Budget Advisory Committee

City of Englewood, Colorado

City Manager’s Office

1000 Englewood Parkway
Englewood, CO 80110-2373
Website: www.englewoodgov.org

\

AGENDA

Englewood Civic Center
City Council Conference Room, Third Floor
Tuesday, March 18, 2014
4:30pm to 6:00pm

These meetings are recorded, please be mindful of side conversations.

1. Call to Order and Roll Call of Members
2. Clarification to the Meeting Recording — February 25, 2014
3. New Business
0 City Department Presentation — Fire Department (Andrew Marsh)
=  Members to review the 2/24/2014 Study Session Fire Study Presentation Materials (Denver and
South Metro) located on City Website at the following link:
http://www.englewoodgov.org/inside-city-hall/city-council/agendas-and-minutes
0 Initial General Fund Budget Revenues Five Year Forecast (this information will be presented to City
Council at the April 28 Study Session), Budget Guidelines and Budget Calendar (Gary Sears)
0 Member Discussion of Reserve Level (Gary Sears)
0 Member Discussion of Timeline for Deliverables (Citizen’s Budget and Recommendation to Council)
4. 0Old Business — December 17, 2013 Agenda Items Deferred
0 Discussion of Deliverable Items continued from the 12/17/2013 Meeting:
=  Compile a list of Items that we think are important for inclusion in the citizens budget

document, for example:
e 1. Where does the money come from?
e 2.How do we spend it?
e 3. Outcomes and Services
e 4. Future vision and values
= Compile a list of Revenue generation ideas
=  Compile a list of what we can do as a body, how we see our role as a body
5. Budget Advisory Members’ Choice
6. Adjourn

Please note: If you have a disability and need auxiliary aids or services, please notify the City of Englewood
(303-762-2409) at least 48 hours in advance of when services are needed. Thank you.



http://www.englewoodgov.org/inside-city-hall/city-council/agendas-and-minutes

Time Frame

City of Englewood, Colorado

2015 Budget Calendar
Task

Department(s)

January - April, 2014

April-May, 2014
4/1-30/2014

Week of May 5, 2014
Week of May 12, 2014
June 23, 2014

July 14, 2014

July 14, 2014

July 14, 2014

Review and calculate revenue projections for General Fund, Special
Revenue Funds, Debt Service Funds and Capital Projects Funds
Update Department Service Enhancement and Capital Request Forms

FAS

All Departments

Weeks of July 28, 2014
and August 4, 2014
August 25, 2014

Week of August 26, 2014

July - Aug 31, 2014

August 27, 2014
August 29, September 5
and 12, 2014
September 4, 2014
September 8, 2014

September 15, 2014
September 22, 2014

Oct 1 - Dec 31, 2014
October 6, 2014
October 20, 2014

December 8, 2014
December 15, 2014

Study Session-2013 Overview, 2014 Budget and 2015 Budget Planning All
Discussion including Five Year Budget Projection and LTAR funds with Departments
City Council and Executive Management Staff
Distribute Divisional Budget workbooks, budget pages in network folders. FAS
Budget Training on Completing the Excel Budget Workbooks and the FAS
Word Budget Pages
Information Technology Related Service Enhancement and Capital All
Request forms due to IT Director Departments
Service Enhancement and Capital Request forms returned to Revenue and All
Budget Office Departments
Departments submit proposed budgets and Divisional Budget pages to All
Budget Office. Departments
Study Session-June 2014 Financial Report (Revenue and Expediture FAS
Update)
Departments review budgets workbooks and budget pages with CMO All
Departments

Study Session-Discuss Proposed 2015 Budget All Departments

CMO finalizes PROPOSED BUDGET; Finalize Budget Pages for CMO/FAS

Proposed Budget

Proposed Budget document prepared, Budget Overview prepared. FAS

Provide the City Attorney's Office with DRAFT Ordinances for the

Budget, Appropriation and the Mill Levy

Publish on Official City Website the time & place of Budget Hearing FAS

(Charter Article X Part | Budget §87)

Publish in the Herald the time & place of Budget Hearing (Charter FAS

Article X Part | Budget §87)

Proposed budget to Council (legally required by September 15 - Charter FAS

Article X Part | Budget §82)

Study Session Preliminary Budget Review 6-9pm (Tentative) All
Departments

Public Hearing (Charter Article X Part | Budget §87) CMO

Budget Workshop - 6:00pm to 9:30pm All Departments

Produce and Distribute Budget Document (including the Colorado FAS
Department of Local Government and GFOA)

First Reading: Introduce bills for ordinances-Mill Levy, Budget and FAS
Appropriations (Charter Article X Part | Budget §89-90)

Second Reading: Introduce bills for ordinances-Mill Levy, Budget and FAS
Appropriations (Charter Article X Part | Budget §89-90)

Final Assessed Valuation from Arapahoe County FAS
Certify Mill Levy to Arapahoe County FAS

PLEASE NOTE: Bold/Italic dates are legal requirements by Charter or State Statute.
CMO - City Manager's Office
FAS - Finance and Administrative Services

C:\Documents and Settings\jnolan\Local Settings\Temporary Internet Files\Content.Outlook\633VE9P7\2015 Budget

Calendar.xIsxOriginal

3/12/2014 8:52 AM
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Memorandum

To:
From:
Date:
Re:

Gary Sears, City Manager, Mike Flaherty, Deputy City Manager

Frank Gryglewicz, Director of Finance and Administrative Servicas

March 3, 2014

Preliminary 2015 Draft Budget Guidelines and Forecast for the April 28, 2014 Study Session

The initiat 2014 forecast and the 2015 preliminary budget will be discussed earlier in the year than usual. City Council
and staff will discuss the preliminary 2014 farecast and 2015 budget scenarios at the April 28, 2014 Study Session. The
Budget Advisory Committee (BAC) will be invited to attend the Study Session.

