirical work that indicates that rising unit costs are probably the
most important source of increases in local public budgets.?> Note that as
Helland and Tabarrok (2019) show, even with productivity increases, not
all prices fall because price is a relative measure so that the price of many
public services has risen only relative to other goods.

The third factor is the availability of revenues. The previous chapter
on revenues argued that the need for public services has an impact
on the level of revenues of the jurisdiction. Here it is argued that the
availability of revenues can lead to an increase in expenditures. If money
is available, it is likely to be spent. Note that this is not inconsistent with
the argument that expenditures are negatively related to the tax rate
(Bergstrom & Goodman, 1973)—higher tax rates can lead to a decline
in desired expenditures but still generate enough revenues to offset that
decline. In the short run, if more than the forecasted revenues appear,
they are often appropriated to a “rainy-day” fund for future expenditures
or might be spent on one-time additions to services or the capital stock
of the jurisdiction. Tax decreases seldom voluntarily occur. If tax rates
are the price of services, the price elasticity of local goods and services
ranges from —0.23 to —0.56, which indicates that as tax rates increase,
the demand for services decreases (Inman, 1979).3

2 However, Triplett and Bosworth (2003) find that there have been increases in the
productivity of service industries, although they do not specifically study local budgets.
3 There is some variation when particular services are examined. Police and fire elastic-

ities range from —0.19 to —0.92; Parks and recreation range from —0.19 to —1.00 and
Public Works ranges from —0.92 to —1.00 (Inman, 1979).
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The fourth factor is economic development. Chapter 6 extensively
treats this factor (see Fig. 6.1). Although sometimes ignored in the discus-
sion of the budget, economic development projects usually involve an
increase in infrastructure provision which involves both debt issuance and
development costs. It also involves a need for service expansion in the
newly developed (or redeveloped) area, for example, there will be a need
for more public safety provision, more sanitation, and waste disposal.
Further, to the extent that the city offers tax incentives to the devel-
oper, this might also affect expenditures if the development is successful.
There are also state programs that authorize various economic develop-
ment incentives, such as Tax Increment Financing and federal government
programs, such as Opportunity Zones, that also impact the budget.

The fifth factor affecting expenditures is debt. Debt will also be
extensively treated later in the monograph (see Fig. 5.1). In summary,
jurisdictions issue debt for two reasons: to finance city improvements or to
cover an excess of expenditures over revenues. This latter reason is almost
always unacceptable, and this monograph will not discuss this activity.
It is possible to fund capital and service projects by either pay-as-you-go
financing which uses current incoming revenues that the project generates
and which drive city expenditures or using debt financing, which depends
on the availability of future debt service funds, which are determined
by economic conditions, tax revenues and the willingness of the gover-
nance system to commit to meet the debt service requirements. Note
that expenditures for debt by the jurisdiction are artificially low because
the interest payment on municipal debt is usually tax-exempt (from both
the national and state governments) and is thus below the market rate.
This allows savings to the issuing jurisdiction and therefore lower expen-
ditures. Depending upon the type of debt issued, debt management can
be quite complex, depending upon the type of bonds issued (Denison,
2013).

The sixth factor influencing the level of expenditures is the type of
governance environment that surrounds the budget. Governance in this
sense involves several different aspects. The first is the measurement and
determination of the service level. Using police as an example, the first
step might be to determine what is the optimal level of crime in the
jurisdiction. This optimal level is greater than zero (assuming diminishing
returns to police inputs) because driving the crime rate to zero would be
prohibitively expensive. Once the optimal level is determined, then the
service level must be determined, for example, for police, is the service
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level measured by crime rates (or crime rate reduction) or by police per
capita. Further, should the goal be a minimization of crimes over the
entire city, the equalization of crime rates over all areas of the city or the
equal distribution of police inputs over different areas of the city. Each of
these alternatives has different expenditure ramifications.

A second component of governance would be the dynamic capability
of the city. Some cities are just more innovative than others (Svara &
Nelson, 2012). However, it is possible to teach some degree of innova-
tion to city administrators and staff. The Innovation Academy at Arizona
State University has had some success in increasing innovation capabilities
in select cities and counties (Chapman, 2015), in particular, with exten-
sive innovation training, participants found improved communications
within the jurisdiction, improvements in organizational skills, and some-
times an improvement in the culture of the organization. An additional
measure of the dynamic capability of the city would be its willingness to
utilize many of the available tools that government could use. These tools
include (among others) public—private bargains in forming partnerships
(Kirlin & Kirlin, 1982), contracting out, and grants and loan guaran-
tees (Salamon, 2002). All of these tools help local governments provide
services at lower costs. The development and use of the tools reflect on
the dynamic capabilities of the city.

A final component of governance is the political system of the juris-
diction. If city manager governments have different expenditure levels
than strong mayor governments, then jurisdictions with conservative elec-
torates are likely to have small governments and thus less revenues and
expenditures than cities with a more liberal electorate. Another part of the
pollical atmosphere is the relationship of the city to land use decisions.
Some cities encourage development by making zoning less restrictive—
more commercial and industrial zoning or more small lot size zoning.
Less restrictive zoning should not only lead to more revenues, as noted
in the last chapter, but also more expenditures.

Another expenditure determining variable is the extent of the
constraints imposed by tax and expenditure limitations (TELs). While
33 states have some sort of tax and/or expenditure limit, they vary in
their effectiveness, with citizen initiative enacted limits more effective
in restraining the growth in government than legislative limits (Kallen,
2017). TELs may also have an impact of tax-supported debt. Kioko and
Zhang (2019) found that if the limit applies to assessed property valua-
tion or the property tax rate, the TEL has a negative impact on the use
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of tax-supported debt. Less studied are tax and expenditure limits that
cities impose. Brooks and Phillips (2009) found that these local limits are
prevalent but virtually impossible to identify by reading municipal charters
and codes. Most also have override mechanisms. They found that about
40 percent of the officials of TEL-adopting cities reported that the TEL
had no effect. However, about 20 percent of the cities did reduce service
provision, that is potentially reduced expenditures, because of the TEL.

As the bottom section of Fig. 4.1 illustrates, there are a variety of other
influences on local government expenditures. These are mostly exogenous
to the internal budget deliberations of the jurisdiction.

The first influence to consider is how much discretion does the gover-
nance system have over determining the level of expenditures. There is
little empirical research at the local level in this area; however, after a very
detailed examination of a sample of state spending, Gordon et al. (2019)
determined that some states faced restrictions on close to 90 percent of
their total state spending, while other states faced restrictions on only 27
percent. At the federal level, Wildavsky and Caiden (2004) investigate
the politics of the budgetary process, with some discussion of incremen-
talism. While no empirical data is available as to the percentage of the
local budget in time () is dependent on the budget in (# — 1), it is
reasonable to assume that major budget changes will not occur in the
aggregate or even at a particular service level. This relationship probably
holds most strongly for the General Fund and assumes that the General
Fund is financing a constant service level. However, there are additional
pressures on expenditures that might offset this variable and affect the
level of expenditures.

A second influence would be that of governmental mandates.
Mandates are requirements that local governments must undertake
certain activities whether or not the mandate comes with financial assis-
tance. They can be very broad (such as provision of health services as
a condition for state or federal funding), or they can be very limited in
merely describing how to undertake a particular task. These mandates
often connect with the intergovernmental revenue flows discussed in
Chapter 3 and direct how the jurisdiction must spend the grants. Some-
times these mandates are very convoluted, and sometimes they are
straightforward. Sometimes local governments might ignore the mandates
because of their belief that the risk of an audit is very low. This is usually
not a good practice for the budget department. These mandates can come
from several different funding agencies and may affect several different
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departments within the jurisdiction. There is even a chance that they may
conflict.

A third source of expenditure decisions is both loosely tied to revenues
and is mandated by law. These are expenditures on pensions and other
post-employment benefits (OPEBs). Local governments sometimes have
the option of joining a statewide investment pool for pensions (and thus
face statewide rules for pension provision expenditures) or managing their
own pension system. The majority of local pension assets are in statewide
managed systems. There are two principal types of pension plans. Defined
benefits plans guarantee a pension benefit at the time of retirement and
which is set by formula. Most public sector benefit plans are of this type.
The second type is a defined contribution plan, in which the employer
makes a guaranteed payment into the pension fund, but the employee’s
benefits are not guaranteed. Defined benefit plans often generate large
unfunded pension liabilities. This puts additional pressure on municipali-
ties to increase their contributions, and thus expenditures. Mead (2013)
identifies three cost containment plans: change features of the current
defined benefit plan, switch from a defined benefit plan to a defined
contribution plan, and a switch from a defined benefit plan to a hybrid
plan. If the governance system changes current benefit plan features, it
is important to remember that these changes can only apply to new
hires since in most cases state constitutions, statutes, or the courts guar-
antee current employee benefits. Some suggestions for changing the plans
include raising the retirement age or increasing employee contributions.
Switching to a defined contribution plan seems to be politically unfea-
sible—only one city in the United States has done so. Hybrid plans
tend to share the pension risks between the employee and the juris-
diction (both positive and negative risks). A final suggestion is for the
jurisdiction to issue pension obligation bonds to payoft this unfunded
liability, however, this method tends to be riskier because it assumes that
the rate of investment return on the bonds is greater than the interest
rate payments on the bonds. Pension obligation bonds will be further
discussed in the debt chapter.

“Baumol’s Disease” affects total expenditures through two compo-
nents—Ilabor and salary. First, as the local budget constraint becomes
stricter, at a given wage level, there is some likelihood that the
number of workers hired will fall. For example, local governments lost
about 1,000,000 jobs between February and September 2020 (NACO,
2020), the height of the COVID-19 recession. But with fewer budget



56 J. CHAPMAN

constraints, local employment should increase as service levels increase.
During the 2011-2015 period, there was a difference that varied widely
among the wages and benefits of federal civilian employees and those
of similar private sector employees. The difference depended upon the
level of education of the employee. Those federal workers with a bache-
lor’s degree earned (including benefits) about 5 percent more than they
would have in the private sector; those with a high school education
earned about 34 percent more, while those with professional degrees or
doctorates earned about 24 percent less (CBO, 2017).* The product of
labor and wages determines about 80 percent of the expenditures of local
governments.

A “skinny budget” focuses on the expenditure side of the document.
The term may not mean a smaller budget than in the previous year but
rather is smaller in the budget’s documentation. It usually does not go
into great deal of detail about the internal programmatic budgets but
rather just gives the aggregate for the various programs. It does not neces-
sarily set priorities, although by examining changes in the aggregates,
it is certainly possible to discern any priority changes. This is the first
step in the budget process because it forms a basis for budget negotia-
tions. Skinny budgets tend to be very conservative in estimating revenues
and expenditures. Figure 4.1 shows that the components of the skinny
budget—historic expenditure levels and constant General Fund service
levels, directly impact expenditure levels. Essentially, it is a bare-bones
version of the budget, with the final budget document being much larger.
While skinny budgets are rare at the city level, they are becoming more
popular at the state level. Sometimes skinny budgets are so lean that it is
difficult to determine how the expenditures will really change.

The macro-environment also has an impact on expenditure levels.
There are two components to this environmental influence: the national
economic component and the economic base of the city component.®
The national component is the state of the national economic condi-
tion. If there is a growth slowdown or recession, then national economic
growth will be less or even negative. To the extent that the jurisdiction
feels this slowdown, it will find that revenues will fall and there will be

4 Note that these are federal salary and benefits. Local governments vary a great deal
and are difficult to generalize.

5 The demographic influence on expenditures (which is also a macro component) has
already been discussed.
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pressure to reduce expenditures. However, simultaneously, there will be
pressure to increase social services because there will be more unemploy-
ment. Unfortunately, the city has little impact on the national economic
environment.

The economic base of the city also influences expenditures. For
example, if it is a highly industrialized city, then to the extent that demand
for the products produced remains static, the city can expect a calm envi-
ronment. However, if the demand shifts, then the city could find itself
having to change its expenditure levels. Note that these last two concepts
are highly intertwined, but both refer to the fact that the city has little
control over their changes but must respond to these exogenous influ-
ences. Of course, the reverse is also true. Cities prosper during good
economic times and therefore can afford to increase expenditure levels
and if the city economic base expands, that should also generate the
ability to increase levels. Finally, as discussed earlier, the city may have the
ability to encourage the development of a strong economic base, typically
through its economic development activities (see Chapter 6) and its land
use regulation discussion.

Another factor that exerts pressure on the level of expenditures is
the governance system’s concerns about equity. There are several dimen-
sions to this topic. First, as earlier discussed, while there is a relationship
between expenditures and service provision, this may not be a linear rela-
tionship and may vary by mode of provision. Doubling of expenditures
might not mean a doubling of service output. Direct provision of a service
by the jurisdiction may not lead to the same level of expenditures for the
service if a public—private partnership provides the same level of service.
For these concerns, the question becomes one of equity in the distri-
bution of resources or final outputs. As the police example earlier in this
chapter demonstrated, there are political judgments inherent in some very
basic decisions.

Service delivery equity is also a function of both the dynamic capability
of the city and the governance structure of the city. A jurisdiction with
high levels of dynamic capability will recognize that there are multiple
ways of providing a service, ranging from contracting out to public—
private partnerships.® While state or federal legislation or mandates might
circumscribe the use of some of these tools, there still might be some

6 For a long list of these tools, see Salamon (2002).
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mechanisms that would allow the same service level and a lower level of
expenditures. The governance component will relate to the implemen-
tation of the ideas generated by the jurisdiction’s dynamic capabilities.
Politics may also hamstring an innovative and beneficial way of providing
a service.

A final equity concern is the siting of unpleasant infrastructure. It
is not unusual for governments to site such physical infrastructure as
sewer plants or landfills next to the housing of the poor or non-white
communities. Allowing the construction of major freeways through poor
neighborhoods or allowing perverse zoning to occur (forbidding high-rise
housing) are other examples. These are examples of the lack of environ-
mental justice, and local decision-makers must always consider these issues
when analyzing both capital and service expenditures.

In general, it sometimes appears that spending more money can fix
these equity concerns. Unfortunately, this implies that increasing revenues
is necessary, probably through tax increases, or alternatively through the
reduction of service levels in other areas. This may be why local offi-
cials often ignore equity issues. However, this may be changing as society
becomes more aware of these issues.”

Because of the many variables and their complex relationships that
affect expenditures, it can be quite difficult to forecast future expenditure
levels. In particular, the forecasts must include revenue forecasts, macro-
environmental forecasts, demographic forecasts, mandate forecasts, and
governance forecasts.® It becomes particularly difficult to conceptualize
since some of these variables may be exogenous to the model, at least in
the short run. In particular, revenues, the macroeconomic climate, and
demographics demonstrate this exogeneity. Therefore, the budget office
must exercise extreme caution in generating multi-year expenditure fore-
casts. The office should also use prudence in examining expenditure trend
lines generated by regression techniques since expenditure policies are
malleable. However, for some components of total expenditures, notably
pensions and OPEBs, the forecasts can be quite accurate because these
depend on current employment.

7 See Campbell et al. (2015).

8 This analysis does not address forecasting court decisions which also can have a major
impact on expenditures.



4 THE EXPENDITURE MODULE 59

BIBLIOGRAPHY

Balestra, C., Boarini, R., & Tosetto, E. (2018). What matters the most to people?
Evidence from the OECD better life Index wusers responses (OECD Statistics
Working Papers. 2018,/03). OECD Publishing. Retrieved August 21, 2019,
from https://doi.org,/10.1787 /edf9a89a-en

Baumol, W. J. (1967, June). Macroeconomics of unbalanced growth: The
anatomy of urban crises. American Economic Review, 57, 415-426.

Bergstrom, T. C., & Goodman, R. P. (1973, June). Private demands for public
goods. The American Economic Review, 63(3), 280-296.

Bradford, D. F., Malt, R. A., & Oates, W. E. (1969, June). The rising cost of
local public services: Some evidence and reflections. National Tax Journal,
XXII(2), 185-202.

Brooks, L., & Phillips, J. (2009, April). Municipally imposed tax and expenditure
limits (pp. 8-13). Land Lines. Lincoln Institute of Land Policy.

Campbell, H. E., Eckerd, A. M., & Kim, Y. (2015). Rethinking envivonmental
Justice in sustainable cities: Insights from agent-based modeling. Routledge
Chapman, J. (2013). Local government spending and revenues. In J. R. Bartle,
W. B. Hildreth, & J. Marlowe (Eds.), Management policies in local govern-
ment finance (6th ed., pp. 15-39). International City/County Management

Association.

Chapman, J. (2015, October). Innovation academy evaluation (2013-2015) for
the alliance for innovation. Arizona State.

Congressional Budget Office. (2017, April). Comparing the compensation of
federal and private-sector employees 2011 to 2015. 52637-federalprivatepay.pdf.
Accessed 14 Apr 2021.

Cornaggia, J., & Gustafson, M., Israclsen, R. D., & Ye, Z. (2019, August
13). Government spending and local demographics: Evidence from Moody’s
municipal Ratings recalibration. Retrieved August 29, 2019, from https://
ssrn.com/abstract=3437023

Denison, D. (2013). Debt management. In J. R. Bartle, W. B. Hildreth, &
J. Marlow (Eds.), Management policies in local government finance (6th ed.,
pp- 279-295). International City/County Management Association.

Fischel, W. A. (Ed.). (2006). The Tiebout model at 50. Lincoln Institute of Land
Policy.

Gordon, T., Randall, M., Steuerle, E., & Boddupalli, A. (2019, July). Fiscal
democracy in the states. Urban Institute.

Helland, E., & Tabarrok, A. (2019). Why are the prices so damn high? George
Mason University.

Hirschman, A. O. (1970). Exit, voice, and loyalty: Responses to decline in firms,
organizations, and states. Harvard University Press.


https://doi.org/10.1787/edf9a89a-en
https://ssrn.com/abstract=3437023

60 J. CHAPMAN

Inman, R. (1979). The fiscal performance of local governments. In P.
Mieszkowski & M. Straszheim (Eds.), Current issues in wurban economics
(pp- 270-321). Johns Hopkins University Press.

Kallen, C. (2017, September). State tax expenditure limitation and supermajority
requirement: New and npdated data (AEI Economics Working Paper 2017-
19). Retrieved April 8, 2021.

Kioko, S., & Zhang, P. (2019, March). Impact of tax and expenditure limits on
local government use of tax-supported debt. Public Finance Review, 47(2),
409-432.

Kirlin, J. J., & Kirlin, A. M. (1982). Public choices—Private resources. California
Tax Foundation.

Mead, D. M. (2013). Accounting and financial reporting. In J. R. Bartle, W.
B. Hildreth, & J. Marlowe (Eds.), Management policies in local government
finance (pp. 93-116). International City/County Management Association.

National Association of Counties. (2020, September 4). Local government employ-
ment continues slump for fifth consecutive month. Retrieved April 14, 2021,
from https://www.naco.org/resources/featured /aug-jobs-report

Oates, W. (1969). The effects of property taxes and local public spending
on property values: An empirical examination PF tax capitalization and the
Tiebout hypothesis. Journal of Political Economy, 77, 957-971.

Salamon, L. M. (2002). The tools of government. Oxford University Press.

Svara, J. A., & Nelson, K. (2012). Form of government still matters: Fostering
innovation in U.S. municipal governments. American Review of Public
Administration, 42(3), 257-281.

Tabellini, M. (2018). Racial heterogeneity and local government finances: Evidence
from the great migration (Harvard Business School Working Paper 19-000).

Triplett, J. E., & Bosworth, B. P. (2003, September). Productivity measure-
ment issues in service industries: “Baumol’s Disease” has been cured. Federal
Reserve Bank of New York Economic Policy Review, 23-33. Retrieve April 7,
2021.

Tiebout, C. M. (1956). A pure theory of local expenditures. Journal of Political
Economy, 64(5), 416—424.

Wildavsky, A., & Caiden, N. (2004). New politics of the budgetary process.
Pearson.


https://www.naco.org/resources/featured/aug-jobs-report

®

Check for
updates

CHAPTER 5

Debt

Abstract Although the city treasurer rather than the budget officer is
primarily responsible for debt activities, these actions can have an influ-
ence on the budget. This chapter is a basic discussion of debt and its
influences. It first argues for the development of a capital improvements
plan before any debt is discussed. It then distinguishes between pay-as-
you-go finance and debt finance, both of which have budget implications.
The chapter then identifies five basic debt issues for the local govern-
ment to consider: taxable versus tax-exempt debt, how much debt has
the jurisdiction already issued, should the debt be sold in a competitive
or non-competitive manner, what should be the structure of the debt,
and the possibility for arbitrage. The chapter identifies four basic types of
debts as well as several more narrowly defined types. It then distinguishes
between short-term and long-term debts. It concludes by identifying
several debt actors with whom the budget office will be interacting.

Keywords Bonds - Key participants - Debt types

For a detailed explanation of many of the topics discussed below, see California
Debt and Investment Advisory Commission (2019) (CDIAC).
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The capital budget often involves decisions concerning debt finance. This
usually means that the city treasurer, not the budget officer, is respon-
sible for the choice of the debt instrument and the administration of debt.
However, since the city budget must include payments for debt service, it
is reasonable to include debt as an influence on fiscal sustainability. Addi-
tionally, the choice and structuring of debt reflect both the complexity of
local finance and the management capabilities of the local finance team.

Before the determination of the budgetary implications of debt, it
is highly recommended that the local government develop a capital
improvement plan. This involves the identification of all capital projects
that the city is planning, the prioritization of these capital projects, and a
stipulation of the expected completion dates of the projects. Part of this
plan should include a section on the financing of the project. Of necessity,
at a minimum, this involves consultation with the department managers
of economic development, public health and safety, recreation, and trans-
portation. Obviously, careful evaluation of wish list projects is necessary.
After the completion of this evaluation, the jurisdiction must assess its
ability to finance the desired amount, so forecasting future revenues and
expenditures must occur. Finally, this is the time to take into account
any legal constraints on the use of debt (Bunch, 2013). These often vary
by state. There are also federal constraints, and how to work within these
constraints often involves the dynamic capabilities of the local government
to determine how to best finance the project.

After the capital needs are determined, the total debt expenditures can
be examined. Figure 5.1 shows some of the influences on this determina-
tion. Note that Fig. 5.1 is an analysis of the debt environment assuming
that the capital improvement plan has been accepted.