The attached General Fund spreadsheet shows past (unaudited 2013), current {estimated) and future forecasts using
relatively conservative growth for revenues and expenditure. The estimate for 2014 is at budget because of lack of
actual financial information to make changes to year-end estimates at this time.

Because overall revenue growth is forecast to grow moderately, expenditures must be tightly controlled.

The estimated revenues and expenditures for 2014 are as budgeted. Year-end estimates will most likely
change as actual information is received and updated at mid-year.

Wages and benefits are forecast to increase three percent. Contractual, commodities, and capital are initially
forecast to increase three percent as well.

Required pension contributions are determined by applicable actuarial studies (defined benefit) or pre-
determined contribution levels (defined contribution). Contributions for the defined benefit plans are very difficult
to forecast because they are reliant on highly vanable investment performance. Additional pension
contributions may result from union negotiations.

Workers Compensation premiums will be provided by Human Resources later in the year.
Property and Liability premiums will be provided by Human Resources later in the year.
Transfers into the General Fund from other funds will be limited as thase funds build up their reserves.

No new programs or persennel may he added without the City Manager's prior approval. Please submit
separately a service enhancement request form of new programs or positions far consideration by the City
Manager.

Budget workbooks will be prepared and updated to refiect negotiated pay increases, personal leave, merit pay,
and holiday pay as soon as possible (see attachment).

All departments should review the services and programs they provide that may be eliminated, reduced,
contracted, “regionalized,” or privatized with minimal impact on the City's service levels.

Flease identify any new revenue sources available or charges/fees that may be increased without a TABOR
(tax increases, etc.) vote.

Flease review current fee structure and make adjustments if applicable.
All open positions are “frozen” and must not be filled without the prior approval of the City Manager.

Capital expenditure reguests will be submitted separately for consideration into the Multiple Year Capital Plan
(MYCPF).
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BEST PRACTICE

Replenishing Fund Balance in ¢the General Fund (2411) (Budget and CAAFR) {rew)

Background. i is essential that governments maintain adequate levels of fund balance to mitigate risks and provide a back-up lor
revenue shorfalls,

The adequacy of unrestricted fund balonce’ in the general fund should be assessed based upon a government's specilic
circumstances, Nevertheless, the GFOA recommends, it a minimum. that general-purpose govemments, regardless of size,
incorporate in its financial policies that unrestricied fund bilance in their general fund be no less than two months of regular
zeneral fund operating revenues or repular generaf fund operating expenditures,

Il fund bafance falls below a government’s policy level, then it is important to have a solid plon to replenish fund balance levels.
Rating agencivs consider the government's fund halance policy. histery of use of fund balance, and palicy and practice of
replenishiment of fund batance when assigning ratings. Thus. a well developed and transparent strategy to replenisii fund balance
moy reduce the cost of borrowing. However, it can be challenging 1o build fund balances back up 1o the recommended devels
because of other financial needs and various political considerations.,

Recommendstion. The Govemnment Finance Officers Association (GFOA) recommends that povernments adopl a formal fund
bafance policy that delines the appropriate level of fund batance target fevels. Also. management should consider speciflying the
purposes {or which various portions of the fund balances are intended. For exampie, one portion of the fund balance may be (or
working capiial. one for budgetary stabilization, and one for responding o extreme events, This additional transparency helps
decision makers understand the reason for maintaining the 1arpet fevels described in the fund balance policy.

Governmenis shouid also consider providing broad puidanee in their linancial pelicies for how resources will be directed to fund
balance replenishment. For example. a policy may define the revenue sources that would typically be looked to lor replenishment
of fund balance. This might include non-recurring revenues. budget surpiuses. and excess resources in other funds {i fepally
permissible and if there is defensible rationade). Year-end surpluses are an especially appropriate source for replenishing fund
balance,

Finally. o povernment should consider including in its financinl policy a statement that establishes the broad strategic intent of
replenishing fund balences as soon os cconomic conditions allow. This emphasizes fund balanee replenishment as a linancind
management priority.

Govemments are subject 1o a number of factors that could require the use ol fund balances. k is therefore incumbent on
Jurisdictions to minimize the vse of fund balance, except in very specific circumstances. Replenisiiment should take place in o
prompt fashion with amounts that have been wsed o ensure that the jurisdiction is properly prepared for contingencics. Wiih the
foundation of a financial policy in place, governments shouid use their fongsterm financial planning and budget processes 1o
develop a more detaticed strategy Jor using and replenishing [und balance. With these criteria in mind, the government shouid
develop a replenishment strategy and timeline for replenishing fund balances as soon as possible, and that is still appropriate to
prevaifing bodgetary and economic conditions and thas considers the following:

i, The policy should define the time period within which and contingencies for which fund balances will be used. This gives
the public a sense for how fund balance is heing used as 2 “hridpe™ to ensure staishe cash flow and provide service
continuity.