Once the jurisdiction decides what should be the necessary infras-
tructure, there are two ways of financing the new capital.! The first is
“pay-as-you-go” (PAYGO) financing while the second is debt—some-
times referred to as “Pay-as-you-use.” It is possible to make arguments
for both techniques (Horler, 1987). For PAYGO, the arguments include:

L Cities also must ensure that there are adequate funds to cover the depreciation of
infrastructure.
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Fig. 5.1 Debt

e Since current residents are making the decision on the infrastructure,
they should pay the costs, rather than future residents who have no
say in the infrastructure’s provision.

e There are no interest costs that arise from debt financing;

e There is a greater legacy of fully paid for infrastructure for future
residents to enjoy.
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Use debt financing when:

e The local government has limited funds from current revenues to
support needed infrastructure.

e It is possible to schedule the debt repayment costs to fit the local
government’s revenue flows.

e With low interest rates on the debt (in part possible because of the
federal tax exemption), it is possible to finance capital projects at low
costs.

e It is possible to schedule the payment of the debt costs to match the
benefits and /or useful life of the project.?

Some authors argue that the PAYGO method is the cheaper way to
finance infrastructure because of the lack of interest payments (Horler,
1987). However, if the present value of the payments, including interest
payments, is equal to the total cost of the project, there may be no
difference in total financing costs. Nevertheless, it does entail a long-run
commitment of revenues, which may limit the local government’s ability
to meet future unanticipated needs. It also will tend to slow down the
development of the project. Debt does provide the opportunity to start
projects sooner, complete them sooner, and therefore generate benefits
sooner. Depending upon the community’s fiscal circumstances, the local
government might use both methods in combination. It is important to
remember that, except in unusual or very specific circumstances, juris-
dictions should not use debt to finance the difference between current
expenditures and revenues. This is a deferral of financial responsibility
and perhaps budget trickery, rather than a way of ensuring long-run fiscal
sustainability.

While there are many concerns when debt is issued and there are a
great number of technical processes to be aware of, there are five basic
debt matters that the local government should consider. The first is to
decide whether the debt should be taxable or tax-exempt at the federal
level. Nearly all municipal debt issued is non-taxable.® This means that

2 In very limited cases, there may be some legal arbitrage that can occur when interest
costs of the debt are very low because of the tax-exempt status of the debt.

3 In some cases, taxable bonds are an alternative for local governments. In this case,
some restrictions in federal regulations can be ignored and in restrictions on service
charges with private users (Horler, 1987).
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the interest payment on the debt is usually lower than the market rate
on taxable debt. This saves the jurisdiction money. It also makes the debt
a valuable addition to the investment portfolio of the wealthy. A second
concern is how much debt the jurisdiction has already issued as well as
how much debt that overlapping jurisdictions have issued. The greater
the debt already issued by the jurisdiction, the riskier new debt becomes
and therefore a higher interest rate will be necessary for the debt to sell.
Further, if other jurisdictions, for example, school districts, have issued
debt using the same tax base, the households whose property is the basis
for the debt payment, may object. There can also be special districts and
community facilities districts that can issue debt that overlaps with the
other jurisdictions. Too much overlapping debt can cause not only high
tax rates for the debt service but also high-interest payments on the new
debt. A third issue is whether to sell the debt in a competitive or non-
competitive fashion.* The authorizing regulations usually determine the
method of sale, but in some cases, the local government is free to decide.
Over time, as the debt instruments become more complex, negotiated
sales become more popular. In deciding if a sale should be negotiated or
competitive, the local government should concern itself with the financing
structure and the lowest cost of borrowing. Both competitive and nego-
tiated sales involve many actors. Later in the chapter, there will be a
discussion of the roles of some of these actors. Again, the dynamic capa-
bilities of the local government come into play at this point because of the
complexities of these decisions as well as the interactions with these actors.
The fourth issue is the structure of the debt. Retirement of the bonds
occurs in sections,” not all at once. How large is the size of each section
determines the bonds’ structure (as well as its interest rate). The maturity
of the bond is the length of time for the payoff of the bond and bonds
with longer maturity having to pay a different rate of interest (usually
higher) than bonds with a short maturity, Additionally, the jurisdiction
must be aware of different ways of calculating interest (for budgetary
purposes). The competing ways are net interest costs and true interest
costs, with true interest costs taking into account the time value of the

4 Except in rare cases (typically private placement bonds), the local government does not
sell debt directly to the public. Rather it uses an underwrite to do this. The local govern-
ments negotiate a price with the underwriter, or they use the market to competitively
determine the price.

5 Sometimes called “tranches.”
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payments. The fifth issue arises when the proceeds of the bond’s sale do
not match up with the expenditures on the projects that the bonds are
financing. There may be a great deal of money sitting in the treasurer’s
office that the treasurer can invest (subject to severe arbitrage restrictions)
in other finance instruments, with the resulting cash flow going into the
General Fund. While this cash flow may be of great benefit to the city,
the local budget must not be too dependent on these flows. Addition-
ally, the jurisdiction must carefully monitor the type of investments of the
debt proceeds that the treasurer makes. The Orange County bankruptcy,
in part, occurred because the county was overly dependent on these flows
and the treasurer was speculating in his investment of the debt proceeds.

TyrESs oF DEBT

There are four basic categories of debt: General Obligation (GO)
bonds, revenue bonds, assessment bonds, and conduit revenue bonds.®
A General Obligation bond has its repayment guaranteed by the total
revenue of the jurisdiction. It is not supported by the revenue from a
particular project but by the full faith and credit of the issuing agency.
From the buyer’s point of view, GO bonds are the most secure because
voters have authorized the issuer of the bond to levy a property tax on
all properties within the jurisdiction at any rate necessary to raise enough
money to service the debt. Because they are the most secure, GO bonds
usually pay the lowest rate of interest. However, GO bonds face two
significant constraints. The first is that in many cases, the state has set
a limit to the amount of GO debt available. Since these limits are often
constitutional, they bind the jurisdiction. The second difficulty is that
issuing a GO bond almost always needs a successful vote by the electorate
for their issuance. Extensive voter education is necessary for this to occur.
The implication for the budget is that this GO rate becomes the base
property tax rate—any property taxes necessary to finance city services
are on top of this rate, which is a political constraint on the budget. This

6 Pension obligation bonds are an added type that will be discussed later. There are
several additional types of debt, for example, Certificates of Participation, that are available
for use by the jurisdiction.
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situation will sorely test the dynamic capabilities of the governance system
(Denison, 2013).”

The second type of municipal debt is a revenue bond. This debt is
backed by dedicated fees or earmarked sources of revenues, for example,
highway tolls or user fees. They are far more popular than GO, although
they too may need voter approval. These types of debt are usually
not constrained by the state. One particular type of revenue bond is a
lease-backed bond. The proceeds of the sale of these bonds finance the
construction of government buildings, schools, or jails. These bonds are
issued by a separate financing authority which then takes the money and
finances the construction or purchase of the asset. The separate agency
then leases the asset back to the government, the financing agency keeps
title to the asset while the government makes lease payments that cover
the debt service requirements. The lease typically matches the maturity of
the bond, so that when the bond matures and the lease ends, the owner-
ship of the asset transfers to the government. Lease-backed debt does not
count against the statutory debt limits on GO debt and typically carries a
higher interest rate (Denison, 2013).

Assessment bonds are among the oldest methods of financing public
works, appearing in Roman law with the first documented use in the
thirteenth century (Horler, 1987). Special assessment bond practices vary
among states and sometimes among cities within the same state. Horler
(1987) identifies four principles that are common to all special assessment
procedures. First, the money raised from the special assessment bond
must be used for a public purpose. The capital improvement must give a
benefit to a well-defined and limited area of land. Second, the total assess-
ment must not exceed the cost of the improvement and bond financing.
Third, the amount of assessment on an individual parcel must be propor-
tional to the benefit that a particular parcel receives. Fourth, the owner of
the assessed land, by law, has an opportunity to object to the assessment.
The uses of special assessments are varied: examples include street paving,
sidewalks, curbs, gutters, sewers, water supply, street lighting, Off-street
parking, landscaping, storm drainage systems, fire protection, retaining
walls, and land stabilization. The interest rate of the bonds will vary by
the security of the bonds, which depends on a variety of factors, including

7 Limited obligation bonds are backed by a specified amount of revenues received from
any local source, including property and sales taxes. If these funds are insufficient, the
local government may pay from other funds.
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growth patterns of the area, the size of the parcels and number of property
owners, zoning of the property, land use, terrain, and topography. Cities,
counties, and special districts often rely on this type of debt finance. It is
possible to use a PAYGO system to finance many of the above examples.
However, this would tap the General Fund and so by using assessment
financing, the jurisdiction saves money, at least in the short run and the
budget is less constrained.

The fourth type of bond is a conduit revenue bond. This is a cate-
gory of bond that exists because of provisions of the Internal Revenue
code of the federal government. These bonds finance projects for non-
governmental borrowing and must satisfy the requirements of the IRS
for tax-exempt private activity bonds. They may be issued by local govern-
ments. Often used for economic development or redevelopment projects,
these bonds can have multiple impacts on the budget through the projects
that they finance. Since the federal government authorizes this method
of debt finance, local governments must carefully monitor tax legisla-
tive changes that occur at the national level. Conduit bonds primarily
finance the following activities: infrastructure qualifying as exempt facil-
ities such as transportation facilities (airports, mass commuting, and
intercity rail facilities), utility facilities for water supply, sewage, solid waste
disposal, and sometimes electricity and gas. The bond’s proceeds can also
help finance small manufacturing facilities (sometimes called Industrial
Development Bonds),® hospitals, and other non-profit health care facili-
ties, educational facilities, and multi-family housing developments serving
low-income tenants (CDIAC, 2019).

The financial flows under a conduit revenue bond can be complex.
The local government issues the bonds (with only a public hearing and
without a public vote). The bond proceeds are loaned to a private devel-
oper. The private developer then makes loan repayments that match the
bond’s debt service. These loan payments are the revenues securing the
bonds and the city must pay the debt service on the bonds only to the
extent that it receives these payments. In practice, the private borrower
makes payments directly to the trustee (CDIAC, 2019). There are typi-
cally volume caps on the issuance of these bonds and states may institute
an allocation committee at the state level for this allocation.

8 This type of debt is heavily circumscribed by federal and state laws, so legal consul
is necessary.
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Conduit revenue bonds do not involve the direct credit of the local
government and because they are for projects usually not owned or oper-
ated by the local government, they sometimes have unique policy issues
and therefore unique guidelines. These guidelines may vary from city to
city, but most of them cover two areas—credit quality and the public
benefits of the project. For credit quality, many jurisdictions require a
minimum rating of at least “A” for any conduit issue (CDIAC, 2019).
If they do not have this minimum rating, they must have a major public
benefit, or they could be privately placed with sophisticated investors. The
reason for demanding a minimum credit rating even though the local
government has no legal liability to make the debt service payments is
that the local government may believe that its fiscal reputation will be
affected if the issue goes into default, even though the default is not the
fault of the local government. There is also a chance that there will be liti-
gation, and therefore potential litigation costs for the local government
if there is a default. A second criterion is that the financed project meets
the socially desirable goals of the jurisdiction. For example, some issuers
require that the project will create jobs, provide affordable housing, or
assist the community in other ways. Consideration of environmental bene-
fits and costs must also occur. Projects financed by conduit bonds are
often controversial; so the finance departments (both budget officer and
treasurer) must carefully scrutinize this form of debt.

There is a myriad of other widely used types of debt instruments, all
of which may have budget implications. A first example is a debt used to
finance a Community Facilities District. First initiated in either California
or Florida (there is some debate on the timing) in 1982, this type of debt
allows cities, counties, special districts, school districts, and other forms
of local government to form a separate district to finance certain types of
public works through PAYGO, the sale of bonds, certain public services
on a PAYGO basis, or any combination of these techniques (Horler,
1987). While the approval of a Community Facilities District may vary by
state, it often includes a report that identifies which pieces of infrastruc-
ture or what services the Community Facilities District will finance. Then
the jurisdiction develops an assessment procedure to payoft the bonds or
finance the services. Finally, there is a vote of the landowners to estab-
lish the district. This method of financing is very useful for development
projects because typically there are few landowners to vote on the estab-
lishment of the district. It is also useful for growing cities because the use
of facilities districts to finance such services as libraries, parks, or police
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and fire services removes the necessity of financing these activities from
the city budget. Residents are notified of their tax liability as they move
into the district. This liability will change as the bonds are retired, services
increased, or some combination of both. These districts are designed as a
budget saving mechanism and are becoming popular in rapidly growing
jurisdictions.

Every pension fund has an Unfunded Actuarial Accrued Liability
(UAAL). This is the actuarial present value of all the funds’ assets minus
the actuarial present value of all future accrued liabilities. This calculation
may be negative (indicating an over-funded UAAL) or positive (indicating
an underfunded UAAL). This is not an accounting liability but rather
an actuarial liability and it assumes that the current plan will continue
in the future. The UAAL includes expected pay increases of the current
members and expected future service costs for those members. Retire-
ment benefit increases also affect the UAAL, as well as actuarial gains and
losses. The jurisdiction may issue Pension Obligation bonds (POBs) to
pay some or all this UAAL. Once sold, the bond’s proceeds are trans-
ferred to the issuer’s pension system as a prepayment of all or part of the
unfunded liabilities and the pension board directs that the proceeds of the
sale should be invested in the stock market or bond market. For this plan
to succeed and give budget relief, the invested bond proceeds must earn a
rate of return higher than the total cost of borrowing. If this is true, then
this transaction reduces the annual pension contribution needed to fund
the existing plan by more than the cost of borrowing. The payment of the
debt service on POBs is usually an unconditional obligation of the issuer
with the payment coming from the General Fund, potentially affecting
the budget. The issuing jurisdiction must consider several policy concerns
before issuing POBs. First, POBs are typically issued during periods of
low taxable interest rates.” The assumption is that the economic benefit
to the issuer is the spread between the interest rate on the bonds and the
assumed rate of return on investments. There is no guarantee that this
will automatically occur. Market turndowns can cause the UAAL to rise
to the pre-POB level, Second, the UAAL is just a snapshot at a specific
time. The jurisdiction can add new benefits, and other changing economic
factors can affect the underlying actual assumptions. Issuing a POB does
not eliminate this risk (CDIAC, 2019). Further, issuing POBs to fund

9 Interest on POBs is not federally tax exempt (CDIAC, 2019).
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annual pension contributions can have a negative impact on the issuer’s
credit rating. This is especially true if projected returns become lower
than expected and the issuer needs to both service the POB debt and
increase contributions. Additionally, if the lump sum prepayment occurs
when reinvestment rates of return are relatively low, this may be disad-
vantageous to the issuer. Finally, the issuer typically authorizes POBs by
resolution. This means that the issuer can bury the bonds in the budget
document and the bonds will receive little or no public scrutiny.

Tax increment financing (TIF) is a common redevelopment (or devel-
opment) tool that exists in 48 states.!? While discussed in more detail
in the economic development chapter, this section analyzes some of its
debt components. It is similar to a conduit bond in that it helps private
developers construct infrastructure. While details of each state’s ability
to use TIF may vary by state, in general they have the following similar
characteristics. First, the local jurisdicion—whether city or county—
establishes a redevelopment agency. The redevelopment agency has
the power to issue bonds. The bond issuance does not need a public
vote. The proceeds of the bonds can be used to acquire and develop
real property, the construction of streets, sidewalks, highways, and the
installation of public utilities if the purpose of the project is the rede-
velopment of blighted areas within the city’s jurisdiction. Generally, the
agency itself cannot construct or finance the construction of buildings,
rather it must sell or lease the property for private development. The
bonds are often referred to as tax allocation bonds. This is because the
redevelopment agency can service the bonds by collecting the portion of
the ad valorem taxes on the property that exceed the tax collections at
the time of approval of the redevelopment plan. This added portion is the
tax increment or tax allocation. Historically, there are four basic problems
with TIF: redevelopment plans may have exceedingly long duration;
blight is so loosely defined that the plan redevelops areas that are clearly
non-blighted; the bond proceeds act as a competitive tool to attract
development from other jurisdictions; and often there is displacement
of the low-income population because of the plan’s unwillingness to
generate or rehabilitate low and moderate housing. There is also the
question of whether the state will backfill the lost revenues to any over-
lapping jurisdictions. Because it is so easy to implement and appears to

10 Arizona does not allow tax increment financing; California eliminated tax increment
finance and replaced it with a modification of infrastructure financing districts.
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be totally self-financing, it is very popular. However, for many it appears
to be a give-away to wealthy developers, it forces low-income residents
out of the area, and hurts overlapping jurisdictions that were property
tax dependent, which may force the state to backfill the lost revenue.
In California, the state’s backfill to school districts became so large that
the state eliminated the ability to use the TIF mechanism and replaced
it with a different mechanism: An Enhanced Infrastructure Financing
District (Horiuchi & Chapman, 2019; Seufert, 2015).

Short-term financing techniques also include a variety of debt instru-
ments.'1 All of these techniques face legal restrictions as to size and
use with their use declining over the last several years. Many of these
techniques have budget implications. Jurisdictions use Bond anticipation
notes (BANSs) to ensure financing for a project which has bond issuance
authorization, but the bonds have yet to be issued. BANs allow debt
issuance in increments as the project progresses but before the bond
proceeds are available. The security for BANs is the bond proceeds and
revenues generated by the project. The legal basis for issuing BANSs
resides in various authorizing statutes of both the city and the state.
A second short-term financing instrument is a grant anticipation note
(GAN). These can be issued to eliminate a cash-flow deficit when there is
a secured federal or state grant or loan. There are often significant require-
ments for the awarding of these grants or loans and therefore there is less
uncertainty about the security of the grant. This makes the GAN easier
to sell. The cash-flow deficit that the GAN covers usually results from a
delay in the receipts of reimbursement for grant-eligible expenses.

A third type of short-term financing is a tax and revenue anticipation
note (TRAN). Trans are issued by local governments to fund a cash-flow
deficit in a fiscal year, typically they are issued at the beginning of the
fiscal year and have a maturity of less than one year (CDIAC, 2019).
Since some TRANSs have a maturity greater than one year (up to three),
they can be issued in one year and mature in another. They appear as a
fund liability in the fund that is receiving the proceeds. They are used for
many purposes, including current expenses, capital expenditures, repay-
ment of indebtedness and investment, and reinvestment. The proceeds
are usually deposited in the General Fund. Local governments usually

11 Short term is less than three years.



5 DEBT 73

use TRANs as a cash management tool that enables the local govern-
ment to maintain expenditure outlays in an even manner even though it
receives revenues such as property taxes on an uneven basis throughout
the year. TRANs smooth the city’s cash flow. Again, there is a myriad of
constraints facing the issuance of TRANs, many designed to ensure that
they are used to even out the flow rather than hide a structural deficit
or to ensure that they are not being used for arbitrage since these pay
a low interest rate compared to other investment opportunities, TRANs
can be authorized by a resolution of the city council adopted in the fiscal
year prior to the fiscal year in which the TRAN will be issued. No voter
approval is necessary.

DEBT AcTORs!?

In addition to the budget department, there are many people (and orga-
nizations) that are involved in the municipal debt process. Some directly
influence the local budget; others influence the budget only indirectly.
The staft of the budget office must be aware of the actors because of
their political influence or ability to influence steps in the debt issuing
process, so it is worthwhile to have a quick capsule look at some of these
participants.'3

1. The city treasurer represents the city that is issuing the debt. The
treasurer must first ensure that the bond is legal and meets the
tax exemption requirements under the law. The treasurer over-
sees the selection of the debt financing team, including the bond
counsel and ecither a financial advisor or both. The city treasurer
and finance office select the team through a request for proposal
process, reputations, relationships with the city, or reccommendations
from other cities. The composition of the team is based on several
factors, including the type of debt issued, the procedural require-
ments for that type of debt, and the level of in-house sophistication
of the city (CDIAC, 2019). The treasurer, representing the city,

12 Much of the following material is abstracted from CDIAC (2019).

13 There are many more that this monograph does not discuss. See CDIAC (2019) for
a more complete identification and discussion.
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then works with the team to issue debt to finance the infrastruc-
ture. The treasure and staft are responsible for reviewing all aspects
of the financing plan, including all documents and, if there is any
legal action, they must be prepared to defend the debt issuance.

. The bond counsel is the attorney that gives legal opinions that

the bonds are binding obligations of the city and the interest on
the bonds is exempt from federal and state income taxes. This tax
exemption statement is a very crucial part of the bond opinion.
The bond opinion is not a financial recommendation as to the
acceptability of the bond for the investor, but rather an opinion on
the legality of the bonds. Often, the bond counsel is part of a legal
team for an issue. The bond counsel may not be the underwriter’s
counsel.

. The financial advisor is a professional consultant, often hired by

the city through the office of the city treasurer, to give advice on
the debt financing plan. The advisor may be a consulting firm, an
investment banking firm or a commercial bank, The advisor typically
reviews the financial feasibility of the project, assesses the revenue
stream that will finance the debt service, recommends the financing
structure of the debt, recommends a maturity schedule, prepares,
on the city’s behalf, the official statement for the underwriters and
investors, and recommends the timing of the sale of the bonds,
along with a variety of other duties. The financial advisor can only
buy competitively sold bonds and even then, only in the secondary
market.

. The underwriter purchases the bonds from the city and then resells

the bonds to investors. Often the underwriter forms a syndicate with
other firms to minimize the selling risk that the underwriters face.
If the sale is a negotiated sale, the jurisdiction selects the under-
writer and syndicate teams early in the process and the underwriter
may perform many of the financial advisor’s services, including the
method of financing and the debt’s structure. In these cases, it is
not unusual for the underwriter to hire an underwriter’s counsel.
In a negotiated sale, the underwriter mails the official statement
to potential buyers, assesses the market conditions to recommend
the pricing and timing of the sale, as well as some other disclo-
sure duties. Also in a negotiated sale, the underwriter can engage in
preselling the bonds, thereby lowering the risk and perhaps lowering
the compensation for undertaking the risk. In a competitive sale,
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underwriters compete and deliver sealed bids to the city and the city
selects the underwriter that offers the best terms at that time. In
both negotiated and competitive sales, compensation for the under-
writers is the difference between what they pay for the bonds and
how much investors will pay for the bonds when the underwriter
resells them. There is generally a prohibition against underwriters
doing business with the city if they have made political contributions
to elected officials of the city.

5. The underwriter chooses the underwriter’s counsel (who cannot
be the same individual or firm as the bond counsel) to represent
the underwriter’s interests in a negotiated sale.!* The underwriter’s
counsel reviews the documents prepared by the bond counsel and
coordinates the preparation of the Official Statement. The under-
writer’s counsel provides a due diligence review to ensure that the
city government, has enough security for the issue so that an investor
can make a knowledgeable decision as to whether to buy. The
underwriter pays the underwriter’s counsel.