The policy should describe how the govemment’s expenditure levets will be adjusted 1o maich any new economic realitics
that are behind the use of fund balance as @ financing hridge.

te
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3. The policy shoubd describe the time period over which the components ol fund halance will be replenishied and the means
by which they will be replenished. Frequently, a key pant of the replenishment plan will be to control operating
expenditures and use budget surpluses 1o replenish fund balance. The replenishment plan might lso specify any particular
revenue source that wilh aid in the replenisiment of fund halanees, For example, il the government has a volatile sales tax
yield. it might specify that vields that are signilicantly above average would be used o replenish fund balances.

Generally, governments shouid seek to replenish their fund balances within one o three years of use, However, when developing
the specifics of the replenishment plan, governments should consider a number of lactors that influence the mte and time period
over which fund balunces will be replenished. Factors influencing the replenishmueni time horizon include:

. The budgetary reasony belind the fund batance targeis. The gevernment should consider special conditions thet may have
caused it to sel its fund bafonce target Tevels higher than the GFOA-recommended minimuin fevel, For esample, il tarpets
are higher hecause the community has very volatife cash flows. then the government wewld want 1o build the fund balonces
back up mote quickly compared to governments with more stable cash flows,

Y. Recovering from em extreme eviend, An extreme event, such as a natural disaster. that has required the government i use a
portion of its fuad balance, may make it infeasible o replenish the fund balance as quickly us normal. depending upon the
severity of'the event,

3. Political coninuity. Replenishing fund balanee sakes poliical will, and that will is ofien strengihiened by the memory of the
ftnancial challenge thst cavsed the use of fund balances in the first place. H the goveming board and/or management are
atready comenitied to a panicular financial policy. the replenishmuent strategy should be as consistent a5 possible with that
policy in order to maximize political suppon.

4. Finaucial planning time harizens, Fund balances should typically be replenished within the time horizon covered hy the
organization’s fong-term financial plan. This puts the entire replenistiment plan in context and shows the public and
decision makers the expected positive outeome of (e replenishinent strtegy.

5. Long-term forecasts and econemic conditions. Expectations for poor cconomic conditions may delay the point at which
fund haiances can be replenished. However, in its replenishment plan the government should be sure 1o sel a benchmark
{e.g.. after fund halances have dropped to a certain point below desired target levels) for when use of Tund balance is no
longer aceeable as a source of funds.

6. Milestones for pradual replentslment. A replenishmoent plan will Bkely be more suceesslul i it estahlishes replenishment
mifestones at variows time intervals. This is cspecially important if repienishment is expected to take place over multiple
years {e.p.. if you are starting {from 75% of your target. sed o poal to repch 86 percent of target in one yeor, 90 percent in
two years, and 100 percent in three years),

1. Externof financing expectarions, A repienishment plan that is not consistent with credit rating agency expectations may
increase the government’s enst of borrowing. it is imponant that the logic used by the povernment o develop the
replenishment plin be communicated in an effective fashion to exteenal lenders,

References.
v GFOA Best Proctice Appropriate Level of Unrestricted Fund Balance in the Geaeral Fund. 2009,

* Fora fuller explanation of the concept of "bridging” in financial distress, please visit GFOA's financial recovery website ot
wa s efoore/financialrecovery |

Approved by the GFOA™s Exeeutive Bourd, Fehruary, 2011

b . ~ . . . . N .
Unrestricted fund balance comprises the conymiited. assigned. and unassigned fund balonce categories.

ik ]
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BEST PRACTICE

STRUCTURALLY BALANCED BUDGET POLICY (Budget) (2013)

Background. Most state and local governments are subject to a requirement to pass a balanced budget.
However, a budget that may fit the statutory definition of a “balanced budget™ may not, in fact, be
financially sustainable. For example, a budget that is balanced by such standards could include the use
of non-recurring resources, such as asset sales or reserves, to fund ongoing expenditures, and thus not be
in structural balance. A true structurally balanced budget is one that supports financial sustainability for
multiple years into the future. A government needs to make sure that it is aware of the distinction
between satisfying the statutory definition and achieving a true structurally balanced budget.

Recommendation. GFOA recommends that governments adopt rigorous policies, for all operating
funds,' aimed at achieving and maintaining a structurally balanced budget. The policy should include
parameters for achieving and maintaining structural balance where recurring revenues are equal to
recurring expenditures in the adopted budget.

As a first step, the government should identify key items related to structural balance. These include:
recurring and non-recurring revenues, recurring and non-recurring expenditures, and reserves.

Recurring revenues are the portion of a government’s revenues that can reasonably be expected to
continue year to year, with some degree of predictability. Property taxes are an example of recurring
revenue. A settlement from a lawsuit is a good example of non-recurring revenue.

Some revenue sources may have both non-recurring and recurring components. These sources require
finance officials to exercise judgment in determining how much of the source is truly recurring. For
instance, a government may regularly receive sales tax revenues, but a large part of its base may be
made up of retailers with highly volatile sales. In this case, it may be prudent to regard unusually high
revenue yields as a non-recurring revenue under the assumption that such revenues are unlikely to
continue, making it imprudent to use them for recurring expenditures. Another example might be
building permit revenues in a period of high growth in the community. Governments should review their
revenue portfolio to identify non-recurring revenues and revenues with potentially volatile components,
such as the examples above.