6. Credit rating agencies analyze the likelihood of the debt returning
all the principal to the investor. That means that the credit rating is
an opinion of the investment quality of the bond. Local government
bond ratings are based on the general state of the economy (both
state and national), the basis for the debt service, and the issuer’s
investment strategy. The issuer usually pays the rating agency with
the compensation based on all the supporting documents provided
by the financial advisor or underwriter. Some buyers of the debt
face legal restrictions and must buy securities at or above specified
credit ratings. Typically, investors demand a higher interest rate if
the bonds are lower rated. Some finance professionals argue that the
credit rating is the most important factor in determining the interest
rate on bonds at a particular time (CDIAC, 2019). Even though
bonds may not always face legal requirements for obtaining a rating,
in most cases local governments find that unrated bonds are difficult
to sell. This means that the buyer will demand a higher interest rate
and therefore the jurisdiction will have added expenses. There are
often periodic reviews of ratings, and they may be either upgraded

14 Competitive sales usually do not need an underwriter’s counsel.
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or downgraded, so rating agencies expect periodic financial reports
from the issuer.

7. Local government picks the trustee to perform one or more of the
administrative duties relating to the bond. The trustee is usually a
commercial bank or trust company. There are many potential duties
of a trustee including holding the funds relating to a bond issue,
maintaining a list of names and addresses of bond owners, paying
interest on the bonds to the registered owners, paying the prin-
cipal of the bonds to these owners upon maturity, disseminating
annual reports, and mailing required notices to bondholders. The
same trustee does not have to perform all these functions.

There are many other actors associated with debt, including credit
enhancement providers, non-governmental borrowers, retail and insti-
tutional investors, and investment advisors. Many of these actors seem
separated from the budget process; however, to the extent that they affect
the cost of debt, they act as additional complexity variables as the juris-
diction strives for fiscal sustainability. Additionally, the opportunity for
dynamic capabilities to reduce budget stress is clearly present in virtually
all these positions.

Although the local government treasurer has duties distinct from the
budget officer, the activities of the two are not only interrelated but add
complexity to the budget process. Further, it is often in this arena that
the jurisdiction can demonstrate its management capacities.
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CHAPTER 6

Economic Development

Abstract Economic development activities often have an impact on fiscal
sustainability. This chapter, in its discussion of local economic develop-
ment, emphasises this impact. It discusses why economic development
activities should occur, identifies two key economic development strate-
gies, and the relationship between economic development activities and
debt (leading to some overlap with Chapter 5). It then identifies the
governance component to economic development activities; including a
discussion of three components: the approval process, the dynamic capa-
bilities of the decision-makers, and the role of public—private partnerships.
It then identifies several economic development analytic techniques but
cautions that they are often ignored by economic development decision-
makers. It finally identifies some initiatives that local government can use
to attract economic development, and under the enabling incentive iden-
tifies two examples: special district financing and tax increment financing.
It finally identifies political and equity concerns of economic development
(Because the chapters can be read independently, parts of this chapter are
deliberately redundant to parts of Chapter 5).
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Local economic development success primarily serves a two-fold purpose.
It helps to ensure current fiscal sustainability and it is necessary to sustain
future sustainability. This chapter will address the first issue. Chapter 7
will address the second issue.

It is almost impossible to overstate the importance of economic
development to fiscal sustainability. Without economic development, the
jurisdiction will become stagnant, will stop attracting new residents, and
will ultimately lose its tax base. As Fig. 6.1 illustrates, economic devel-
opment is an extremely complex subject and as such has an extremely
complex interaction with the budget.! Economic development is related
to local government revenues and expenditures, as well as debt deci-
sions. It also reflects the dynamic capacity of the governance system.
Before examining these interactions, there are two principal questions to
consider. First, what exactly is economic development when examined
from a budgetary context? The second is why should economic develop-
ment be of concern to the local government—won’t the free market take
care of these concerns?

This study defines economic development as improvements in the tax
base, the creation of jobs, or an increase in income for the citizens affected
by the development. Each of these three aspects has both a revenue and
expenditure impact. Increases in the tax base should increase revenues
through property, sales, income, and fees and charges. As Fig. 6.1 illus-
trates, it does this by (hopefully) increasing both the sales and property
tax bases.? Additionally, it is likely to increase expenditures for services
provided to the developed area. From the city’s perspective, the new
revenues should exceed the new expenditures. Notice that these new
revenues and expenditures affect both the operating and capital budgets.
Depending upon the deal that the city makes with the developer, not
only will there be increased service provision and tax collections but also
new infrastructure provision, typically financed by new debt and addi-
tional revenues collected to finance the new debt. The budget office
should be aware that the planning and economic development depart-
ments are negotiating these projects and may not be fully aware of the
budgetary implications or maybe so enthused about the projects that they

L As in previous chapters, not every complexity issue, as indicated in Fig. 6.1, will be
discussed in the text.

2 See Fig. 3.1 for the next step in the analysis.
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do not care about these implications.> Who does the negotiating with the
developer is also a governance issue.

While a fully operating free market may be a necessary condition for
a successful economic development project, it is certainly not a suffi-
cient condition. First, significant externalities (both positive and negative)
abound with any project. This means that there are likely to be uncom-
pensated price effects that will affect the size and scope of the project.
Second, there are likely to be public good attributes of the projects which
if not captured by the developer might reduce its profitability and likeli-
hood of its occurring. Third, since this development will not occur on a
blank canvas, there are likely to be land use, governance, dynamic capa-
bility, and political constraints that affect its success. Further, while profits
are the primary driver of the project for the developer, local governments
worry about these other phenomena.

These two complexities can lead to two economic development strate-
gies. The general approach to development attempts to create an envi-
ronment that stimulates economic growth without offering targeted aid
to any specific firm or industry. This means providing good infrastruc-
ture throughout the jurisdiction, lower regulatory barriers, and perhaps
general tax reform. The dynamic capabilities of the jurisdiction are crucial
when these requirements are being negotiated with the private sector
developer. The second strategy targets the attraction of specific firms or
industries, and includes tax subsidies, loans, land donations, and targeted
provisions of goods and services (Mitchell et al., 2019). Although some-
times tried, the general approach is not easily available at the local level.
The general approach could have a very large influence on the local
budget, because it would affect all firms and industries in the city; local
governments are more likely to adopt the particularistic approach and
would have less of an effect on the local budget, although it would still
affect both revenues and expenditures.

Before addressing some of the implications and complex interrelations
among economic development concerns and the local budget, it is impor-
tant to recognize that economic development influences debt, which, as
Chapter 5 showed, also has an effect on the budget. This relationship has

3 It is crucial to recognize that economic development impacts far more than the local
budget. There are demographic impacts, locational impacts, sociological impacts, equity
impacts, and lifestyle impacts. These may be far more important than the budgetary
impacts.
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to do with supplying the infrastructure for the project. Since this infras-
tructure will exist for a long period of time, it is a legitimate candidate for
debt financing. As Fig. 6.1 hypothesizes, the more economic development
activity, the greater the need for new debt. Since local governments also
issue debt for non-economic development activity, there may be a future
trade-oft between economic development debt and debt for such things
as street construction, new libraries, and new sewage systems. Further,
economic development activities might tend to use more esoteric forms
of debt, which will make the capital budget more difficult to under-
stand. Since debt is closely connected with infrastructure finance, it is
worthwhile to spend a brief amount of time discussing infrastructure.*

There seems to be a consensus that there needs to be an increase in
infrastructure investment. Bennett et al. (2020) find that real infrastruc-
ture investment peaked in 1968 and then slowly declined until the early
2000s and recently has been flat, although its composition has changed;
for example, investment in high tech infrastructure (broadly defined) has
greatly risen since 1980. Further, the remaining useful life of state and
local infrastructure also seems to be declining and depreciation profiles
used to calculate the net stock of US infrastructure are more than 40 years
old. Eventually, there will be more money spent on infrastructure, both
new and depreciated. The question then becomes—who should pay for
this infrastructure? While most economists would argue that the user
should pay, if possible, they also agree that marginal cost pricing (the
most efficient way of pricing) may not cover the full costs and that there
are positive externalities associated with infrastructure that ought to be
publicly funded. Further, there may be possibilities for using private devel-
opers’ funds to help pay for the infrastructure. There is also some question
as to what impact infrastructure has on economic growth rates (Glaeser &
Poterba, 2020).

There is another danger. Flyvberg et al. (2004), Flyvberg (2017) claims
that there is a danger of delusional optimism among planners, especially
when the projects are very large. Planners tend to greatly underestimate
costs for these projects. This can greatly affect the local budget, since
there is a political tendency to want to finish a project once it has begun,

4 This is closely tied to the capital improvement budget, discussed in Chapter 5.
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regardless of its costs. These are long-run impacts that can affect the
budget for many years in the future.®

An important variable in economic development is the governance
orientation of the local government. There are at least three components
to this.® The first is the approval process for the new development. As
Pressman and Wildavsky (1984) demonstrated, the larger the number of
steps necessary for the final approval of an economic development project,
the less likelihood of project approval. Even with as high as a ninety-five
percent probability of approval at each step, after only 12 clearance points
within a city, the probability of successful implementation is only about
fifty percent. Since it is not unusual for local government projects to have
far more than 12 clearance points, there is a high likelihood of rejecting
many worthwhile projects. One potential solution to this problem is a case
management system, in which a city employee (usually from the planning
department) shepherds the project through the approval steps. But it is
not unusual if the jurisdiction ignores the implications for a sustainable
budget in the rush to get the project to start.

As Fig. 6.1 shows, an additional component of governance is the
dynamic capabilities of the economic development decision-makers as well
as those of the mayor or city manager. These capabilities must include
the ability to determine which industries are necessary to attract, based
on both revenues and expenditures generated by the project, how to go
about attracting those industries, and then using this evaluation to decide
what are the next steps in furthering the city’s economic future. This
component of governance is crucial for the long-run fiscal sustainability
of the jurisdiction because without appropriate economic growth, there
is a risk that future public sector revenues and expenditure will not be
in balance. Note that there are two dangers in the exercise of dynamic
capability. The first is that the decision-makers will be too conservative.
They will not be willing to push against some local complaints about the
specific project (it is too high, it will increase traffic, or it will cast shade
in the wrong places) or will be unwilling to take a small amount of risk
that the project will not fulfill its promises. On the other hand, there
may be some adventurous souls in the decision-making body who will

5 There is likely to be an clement of delusional optimism in the evaluation of specific
economic incentives.

6 There are far more than three variables. These are just examples.
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be willing to undertake too much risk to attract new development. In
this case, the long-run expenditures (or loss of tax revenues) will exceed
the benefits of the development. It is important to clarify the long-run
budgetary implications to fully utilize the dynamic capability’s potential
for the decision-making process.

A third variable of governance is the potential role of public—private
partnerships. These can take various forms and can range from simple
to complex arrangements. Salamon (2002) and Kirlin and Kirlin (1982)
describe some of these arrangements. The budget office should be a
participant in these discussions (as well as the legal arm of the juris-
diction). The benefits of these partnerships are that they may save the
jurisdiction some money and they will emphasize the intricacies of devel-
opment as seen from the private sectors views. Public—private partnerships
are clearly dependent on the dynamic capabilities of the jurisdiction as well
as the details of the process as it pertains to their success.”

Economic development planners use a variety of analytic techniques.
While individuals in the budget department need not know the details of
these techniques, they should be aware of their variety and use.® In order
to employ these analytic tools, the economic development planners need
to know the demographics, the local private sector economic environ-
ment, the physical and social infrastructure, and the sources of revenues
and expenditures of the local budget to relate to the development. The
following techniques, from Blakely and Bradshaw (2002) are dependent
on this data.

Economic Base Analysis helps to decide which successful businesses, as
measured by wealth generation, should be attracted and sustained. The
analytic tool for this is the location quotient which examines the relation-
ship between the local sector employment divided by total employment
divided by the reference sector employment divided by the reference total
employment. This quotient is useful in determining the concentration of
employment and economic activity. This is a rather simplistic measure that
must be carefully used when interpreting.

7 Rodrik and Sabel (2020) argue that public—private collaboration is at the heart of
building a good jobs economy, subject to this collaboration being built on good design
principles.

8 For more detail on these techniques see Blakely and Bradshaw (2002). It should be
noted that in this excellent book, there is no mention of the local budget. This is another
sign of why complexity analysis of the budget is useful.
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Dynamic Analysis using shift-share techniques determines what types
of economic activity are growing and what types are declining. Although
this usually uses employment, other economic attributes are possible to
use. Shift-share analysis assumes that economic growth or decline is a
combination of three factors: the overall growth in the national, state,
or regional economy, the relative change in an industry compared to the
total of all industries, and the difference in the rate of growth (or decline)
of a local industry relative to the rate of growth or decline in the same
industry nationally. This measure is data intensive and used to decide if
an industry has a competitive advantage in the local area. If so, it should
be attracted.

Input—Output Analysis is the most sophisticated technique for exam-
ining the effects of economic changes throughout the economy. It is
based on the calculated interdependencies among different economic
sectors. It looks at industries from an economy-wide perspective and
follows ripple effects. It models direct, indirect, and induced impacts
of economic change. Local governments typically use the IMPLAN
program which is a sophisticated input—output model that uses a personal
computer.

Cluster Analysis is a technique used to identify regional clusters and
to decide which programs to use to support the firms in the cluster. This
indicates that a cluster is a set of firms that have a competitive advantage
over other industries. Economic development planners use cluster analysis
to develop infrastructure that supports the core firms, find gaps in supply
and marketing linkages, increase the skill and training available to firms
within the cluster, and help to promote clusters in the market.

In each of these techniques, and in the many others not mentioned
in this monograph, there may be a “government” sector variable. But a
government sector is not a budget input. Because of this, the local budget
staff needs to be aware of the jurisdiction’s economic development deci-
sions, because they may have significant impacts on the fiscal sustainability
of the jurisdiction. These impacts may disappear or be ignored in the
morass of data collection and pages of data output that come from these
techniques.

Elected officials often ignore the results of these analytic techniques
when implementing economic development incentives. This is especially
true when the incentives come from the national government and apply
to all states and local governments. These national programs can have
an impact on the local budget. For example, the Historic Tax Credits
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program provides a 20 percent tax credit for the rehabilitation of prop-
erties on the National Register of Historic Places. The New Markets
Tax Credit program is a 39 percent federal tax credit that encourages
investment in low-income census tracts. Local governments do not have
full control over these federal programs. However, to the extent they
are successful, they should have a positive impact on local government
revenues (depending upon their treatment in terms of the local prop-
erty tax). A third, more recent federal program is the Opportunity
Zone program which designated thousands of areas, often using polit-
ical criteria, as being economically distressed. They exist in all fifty states.
There are substantial long-run tax benefits under this program. The state
governors choose which areas are opportunity zones. It is too soon to
comment on their effectiveness in economic development, although there
is some evidence of potential favoritism in the choice of the zones by the
governor (Eldar & Garber, 2019).

States also offer a variety of economic development incentives. These
range from broad general incentives to incentives tied to specific indus-
tries. The intent of a typical broad-based incentive is to create jobs and
increase capital investment. Some forms of these are available in almost
every state. At the state level, these incentives connect to statewide
tax abatements, both for property taxes and sales taxes. States also
have incentives targeted to specific industries, such as agriculture, tech-
nology, manufacturing, and filmmaking. States also allow the creation
of economic development zones which can allow local governments
to create such activities as enterprise zones or tax increment financing
(Francis, 2016). While narrower in scope than the federal incentives, state
incentives are still generally broad. However, a recent Pew Foundation
(2021) found that the criteria that states use to geographically target
economic development are “ill-conceived or out of date” and end up
serving wealthy communities instead of disadvantaged ones. Further, even
when they reached the disadvantaged communities, they are often not
well suited to help the residents. Still, there are effects on the local budget
because they will, at least in the short run, reduce revenues (through, for
example, tax abatements) in the hope that there will be long-run revenue
increases.

9 See, for example, Texas Comptroller (2019).
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Generally, there are two types of incentives that local governments can
offer to stimulate economic development. The first are financial incen-
tives, the second are enabling incentives. Financial incentives are typically
financial aid customized to either individual businesses or industries. The
intent of these incentives is to encourage business growth (Bartik, 2020)
as well as increase jobs and incomes.!? Some examples of these incentives
are tax credits which can reduce a tax liability, such as property tax credits
(local budgetary effects) or corporate taxes (state budgetary effects). In
some cases, these tax credits are refundable. So even if the firm has no
tax liability, it still receives these credits. Examples of these incentives are
job creation credits or grants, property tax abatements, and research and
development credits (Bartik, 2020). These direct financial incentives cost
state and local governments about $46 billion (Bartik, 2020). Justification
for these incentives comes from using a “but for” argument. That is, it
is argued, the firm or industry would not locate in the particular jurisdic-
tion “but for” these incentives. In practice, these financial incentives are
controversial. They tend to go to big businesses rather than small, incen-
tive expenditures are increasing (perhaps indicating incentive wars), and
the incentives probably do not make much difference in firm location—
that is the “but for” argument is specious. For example, Bartik (2018)
found that the typical incentive probably tips somewhere between 2 and
25 percent of the favored firms to locate in the incentive providing juris-
diction. There may be cases in which the dynamic capacity attributes of
the local decision-makers cause more problems than necessary. Finally,
only 30 states have regularized procedures to decide whether these fiscal
incentives meet their promised goals. Many of these states have begun to
mandate clawback provisions, in which the incentivized firm must repay
the incentive if the firm doesn’t meet its promises.

Most states enable local governments to form special financing districts
(sometimes called benefit-assessment districts) to provide needed services
(Seufert, 2015). These districts can be varied, including lighting districts,
park districts, and business improvement districts. They can collect
revenues from residents within the district to provide needed infrastruc-
ture and services. This mechanism takes revenue and expenditures for
a particular sub-section of the jurisdiction out of the local budget and

10 Tt is rare that their effects on tax revenues that can be generated from this growth
are prominently mentioned in the academic literature.
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makes the residents of the jurisdiction responsible for paying for the bene-
fits that the district provides. One of the most important kinds of these
districts is the community facilities district. Depending upon the state law,
developers can form these districts when building a new subdivision under
the authority of the city, county, or school district. They collect non-ad
valorem property taxes to fund a variety of services, including police, fire,
recreation programs, park maintenance, and flood and storm protection
as well as several types of capital infrastructure. These can generate large
budget savings for the jurisdiction if it is expanding. However, they are
very difficult to implement for developed areas.!!

A particular theoretical method of financing development (both new
and redevelopment) is to use the increase in land value that occurs because
of the development as a basis for collecting revenues. Although seldom
used in its pure form in the United States, this value capture technique is
sometimes used in other countries (Chapman, 2015). It forms the theo-
retical basis for the implementation of tax increment financing (TIF),
a technique used in 48 states.!? Using this procedure, local govern-
ments fund economic development activities in a designated area within
the jurisdiction by earmarking the property tax increment that occurs
because of redevelopment activity. The non-increment continues to flow
to the governments that were using these revenues prior to the establish-
ment of the Tax Increment District. Because there is often infrastructure
constructed, bonds are often issued with the increment supporting this
issuance. In many states, a finding of blight must occur before the estab-
lishment of the district. The district, in most states, is established by action
of the city council, without voter approval. The argument for this method
is the “but for” argument—without the district, development would not
occur. A redevelopment agency, not the city council, administers the tax
increment district.!® This is the agency that issues the debt (without a
public vote for approval) and works with the private developer to rede-
velop the property. While this can be a very useful tool, it also has the
potential for misuse—how is blight determined, what is the correct size
of the district, is the “but for” argument valid, and how is the potential

11 See Chapter 4 for more information on these districts.

12 California eliminated Tax Increment Financing in 2012 and has since replaced it with
Enhanced Infrastructure Financing Districts (Day, 2016). Arizona does not have this law.
Also see Chapter 5 for a discussion of TIF.

13 Although in many cases, the redevelopment agency is made up of the city council.
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lost revenue to other agencies replaced (Merriman, 2018). This tech-
nique can be a double-edged sword for the local budget. If the area was
truly blighted and the “but for” explanation is valid, the budgetary effects
are minimal (assuming the increment also covers any potential increased
service demands). However, if there is no blight in the area, the overlap-
ping local governments which would gain property tax revenues from the
district are penalized, since at least some of the new property tax incre-
ment really belongs to them, not the redevelopment agency. This may
particularly impact school districts. This reason is why California aban-
doned TIF—the state had to backfill lost school district revenues, and this
backfill became huge (Horiuchi & Chapman, 2019; Lefcoe & Swenson,
2014).

There are at least three political struggles associated with these
economic development incentives. Again, while they may seem tangen-
tial to the city budget process, their long-run implications can
be fiscally harmful, and the budget should anticipate their occurrence.
The first struggle can be between specific areas in the jurisdiction. This
struggle involves which area needs economic development the most,
which is the easiest to implement development practices, and which has
the political power. Demonstrations of these struggles occur in the choice
of the location of tax increment financing areas or in the location of
Opportunity Zones. It may also be that some areas need redevelopment,
but they do not want to have development occur near them (the Not in
my Back Yard syndrome). This struggle may also include environmental
justice concerns.

The second political struggle clates to competition among states (or
within states, among cities) for the location and development of firms
and industries. This competition often involves subsidies, tax abatements,
discounted land prices, and infrastructure provision (Rolnick & Burstein,
1995). Clever firms and industries can generate a race to the bottom
effect, where the incentives are so large that some public services may
have to have their budgets reduced in order to finance the incentive. The
local government budget office must stay on top of these negotiations
because of their budget ramifications.

The third political struggle occurs when there are overlapping jurisdic-
tions that share the same tax base but who have unequal political power
(or unequal dynamic capacity). For example, a school district’s property
tax base can overlap both the county and city base. If the city allows
a tax increment district to form, the school districts may lose potential
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property tax revenue.'* In this case, the increment goes solely to the
redevelopment agency.

It may also be that those specific incentives tailored to specific firms
or industries are often a second level of importance to the firm’s reloca-
tion decisions. They often do not work and further, when they do work,
the benefits of the firm’s relocation do not exceed the costs. Often, local
economic development decision-makers ignore the fiscal sustainability
implications of these incentives to the determinant of the jurisdiction.
It is far better for the jurisdiction to try to improve the general envi-
ronment for business attraction. Thus, zoning and land use restrictions,
overall tax rates, transportation availability, an educated workforce, and
good schools are far more likely to be important than a specific subsidy.
It appears that only in rare cases would a direct subsidy tip the balance
for a firm’s decision.