Recurring expenditures appear in the budget each year. Salaries, benefits, materials and services, and

asset maintenance costs are common examples of recurring expenditures. Capital asset acquisitions are
typically not thought of as recurring because although some capital assets may be acquired every year,
they are not the same assets year after year. In general, recurring expenditures should be those that you

! Note that this Best Practice excludes non-operating funds like capital and debt funds. While governments should ensure that
these funds are financially sustainable as well, the specific recommendations found in this Best Practice may not always be a
match to the circumstances of non-operating funds.

1



expect to fund every year in order to maintain current/status quo service levels. In general, a government
has a greater degree of flexibility to defer non-recurring expenditures than recurring ones.

Reserves are the portion of fund balance that is set aside as hedge against risk. The government should
define a minimum amount of funds it will hold in reserve.” This serves as a “bottom line measure” to
help determine the extent to which structural balance goals are being achieved — if reserves are
maintained at their desired levels, it is an indication that the organization is maintaining a structurally
balanced budget. If reserves are declining, it may indicate an imbalance in the budget (e.g., if reserves
are being used to fund on-going expenditures). It should be noted that reserves levels are not a perfect
measure of structural balance, but are a good and readily available measure.

With the forgoing terms defined, a government should adopt a formal policy calling for structural
balance of the budget. The policy should call for the budget to be structurally balanced, where recurring
revenues equal or exceed recurring expenditures. The policy should also call for the budget presentation
to identify how recurring revenues are aligned with or not aligned with recurring expenditures.’

For a variety of reasons, true structural balance may not be possible for a government at a given time. In
such a case, using reserves to balance the budget may be considered but only in the context of a plan to
return to structural balance, replenish fund balance, and ultimately remediate the negative impacts of any
other short-term balancing actions that may be taken. Further, the plan should be clear about the time
period over which returning to structural balance, replenishing reserves, and remediating the negative
impacts of balancing actions are to occur. 4

Approved by the GFOA’s Executive Board, February, 2012.

2 See GFOA Best Practice “Appropriate Level of Unrestricted Fund Balance in the General Fund” (2002 and 2009). GFOA
recommends, at a minimum, that general-purpose governments, regardless of size, maintain unrestricted fund balance in their
general fund of no less than two months of regular general fund operating revenues or regular general fund operating
expenditures

3 Please note that the best practice is not advocating that recurring revenues be formally allocated or “earmarked” to recurring
expenditures, but rather is advocating that the budget presentation provide transparency as to whether recurring revenues and
recurring expenditures are balanced.

! See GFOA Best Practice “Replenishing Fund Balance in the General Fund.” (201 1).
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196 The Budget Cycle: Preparation and Legislative Approval

of comparative analysis with other spending options undermines accountbility and
government leaders’ control over spending. As a macter of policy, budget scholars advise
that all spending be covered in the operating and capital budgers.

One other issue concerns how governments budget for internal services, Govern-
ments set up internal service funds as a tool to control costs. For example, a motor
vehicles pool may be accounted for as an internal service fund, in which case each
department (internal user) is charged for the use of city or county vehicles. From a
budgeting perspective, the question is how to budget for this internal service: as 2 line-
item expenditure for each department, or as a lump-sum appropriation to the motor
vehicles deparmment that is then allocaced to each deparumental user? The furst method
is much preferred. Each department has an incentive to raton its use of the internal
service in accordance with the funds it has available for the activity. Occasionally, an
internal service may require a subsidy from the operating budget because usage does
not provide the level of funding needed to sustain the desired quality of service. For
example, the motor vehicles department may not have a sufficient volume of activity
to cover its annual direct and indirect operating costs, in which case a subsidy will be
needed if the jurisdiction decides to retain the service rather than outsource icto a
private provider.

Pension obligations Pension liabifities have become a miajor issue for many local
governments, particularly those that have failed o adequately fund their obligadons as
they are incurred. Failure o include pension obligations in the operating budget shifs
the liability to future taxpayers and creates what accountants call an unfunded bene-
tit. The Governmental Accountng Standards Board (GASB) has issued guidelines for
reporting pension obligarions as well as for che failure to fully fund those obligations
a5 the liability is incurred.” Local governments rypically extend health care benefits
tor their retirecs—what sccountants have labeled other post-employment benefits
(OPEB). In the past, local governments cypically did not include funding for these
Labilities in their operaing budgets and are now having to pay for past OPEB from
current reventtes white also seiting aside funds for future retirees. The GASD has issued
guidelines as well for reporting OPENR. ™

Budgetary balance At firt glnce, the definition of 2 balanced budget may appear
obvious. i current revenues equal current expenditares, the budgert is balanced; thus,

a deficit budger ovcwrs when reveanes Bl short of expenditures, which requires the
government to borrow money or diaw on tinad balanees warried over from previous
years in order to cover enerent espenditures, But as noted carlier in the chapter, polit-
ical gamesmanship bas made even somethig as sinple as defimng a balanced budget
enortously complex, Questions arse caer whether the alance test applies to only the
executive’s propased Dudget or also 1o the Tadaet adopted by the legistature or to the
year-etid batance remaining in the bidct There woabo the question of how the balance
should be measured—on a cash s ov w1 scoroad baws? (These terms are defined and
discussed in Chaprer 10).