There are two other sets of variables that impact economic develop-
ment activities. Although discussed separately, they are closely connected
with both mitigating and worsening effects based on their connectivity.
The first is the extent of the jurisdiction’s concern about equity in
economic development. Figure 6.1 hypothesizes that governance, land
use regulations, and equity concerns, through the impact of land use
regulations that affect economic development. There is some evidence
that some economic development projects—particularly those projects
that have negative externalities but are necessary for overall economic
development such as airports or sewage treatment plants—may be located
near population areas that have little political power. These tend to
have minority and low-income populations. The environmental justice
movement raises these issues as examples of non-equitable economic
development (Campbell et al., 2015). These location decisions may
further lead to lawsuits which will prevent, at least for a time, the comple-
tion of the projects. Closely related to the environmental justice concern
is a broad concern about equity. It is necessary to explicitly consider
who are the beneficiaries of the economic development projects and who
may be the losers. For example, are opportunity zones supplying jobs
for the low and moderate workers or are they attracting workers from

14 This scenario is partially responsible for California ending tax increment financing.
The state was responsible for backfilling school district lost revenue because of tax incre-
ment financing. Over time, this backfilling became extremely expensive, so the state got
out of this predicament by stopping the program.
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other parts of the jurisdiction and thus exacerbating income distribu-
tion problems (Wessel, 2021). Additionally, property values may rise in
the developing areas which could translate into rent increases which will
affect poor people who were living in lower rent apartments. Finally, if
the development involves retail sales, some store owners outside of the
redevelopment project area might see their sales fall while the sales in the
new area increase.

The second variable is the extent of growth management. While zoning
is important to ensure certainty in developing (no one wants to buy a
house if it is unknown if a sewage plant will be located next door), it
can also restrict development. While the economics might argue in favor
of a high-rise development, zoning restrictions endorsed by the neigh-
borhood might only allow low rise construction. This could force sales
tax generating activities to locate outside of the jurisdiction. There is also
some evidence that residential zoning restrictions have led to a housing
shortage and therefore an increase in housing prices, again having equity
implications (Ellickson, 2020). Different jurisdictions may address equity
concerns in different ways. While some may ignore them in the short
run, this is not a long-run fiscal sustainability way of addressing these
issues. Well-managed cities should have these concerns always acknowl-
edged. The budget function in the jurisdiction has a vital role to play
in ensuring that the jurisdiction includes equity concerns in the anal-
ysis. They should also be part of the forecasting of long-run revenues
and expenditures, especially when incorporating the fiscal effects of the
economic development project into the city budget.

Despite—or perhaps because of—its importance, there are often polit-
ical barriers to economic development projects. Using the equity concerns
as noted above, neighborhood action groups may try to stop projects.
Or, using their self-interest as a motivation, other neighborhood action
groups might also attempt to stop projects. While lack of political support
and citizen opposition are not the principal barriers to economic devel-
opment (cost and availability of land are the two principal barriers), they
are not unimportant (Reese & Sands, 2013). These political barriers may
be wise if the project doesn’t help to lead to fiscal sustainability; they may
not be wise if the project does not contribute to fiscal sustainability. Not
in my backyard (NIMBY) motivations can thus be either good or bad,
but they should always lead to careful analysis at the city level—which
includes a careful fiscal sustainability analysis. To the extent that there is
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good governance in the local community and the decision-makers demon-
strate a high level of dynamic capacity, a jurisdiction can overcome these
political barriers to good development.!

To conclude, the Government Finance Officers Association (2018)
emphasizes that an economic development policy should explicitly have
the following elements: identify the goals and objectives of economic
development, define the application and limitations of the chosen incen-
tive tools, and have a clearly defined evaluation process. Note that the
effects of economic development on the budget are subsumed within
these categories. This monograph argues that understanding economic
development policy is a necessary part of a complex understanding of
fiscal sustainability budgeting and GFOA should also emphasize their
importance.
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CHAPTER 7

The Interrelationships of Dynamic
Complexity in Budgeting

Abstract This chapter integrates complexity theory, dynamic capabilities,
and the budget in the overall governance framework of the facilitative
state. The facilitative state not only is responsible for service provision
but also as an active participant in determining service expenditures
and revenues. In this section, the goal of the facilitative state is to
increase the welfare level of its inhabitants. The chapter then gives exam-
ples of this logic of the complex system involving interactions between
revenue’s and expenditure’s economic development and expenditures,
and dynamic capabilities and debt. The chapter finally identifies three
outcomes of this complex system: bankruptcy, static budget sustainability,
and improvements in the welfare of the residents of the jurisdiction.

Keywords Facilitative state - Complexity - Dynamic capabilities
bankruptcy

The goal of this chapter is to show how to use complexity theory
to understand the dynamics of local budgeting. It puts the previously
discussed variables into a complex model reflecting these dynamics. These
dynamics can lead to three potential outcomes: a lack of fiscal sustain-
ability, or bankruptcy; stability of fiscal sustainability at the current level
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of budgeting; or, fiscal sustainability at a higher level of welfare for the
residents of the jurisdiction. To do this, the chapter uses the concept
of the facilitative state and its impacts on both governance and dynamic
capabilities. Both fiscal sustainability and budgeting are dynamic concepts.
This chapter describes the framework used to understand these dynamic
components. The most important part of this framework is Newland’s
concept of the facilitative state, as augmented to include the budgeting
process. While Newland (1984) focused on the national government and
defined the facilitation of effective constitutional democracy as the public
purpose, conceptually, his reasoning can be applied at the local level—
government is not only expected to ensure that its traditional activities
are occurring but it is also expected to facilitate the activities of a myriad
of actors as they also attempt to accomplish the purposes of local govern-
ment as financed through the budget process (see Newland, 1998, 2003,
2007, 2008 for significant extensions). This definition envisions the state
as not merely a provider of services but also as an active participant in
the determination of service financing, mix, and level. It is in this sense
that the state participates in governance activities as well as encouraging
dynamic capacity. The role of the local government, in this case, does
not necessarily lead to conclusions about the size of the local govern-
ment. The definition is consistent with both a jurisdiction that has a small
budget as well as a jurisdiction that has a large budget. The facilitative
state allows the governance function to respond to a changing world in a
multiple set of dimensions as opposed to a focus on the one best way of
accomplishing its goals. Thus, the definition of the facilitative state at the
local level is that it is an institutional framework that allows local govern-
ment to use a variety of governance activities to increase the welfare of
its residents. Defining the facilitative state in this manner explicitly argues
that the goals of local government are to increase the welfare of its resi-
dents, allow a variety of governance techniques to exist, and to encourage
dynamic complexity. Further, it is an institutional mechanism that allows
and encourages change over time—a necessary concern for maintaining
fiscal sustainability. In this sense, the definition allows responses to both
exogenous changes that affect the local government (think pandemic or
housing bubbles) as well as endogenous changes (think special districts as
not generating enough revenue to cover expenditures). As a by-product,
conceptualizing the local government as a facilitator, encourages good
governance practices because it allows for competing notions of how to
accomplish government’s tasks.
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Fig. 7.1 Dynamic complexity theory and the budget

Figure 7.1 highlights the importance of the facilitative state. Its exis-
tence has an impact on both governance issues and dynamic capacity
capabilities. Because the facilitative state allows flexibility in governance
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activities, it potentially allows the governance decision-makers to address
the complexity of the budget process in a variety of manners. They may
use different budget formats, different budget techniques, and different
budget decision rules, all of which appear in most budgeting textbooks.
Because the complexity of the system, as illustrated in Figs. 1.1, 3.1,
4.1, 5.1, and 6.1, makes it difficult to forecast accurately long-run fiscal
sustainability, the governance system must have the flexibility to respond
to both endogenous and exogenous events. While, for example, tax and
expenditure limitations, which are exogenous to the system, constrain
this flexibility, the ability and complexity of the system allows for some
work-arounds to maintain sustainability. While some of these alternative
techniques to deal with constraints may be clear to the decision-makers,
others may not be transparent and may lead to a worsening of the fiscal
situation. For example, how many city council members really understand
the use of Certificates of Participation to avoid General Obligation debt
limits.! The complexity of the entire system also increases the likelihood
of endogenous changes. A change in one element of the tax increment
financing process can affect economic development fiscal forecasts, debt
issuance ability, and ultimately both revenue and expenditure and debt
elements of fiscal sustainability. The decisions that come from governance
decisions in addressing both these exogenous and endogenous changes
will influence the next cycle of fiscal sustainability analysis.

The facilitative state also affects the dynamic capabilities of the jurisdic-
tion, which in turn may affect its governance ability. Fiscally sustainable
local governments may well attract both innovative residents and inno-
vative public sector managers. Just as the Tiebout model (1956) argues
that residents choose jurisdictions that meet their tastes and preferences
for services and taxes, it is reasonable to assume that a taste for fiscally
successful government is also part of these tastes and preferences. This
would be especially true in the governance function. With high capability
in the governance function, there should be a greater ability to address
successfully both marginal and non-marginal changes that occur because
of exogenous and endogenous events. Although not explicitly addressed
in this monograph, there may be a feedback loop between good gover-
nance and high dynamic capability. Of course, this loop can be bad as

L A Certificate of Participation is a type of debt that is structured as a lease and is not
classified as debt for purposes of debt limits and voter approval. It is very arcane.
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well as good—low dynamic capability can lead to poor governance deci-
sions which can feedback into a continuing decline in dynamic capability
(as well as a concurrent decline in population). Jurisdictions with high
dynamic capacity may be both reactive to outside and inside changes or
proactive, finding that they must identify changes and then attempt to
make those changes. With high governance and dynamic capacity, the
jurisdiction should be not only in a situation of fiscal sustainability but
also in one of maximizing the community’s welfare. This situation would
provide the background for increasing growth over time with constant
positive feedback. But with poor governance and dynamic capability, the
jurisdiction could end up in a continuing fiscal crisis.

To avoid this crisis, it is crucial that the budgeting system understands
the interactions among all the components of the model and address
the budget as an outcome of a complex system. This next section of
this chapter will give some partial examples of the complexity of the
interactions. Most of these complex interactions initially occur in the
sustainability budget dynamics cell of Fig. 7.1 and then spill over into
several different outcomes.

Revenues and Expenditures: In most of the public finance literature,
beginning with Bergstrom and Goodman (1973), it is hypothesized that
the amount of local public expenditures depends upon their tax price,
with a higher tax price associated with a lower level of public spending. In
terms of the fiscal sustainability equation, this implies that as the present
value of revenues increases, the present value of expenditures decreases.
However, it is not unusual for the local government to face demand to
provide some services, regardless of the potential revenue shortfall. In
these cases, the local government must increase taxes or fees to ensure
the financing of the necessary level of service. In this case, revenues are a
function of expenditures, with higher expenditures associated with higher
revenues. Furthermore, if economic development expenditures increase,
it could well lead to an increase in revenues in the next budget year. If
the present value of the future revenue increases is larger than the current
expenditure increases, then there is a maintenance of fiscal sustainability.
This is a case in which an increase in expenditures will lead to an increase
in revenues. Since the local planners may not be concerned with how to
finance their projects, the staff responsible for the budget function of the
jurisdiction may find themselves in some serious negotiations with other
departments. Or suppose revenues increase for some exogenous reason. It
may be that instead of cutting taxes to keep the same level of revenues, the
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city may decide to expand services. This is the case in which an increase
in revenues leads to an increase in services. This relationship will be quite
important to the local budget, because unless there is the certainty that
the new revenue level will continue, there may be future deficits necessary
to cover the new expenditures.

Economic development and service expenditures: Most jurisdic-
tions think of economic development projects as a way of increasing the
number of jobs in the city, the value of land in the city, or an increase in
personal income for at least some residents of the city.? The budgetary
revenue benefits of these measures are often casually calculated and are
frequently assumed to offset the city expenditures, even after the decrease
in taxes collected that occurs because of various development tax incen-
tives. However, the delineation of the new city expenditures necessary
to support this new development may not regularly occur. However, a
successful new development will require expansion of city services—more
police, more sewage treatment, more water supply, and maybe more parks
and recreation and libraries, depending upon the project. The budget
function must make careful calculations as to these new costs and compare
them to the new, estimated, revenues generated by the development.
Additionally, it is likely that debt finance for the capital infrastructure is
necessary, which requires a debt service analysis. Depending upon the type
of debt issued, and the pattern of debt repayment, there are both fixed
and variable costs. If the jurisdiction does not use some sort of value
capture technique, then the debt will have to be financed from other
sources, including potentially the General Fund. In this case, the budget
function and the treasury functions become closely connected.

Dynamic capability and debt: Figure 7.1 illustrates that while gover-
nance capacity influences sustainability budget dynamics through its
effects on marginal changes in community welfare, it hypothesizes that
dynamic capacity can directly influence these budget dynamics. There
are many ways that a jurisdiction can respond to significant revenue
constraints or increased demand for expenditures: it can cut services, it
can attempt to raise taxes, or it can develop new innovative ways of
financing its business. The success of the innovation response reflects

2 The city must be cautious in calculating the value of these benefits. For example, the
new jobs might be given to people in the city who do not live around the redevelopment
area so these benefits may be inequitable distributed.
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the dynamic capability of the jurisdiction. One instance of the innova-
tive responses involves municipal debt. For example, to finance the public
infrastructure for new development, especially when there are tax limits,
the state legislatures invented the concept of community facilities districts
that local governments can use. As earlier shown, these districts can issue
debt financed by new taxes (generally non-ad valorem property taxes). A
second example might be the Enhanced Infrastructure Financing Districts
that replaced tax increment financing in California (Amador, 2016). Less
than a decade old, this entirely new form of governance allows the
financing of new infrastructure using a variant of value capture tax theory
combined with intergovernmental coordination and a public vote. Both
examples indicate a role for the local government budget department
because they both have fiscal sustainability implications.

It is also necessary to discuss the timing of the components of fiscal
sustainability. The implicit assumption is that decisions, impacts, and
responses occur instantaneously. While it is beyond the scope of this
monograph to fully explore the implications of relaxing this assumption,
it is possible to give some indications of the implications of adding a time
dimension to the interactions. For example, fiscal sustainability is both a
short-run and a long-run concept. In the short run, the jurisdiction might
cover a deficit by using the dynamic capabilities of the budget depart-
ment or city council. That is, while legally required to have a balanced
budget, there are clever ways of covering a short-term deficit. Eventually,
however, there are consequences of not meeting the constraints of fiscal
sustainability.

Short-run impacts may have long-term consequences. For example,
suppose there is an unexpected exogenous change in the short run,
perhaps an unanticipated mandate that affects the budget (see Fig. 7.1).%
Responses to this change may solve short-run problems but exacer-
bate long-term potential problems. Perhaps it is necessary to exploit
the dynamic capacity of the governance system to solve the short-run
problem and new types of debt are issued or the jurisdiction institutes
unique economic development projects. These can have long-run feed-
back effects on other components of the system, which in turn can change

3 In application, since next year’s budget is usually only a marginal change from the
current budget, long-run sustainability should be achievable.

4 Community welfare is a phrase that represents the aggregate well being of the residents
of the jurisdiction.
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the fiscal sustainability results. Eventually, there may be changes in the
revenue and expenditure characteristics of the jurisdiction which under
the Tiebout model would influence the demography of the jurisdiction.
The changes in population would then affect the potential success of the
economic development projects and, if the electorate changes, may affect
the governance system.

There are at least three outcomes in this complex system. Each of
these represents distinct responses to the large number of variables in this
complex system. The first outcome is bankruptcy, which can occur either
slowly or quickly.® Slow bankruptcy occurs when there is no achieve-
ment of fiscal sustainability in any one year but there are ad hoc budget
adjustments that hide the problem. These short-run solutions, which
really are not stable solutions, feedback into the complex system and
ultimately exacerbate the fiscal situation. To avoid long-term bankruptcy
in this situation may involve making non-marginal choices in the expen-
ditures, revenue, or retirement benefits. Quick bankruptcy occurs when
the governance system realizes that the fiscal situation is hopeless if all
the slow bankruptcy trends continue, and the only solution is to declare
bankruptcy rather than stretch out the process.

A second outcome is budget stability. The budget is sustainable
and adjusted for inflation and the components of sustainability do not
change.” There will be no decline in services, although there will be
no increase in services. There will be no addressing of any existing
equity problems. Real revenue changes will correspond to real expen-
diture changes. There will be no real economic changes in the budget.
While stability may seem to be boring, it does provide the jurisdiction
time to plan for its future. However, long-run stability will prove to be a
challenge. As seen, there are too many variables that influence the budget
and if any of them change, as this complex system has shown, stability
is not likely to exist. In this case, there is no guarantee that the jurisdic-
tion will be at its optimum welfare level—only that it is meeting the fiscal

5 Another, more prosaic example is changing the pension system (or OPEBs system) in
order to attract more city workers.

6 Local government bankruptcy almost never happens. However, what often saves cities
from going bankrupt is exogenous state or federal aid. In this monograph, in a diversion
from reality, bankruptcy is defined as realizing that fiscal sustainability can never be reached
and so the jurisdiction shrinks away to nothing.

7 All appropriately discounted.
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sustainability requirements. In this case, there may be citizen demands for
changes in revenue or expenditure patterns that both maintain sustain-
ability and increase resident welfare. This is the situation in many cities
where there are political conflicts as to the future path of the city.

The third outcome is improvement in the welfare of the residents of
the jurisdiction which comes from fiscal sustainability at a higher citizen
welfare level. In this situation, depending upon the tastes and prefer-
ences of the residents of the jurisdiction, fiscal sustainability will be at
the highest welfare level for the community. This may be at a high level
of revenues, expenditures, and other components of fiscal sustainability or
at a low level. But in either case, it will be at an optimum.

The Appendix gives a graphical interpretation of these outcomes.

There are two basic conclusions from this complex system analysis. The
first is that the budget is a part of a very complex system with many inter-
actions. The second is that dynamic capacity and the governance system
are closely related, and this relationship must be taken advantage of in
order to solve budget problems.

Figures 1.1 through 7.1 are a simplified demonstration of the
complexity of the budget makers world. While this monograph did not
discuss all the components, there are a great many interactions among
them in each figure. This implies that each component may have at
least two impacts on fiscal sustainability. The first is the direct impact,
the second is an indirect impact that comes from the interaction. These
complex interactions within each figure then must be taken into account
by the analysis of the other figures. A particular concept in Fig. 1.1 is
likely to have an impact on a concept in Fig. 6.1 and together (as Fig. 7.1
indicates) they affect the budget and the ability of the jurisdiction to
be fiscally sustainable and ultimately jurisdictional welfare. This implies
that the people who put the budget together must treat the process as a
system. They cannot work in a siloed atmosphere. If they are not aware
of the interactions, a great deal can go wrong as the budget unfolds.

There will always be unforeseen budget problems for any jurisdiction.
To address these problems, the jurisdiction must consciously encourage its
staff to develop a dynamic capacity. They must create a culture of careful
entrepreneurial advancement so that when the budget problems unex-
pectedly arise, the managers are able to develop solutions that not only
take into account the systemic complexity of the budget process but are
also innovative and doable. This means that they must embrace the model
of the facilitative state to incorporate both the complexity of the budget
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as well as the dynamic capabilities of the governance system. For example,
they may want to undertake projects that involve citizen participation in
the provision of services, or they may want to engage the private sector
in a variety of ways in the provision of services. They should learn to use
the complexity and interactions within the system as assets rather than
liabilities. While this may make the job of producing a fiscally sustainable
budget more difficult, eventually there will be great benefits to accepting
these new requirements.
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While all cities want to be in a position of having a fiscally sustainable
pattern of revenuesand expenditures, it is not true that all cities want that
sustainability to be at the same revenue and expenditure level. Some cities
may want to have a very large public sector, in terms of both revenues
and expenditures; other cities may prefer to have a smaller public sector.
A simplified explanation follows.

Figure A.la illustrates what a balanced budget would look like. The
45-degree line shows the situation in which the present value of the
revenues (see Fig. 3.1) equals the present value of all expenditures (see
Fig. 4.1). This represents fiscal sustainability. If the budget is to the left
of this line, it is running a surplus (perhaps banking it in a rainy-day
fund). To the right of the line, it is running a deficit, which eventually
is unsustainable. The question becomes, where on the line is a particular
jurisdiction.

Assuming Tieboutmobility, it means that the residents of the juris-
diction have similar tastes and preferences concerning the relative sizes
of the public and private sectors. In this case, a social welfare func-
tion can be determined, representing trade-offs between the public and
private sectors. With similar tastes and preferences (if not identical), this
function would be the sum of the utility functions of the inhabitants.
With Tiebout sorting, different jurisdictions would have different social
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Fig. A.1 Tiebout mobility and the budget

welfare functions. Figure A.1b shows two different social welfare func-
tions representing two different jurisdictions. The map of these social
welfare functions is interpreted in the same manner as that of simple
consumer utility theory—the farther away from the origin, the greater
the social welfare.

The production possibility frontier in this model illustrates the trade-
oft between the size of the public sector (as measured by the budget)
and the size of the private sector. It follows the traditional assumption
of being concave to the origin, showing diminishing marginal returns. In
the short run, it assumes an existing technology for the private sector and
an existing governance system and dynamic capacity for the public sector.
As these variables increase, the production possibility frontier moves out.

The tangency of the community social welfare function and the
production possibilities frontier shows the maximum welfare for the
particular community, given its production possibilities frontier.! If for
some reason the community with social welfare functions Uy and U,

1 While not exactly Bator’s (1957) “bliss point” it is somewhat analogous.
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finds itself at point B, it can improve its welfare by reducing its consump-
tion (i.e., the budget) of the public sector and increasing its consumption
of private goods, thereby moving from point B to point A and there-
fore moving to a higher social welfare function. Note that the second
community with the different social welfare functions, Wy and W3, point
A’ is the optimum, which has a different allocation of resources than the
first community. This illustrates it is feasible for different communities to
have different tastes and preferences and thus demand different bundles
of public and private goods.

There is a connection between Fig. A.la, b. Once point A is deter-
mined, it then can be traced to the 45-degree line in Fig. A.la. This gives
the fiscally sustainable level of revenuesand expenditures that is associated
with point A, that is point C. There is also a point C’ that is the fiscal
equivalent for the second jurisdiction.

The governance system is the mechanism that moves the community
point B to point A in Fig. A.1b. In this example, there is too large a
public sector at B, so using the tools of governance, there should be a
budget reduction—it is still fiscally sustainable but at a lower level. For
example, oft-loading some of governmental expenditures onto the private
sector through public—private partnerships or developing new service-
providing mechanisms such as community facilities districts would lower
the municipal budget. Conversely, it the second community is at point D,
it indicates a greater level of taxes and expenditures. This could involve
going to the voters for approval of new taxes,(justified by being attached
to a particular expenditure). Examples of this might be increasing specific
taxes for education. The same types of governance tools can be used by
the second jurisdiction to arrive at point A’.

Jurisdictions with strong dynamic capabilities also have an advantage.
They should be able to take advantage of this to move the production
possibility frontier further out, resulting in a social welfare tangency at
a higher level of social welfare. The technological trade-oft between the
public and private sectors has not changed—rather the amount of each
has increased because of the dynamic capacity of the jurisdiction. Note
that the citizens’ tastes and preferences have not changed but rather the
ability of the jurisdiction to satisfy these has increased.
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