Occasionally, a local govermment will want to draw down its fund balance—the
accumulated year-end surpluses avalable fur reappropriation, In this case, it will inten-
tionally adopr a budget in which estmated current revenues are less than appropriations.
with the difference made up by Jrasisg down the fund balance;

Estimated revenues + fund balanee = appropriations,
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The Budget Cycle: Preparation and Leqislative Approval 197
The budget policy should specify the expectation for a balanced budget and the amount
of money to be retained in the fund balance as a reserve for contingencies. Figure 8-4,
a summary of all funds from the Cambridge, Massachusetts, budget comparing total
revenues with expenditures, shows not only a balanced budget buc also the budger's
comprehensiveness,
Budget reserves  Alhough policies on budget coverage and a balanced budget are
not always clearly articulated, many governments have adopted explicit policy pguidelines
for budget reserves. To accumulate moncy for future purposes or unforeseen events,
governments establish reserve accounts in various funds and then earmark the money
for that purpose. The more common types of reserves are for
* Cash flow requirements
* Revenue stabilization {(or rainy day funds)
* Unforeseen contingencies
* Equipment replacement and building isprovements
= Debt service,
Cash flow requirements Because revenue inflow never coincides with the outflow
of payments, governments must maintain sufficient cash on hand to satisfy cash fow
needs. The amount of reserve for this purpose—sometimes called operating reserves—
depends on the timing of tax and utility payments. For exainple, most cities in Texas
begin their fiscal year on October 1, yet property taxes are not due until the following
Figure 8-4 FY 2013 adopted budget summary, Cambridge, Massachusetts
FYii FY12 FYI13
ACTUAL | PROJECTED PROGRAM EXPENDITURES BUPGET
$43306 480 $59,085 955 Geoeral Governmenl $54,107,340
101,400,990 103,892 585 Public Safety 107945475
99945230 97,231,260 Commuuily Maintenance & Development 101 a3 435
30,152,565 31,830,665 Human Resource Development 32618030
135,368,315 139883265 Educatlon 144,987,708
44892125 47973095 Intergovernmental 47206080
$455 065,705 5479897 825 $488.228,565
FY13
FINANCING PLAN BUDGET
Taxes $352 409,135
Licenses & Permliis 7,515.500
Fines & Forfelis 9,422,205
Charges for Service 69,593,055
Intergovernmental Revenue 38,147,710
Miscellaneous Revenue 11,140 960
$488,228,565

Source: City of Cambridge, Massachusetts, Annual Budget 2012-2013, 1.5, cambridgema gov/budget/fy12

submittedbudget.aspx,
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January 31. Sufficient cash nwst be reserved in fund balance to cover disbursements
during that period.

For general fund services, one rule of thumb is that there should be enough cash o
hand to caover disbursements for sixty days. A government should first examine its cash
flow needs and the margin of protuction required, and then specify in its budget policy
the size of cash flow reserve it wishes to maintain. Some funds may require higher levels
of operating reserves than others because of the cyclicality of their revenue stream, For
example, enterprise funds such as a water fund may require a higher operating reserve
beeause of the uneven flow of revenues, which peak during the dry summier months,

Revenue stabilization  Following the bitter impact of recessions over the past two
decades, many swte and local governments established revenue stabilization reserves,
or rainy day accounts, usually maintained in the gencral fund, ro provide resources when
revenues decline because of an ¢conomic slowdown. While the timing of slowdowns
and even recessions can be anticipated somewhart accurarely, their severity and lengeh are
much more difficult to forecast. And their impact on local communides varics widely,
depending on their cause and on the local economy's link to the broader economic
cycle. Consequenty, state and local governments risk misestimating revenues whenever
their assumptions about the cconomy’s future are inaccurate. A 1987 study of revenue
forecasting by the Sute of California showed that half of its forecasting error was due

to inaccurate assumpeions about the course of the state’s economy and half was due o
random statistical error inherent in revenue models,™

While revenues fluctuate with the economy, expenditures usually display a counter-
cyclical erend. During economic downturns, demand for governnient services such as
unemployment compensation, education, and police protection may increase. A revenue
stabilization reserve enables governmens to insulate their spending and taxing policies
from the vagaries of the economy.

Two policy issues that a government must resolve when creating a revenue stabili-
zation reserve are the size of che reserve and the way in which it can be tapped, One
approach is to set the reserve equal to a percentage of the operating expenditures;
another is to set it according to the maximum change in the property tax race thac the
government is willing to adopt. In the final analysis, the appropriate size of the reserve
depends on the stability of a govermiment’s revenue stream and on its polirical resolve o
protect against budget instabilicy.

Most budget policies leave the question of when to wp the reserve to the discretion
of the council on the recommendation of the chief exceutive. Some governments, such
as Milwaukee, Wisconsin, require an extraordinary {three-fourchs) majority of the coun-
cil before money can be transferred fram the reserve o the operating budpet. An aler-
native appraach pegs accessing the reserve to an cconomic indicator, such as a decline
in the gross state product or an increase in the regional unemployment rate. Whacever
mechanism is used, the budget policy should specify the benchmark measure, or “trigger
point,” for accessing the reserve.

Unforeseen contingencies State and local governments also establish contingency
reserves o provide funding in case of unforeseen emergencies or disasters. Article X,
Scction 20, of the Colorado Constitution requires all ciries to 1naintain a restricted
reserve in all city funds, which can be tapped only for declared vmergencies.™ A con-
tingency reserve provides a readily available pool of funding to ensure continuation of
city operations during an emwergency, and it buys time while the city or county assesses
the impact of the emergency. Many governments establish a separate contingency reserve
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in cach major fund, such as one for each enterprise fund {water, sewer, sanitation, etc.).
In cases where the disaster has a long-term impact, however, as has occurred with
Hurricanes Katrina and Sandy, no amount of local contingency funding can provide
adequate preparation.

Equipment replacement and building improvements  Two other types of reserve
thac state and local governments use occasionally are for equipment replacement and
buildivg improvements, The advantage of an equipment replacement reserve is thar
money is avatlable for purchasing operating equipment and vehicles as those on hand
becorne obsolete or unusable. Some governments, such as Fort Collins set up a revolving
fund that departments can borrow from to replace cquipment before the next funding
cycle or before the next lease-purchase agreement is approved. Sometines governments
establish a separate reserve that aceumulates funds for deferred maintenance, renovations,
and repairs to government-owned facilides, Funding for both types of reserve usually
comes from surcharges assessed co vach department on the basis of its pro rara share of
equipment used or building space occupied.

Local governments that pursue a pay-as-you-go policy for capital improvements (dis-
cussed in Chapter 11) will likely set up a similar reserve fund to finance new construc-
tion, particularly construction for general government activities. Contributions to the
reserve may be an annual fee assessed on all general fund activities, a fixed percentage
of the annual operating budget, or some combination. Unfortunately, governments chat
fund their activities using this strategy rarely accumulate sufficienc reserves to keep pace
with new or replacement construction.

Debt service Lasdy, governments establish reserves for debt service payments, usu-
ally as a condition of their bond agreements with private investors. Debe service is the
annual or semiannual paymient of principal and incterest chat governments must make

on outstanding indebtedness. For GO bonds, a debe service fund is created to account
for the txes levied and payments made to service this type of debt. For revenue bonds,
separace accounts are created in an enterprise fund to track revenues and payments for
debt service. In the case of revenue bonds, reserves of 125 percent of the annual debt
service payment may be required by a rate covenant in the bond ordinance that protecs
bondholders against default. The size of the reserve varies, depending on the instabilicy
of the revenue stream from the project financed by the bonds, Less frequendy, govern~
ments may establish a small reserve for their GO payments, bue this is usually done more
for cash fAlow purposes than to fulfill a requirement of the band cavenant.

Budget preparation and amendment A budget policy statement should make
clear cernin critical aspects of budget preparation: the duradon of appropriations, the
process for amending the budpet during the fiscal year, the type and frequency of budget
performiance reports, and what funds, if any, will be self-supporeing.

Duration of appropriation authority For the operating budget, appropriadion
authoricy usually lapses at the end of the fiscal year (or biennium for governments on

3 two-year cycle). Such requirements are often specified in law. Any unspenc or un-
encumbered balances remaining at the end of the year lapse into the fund balance and
become available for reappropriation for the next fiscal year. Obviously, department
heads have a powerful incentive to spend their full appropriation as they risk having
their budpers reduced the next year by an amount equal to the unspent balance. Excep-
tions to year-end lapsing of authority include appropriations for capital projects, which
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! usually do not lapse until the project is completed, and state and federal grants, which
Japse once the grant expires or the grant-funded project is completed.

Amending the budget A budgec policy saatement should specify the procedures foc j
amending the budget during the fiscal year. Because revenue forecasts must be devel-
oped several months before the fiscal year begins, revenue collections may deviate sub-
stantially from those on which the budger is based, and the operating budget may need
to be amended. In Georgia, as in many state and local governments, revenue forecasts
ate conservative, leading ta a surplus of revenue available for appropriation by the fiscal
year’s midpoint. Each year the Georgia legistarure passes a midyear supplemental appro-
priation that allocates any revenue surplus to state agencies.®

A policy should specify the circumstances under which the legislative body may
amend the budger. For example, Fort Collins amends the budget (1} to pay for encum-
brances (purchase orders) carried over from the preceding fiscal year; (2) to allocate
unanticipated revenues, such as a grant or bond issue; or (3) to allocate reserves where the
balances are greater than required by budget policy or where an emergency or unusual
circumstance has occurred. Legislatures also amend budgets to transfer money across
funds or to retroactively approve a transfer made by the chief cxecutive. Such amend-
ments align the operating budget with the actual levels of spending that are occurring,.

Budget status reports A government’s budgee policy should specify the types of
budget status reports to be prepared and their frequency, Governments prepare interim
financial reports that compare budgeted with acrual amounts of revenues and expendi-
tures to date. These reports, now available in real dme with web-based financial manage-
ment systems, provide decision makers with an important eardy warning of impending
overruns in expenditures or shorcfalls in revenues. For governments chat rely on legacy |
data management systems, reports should be prepared quarterly or preferably monthly. [

Self-supporting funds  Finally, the policy statement for the operating budget should
specify which enterprise funds will be self-supporting. In general, enterprise and inter-
nal service funds should be self-supporting if (1) the benefits largely accrue to users of
the service, (2) collecting a fee from users is administrarively feasible, and (3) pricing the
service at jus full cost will not resule in users acting in ways that end up to be more costly
than che revenue raised from the charge. For example, charging ful} cost for residential
use of a landfill may increase illegal dumping of trash along roads and in vacant loss. In
such cases, subsidizing the service with general tax revenues is more efficient cthan trying
to make it self~supporting.

Fort Collins has the following policy with respect to this issue. The city currently '
has five enterprise funds: golf, light and power, wastewater, storm drainage, and water. |
The goal is for all these funds to be self-sufficient—thac is, to recover 100 percent of
their costs. As 2 maueer of policy, if an activity is unable to adjust it fees over a five-year
period so as to achieve self-sufficiency, it will no longer be considered an enterprise !
fund but will instead be accounted for as part of the general fund.™ :

A related issue concerns the recovery of indirect as well as direct costs by enterprise
funds. Indirect costs (or overhead) are the cost of services that are provided to al} units
of a government, such as the budget office or human resources, but that are not set up
as internal service funds, Full cost recovery requires that enterprise funds bear a pro rata
share of the cost of these support services. San Luis Obispo, California, states in its policy
that its enterprise funds will “fully cover the total direce and indirect costs—including
operations, capital outlay, and debt service” of its water, sewer, and parking enterprises.”
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Assigned responsibilities in the budget process A budger policy should specify
the broad outlines of key duties in budget preparation and adoption. For example, it
should specify the officer responsible for budget preparation—vither the finance officer
or, if a separate budget office exists, the budget officer. It should describe in general ters
the duties of this officer, such as his or her authoriry to standardize budger documenta-
tion, prepare the budget calendar, and review deparemental budget requests for accuracy
and conformance to budget guidelines. It should also specify who is responsible for
preparing revenuc forecasts and the frequency with which such forecasts should be pre-
pared. Finally, the policy should clearly assign responsibilicy for overseeing the budget’s
implementation to the chief budget officer. The duties in this phase include preparing
and reviewing budget status reports, monitoring revenues, reviewing agency expendi-
ture requests for conformance with che budget, authorizing transfers across accounts or
departments, and reviewing requests for supplementary appropriations.

Revenue policies

As with policies governing the operating budget, a revenue policy provides continuity in
the procedures and assumptions guiding the funding decisions of government, It also in-
creases the efficiency of deliberations on taxes and service charges by establishing a basis
for addressing these sensitive political issues, And such a policy discourages exceptions
by making those seeking an exception explain why it should be granced.

Governments typically prepare revenue manuals that provide excensive detail on the
legal basis, administration, and yield history of every source of revenue they collect.
However, the policies of concern here are those that direetly afece funding of the oper-
ating and capital budgers: stabiliry of tax rates, use of one-titne revenue sources, review
of service charges and fees, and collection of delinquent revenues,

Tax rate stability Local leaders can promiote revenue stability through a diversified
revenue strucrure. With respect 1o flucruations in the properry tax rate, a common policy
among local governments that have discrecion in the property tax rate being levied is

to limit increases in the annual levy to the rate of inflation. Since GO bonds are Usvally
repaid with property taxes, local governments often have to increase tax rates to mect
annual debrt service requirements. In those states that require voter approval to issue GO
bonds, povernments Jook to growth in the tax base for the revenue to repay the bonds
while holding tax rates constant. Reesearch has found a substitution effect between prop-
erty taxes jevied to repay debt and those levied ro fund general government operations,
which supgests thac as the property mxes dedicated to debt service go up, the latitude for
increasing the tax rate for operating purposes goes down,

Use of one-time or temporary revenue Political leaders can casily become lulled
into thinking that a temporary revenue windfall, such as a block grant, will continue
into the future, and they then use the money for ongoing programs and services. To
protect against developing a dependency on one-time or temporary revenue, some
governments have a policy of using windfall revenues to finance the purchase of capital
assets (equipment, buildings, land) or other nonrecurring purchases. This, too, poses
risks if governments defer much-needed capital projects in anticipation of receiving a
grant. An alternative strategy is to carmark windfall revenues for deposit in the revenue
stabilization account. But in fact it is impossible not to develop some dependency on
such resources. If the capital item is needed and the one-time revenue windfall is not
present, other resources will be used. Ideally, a policy should target transitory revenues to

purposes that will minimize the risk of dependency.
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midyear for additional budget authority—possibly as a comproinise to gain initial ap-
proval of a new program or project whose costs are difficult to predict.

Another budget term that has garnered attention in recent years is sequestration,
which is used to describe a backdoor process for reducing the federal budget by with-
holding previously appropriated budget authority.” The term has found iis way into
local and state budgeting, too, although most uses are better characterized as iimpound-
ment of budget authority. While an impoundment is an executive-level withholding of
budget authority, sequestration involves the legislature (Congress) withholding budget
authority ex post facto,

The process works as follows. Congress begins its budget process by setting targets
for total spending, taxation, deficit, and public debt. The target legishition may include
instructions to OMB to withhold (sequester) budget authority should the final appropri-
ations by Congress, passed in thirteen separate bills, exceed the targeted level of spending,
Congress then passes appropriation bills granting budger authority to the various federal
agencies. Sequestration kicks in if the sum of these appropriations exceeds the argee
level. Sequestration involves across-the-board cuts to federal programs and is propor-
donately divided berween defense and domestic programs; entidement programs, such
as Social Security and Medicare, are usually excluded, Although sequestration has been
mandated on several occasions, Congress had repeatedly chosen to raise the target spend-
ing level at the last minute racher than impose across-the-board cuts—undl 2013, when
for che first dme it let stand a sequestration order that had been adopted two years earlier.

Budget reserves

Another tool available for adjusting budget authority during implementation is a budget
reserve (also called an economic stabilizadon fund or rainy day fund), which has been pre-
viously set aside for contingencies. In most cases, tapping local budget reserves requires an
appropriadon by the council. The local government should have in is budget policy 2 provi-
sion on the creation and use of reserves and the conditons under which they can be tapped.

In discussions on the creation of a budget reserve, several issues surface, including
why one is needed, how resources for the reserves should be allocated, how large a
reserve to maingain, whether a separate fund is needed, and under what circumstances
the reserve should be rpped.

Purpose of reserves One reason that local governments establish budget reserves

is to create 2 cushion against the vagaries of the economy. As local povernments have
increased their dependence on such revenue sources as sales and excise taxes, their bud-
gets have become more vulnerable to economic cycles—pardcularly the contraction of
sales tax revenue during recessions. Thus, as a hedge against revenue shortfalls created by
economic cycles, most state and local governments have established rainy day funds,

A second reason that municipal governments have long maintained budget reserves
is that the bond-radng agencies place considerable emphasis on the use of a reserve to
ensure the timely payment of debt service (principal and interest). Governments that fail
to demonstrate such a reserve will cerainly suffer a lower bond mting as a result.

Third, local governments maintain budget reserves to manage cash flow. For exam-
ple, if the fiscal year begins July 1 and property taxes are not due undl the following
January 1, the government will need cash reserves to cover that six-month lag. Ifit
does not have the cash reserves, ic must borrow money in anticipation Of:thc payment
of current taxes {using so-called tax ancicipation notes) to finance operations during
that period.
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Finally, local governments maintain reserves for a host of contingencies, including a
natural or technological disaster, pending litigation, an unanticipated delay in receiv-
ing state or federal aid, or the need to replace a large piece of equipment or a building,
Whatever the reason, budget reserves provide an option for cushioning the impact of
external events on local povernment operations,

Allocation, sources, and size of reserves In his discussion of budger reserves,
public finance expert lan ). Allan identifies three methods that governments use to allo-
cate resources to reserve accounts: formula, use of a predetermined portion of operating
surpluses, and dedication of revenues from a particular source.* State governments in
particular dedicate year-end surpluses for their budget stabilizadon funds, whereas local
governments appear to rely more heavily on a formula to determine the appropriate
size of the reserves. This may be because of the emphasis that Moody’s and Standard &
Poor’s, the two most influential bond-rating firms, give to formulae: bond-rating firms
use a rule of thumb of at least 5 percent of annual operating expendicures.!' Some
governments use from sixty to ninety days of operating expenditures as an acceptable
level for reserves. The more unstable a government’s revenue base, the larger its reserves
should be, Thus, governments that rely on cycle-sensitive revenues, such as sales and
excise taxes, should maintain a higher level of reserves in order to ensure a more stable
leve] of budget expenditures.
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Location of reserves Lawmakers must decide whether to rerin reserves in a sep-
arate fund or as an account within an existing fund. The preference among states js to
“create a separace budger stabilization fund because its purpose can be explicitly defined
in law and the procedurcs for using its financial resources cleary dictated.

One disadvantage of a separate fund is the atention it attracts, especially from the
media. I is difficulc for lawmakers to explain why 2 government will ask taxpayers

Budget reserve accounts in Dallas, Texas

In its financial management policies, state government. Tha Emergency and
the City of Dallas, Texas, specifies five Contingency Reserves together must ba
reserve accounts that it will maintain, maintained at a level of at least 5 percent

The Cantingency Reserve provides of the Genaral Fund operating expean-
for unanticipated neads that emerge ditures.

during the year, such as a new health or The city's policy calls far three other
public safety need, revenue shortfalls, reserves for more specialized purposes:
or opportunities for cost savings. This The Risk Reserve covers the city’s de-

resetva is maintained at a level ranging  ductible expanse for insured losses. The

from 0.5 parcent to 1 percent of the General Fund maintains a liahility account
general fund budget. that provides a reserve for covering
Tha second line of defense is an legal claims against the city. The Landfill

Emergency Reserve, tapped after the Closure/Post-Closure Reserve exists to
Contingency Reserve has been deplet-  collect funds for the anticipated cost of
ed and used far more extraordinary complying with state and federal require-
events, such as a disaster or an unex: ments to mairtaln landiills in parpetuity
pected liability created by the federal or  following their closure.

Source: City of Dallas, Annual Budget lor Fiscal Year 2012-2013 (September 2012}, 552-554,
dallascityhall. com/Budget/adapted_1213/FY13-AdoptedBudge1Book pdi.




