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Foreword

ABudgeting Guide for Local Government has taken its place as a classic among ICMA’s 
publications for practicing and aspiring managers. The first edition, written by 

Robert L. Bland and Irene S. Rubin and published in 1997 as Budgeting: A Guide for 
Local Governments, met the need for a practical, comprehensive introduction to public 
budgeting at the local and state levels. The second edition, published in 2007, reflected 
the enormous changes that had taken place in the public sector in the decade that had 
passed. Rising interest in performance was evident in every area of operations in almost 
every local government, and managers and concerned citizenry were driving the search 
for new means of improving the quality and efficiency of service delivery. 

With this third edition, Professor Bland breaks new ground as he delves more deeply 
into the various approaches that have been undertaken to improve local budgeting. He 
examines the impact that such strategies have had on local government management 
and leadership.  Addressing the disconnect between expected performance (the level of 
service that executives, legislators, and citizens can reasonably expect to receive), opti-
mum performance (the level of service that managers and council members assume to be 
achievable given the resources appropriated), and actual performance (the observed level 
of services produced given available funding and administrative capabilities), Professor 
Bland discusses the limitations of the commonly used performance measures of inputs, 
outputs, and outcomes. In their place he argues for the use of meta measures—more 
holistic measures of performance that are based on the interconnectedness of local gov-
ernment programs and services. He notes that by making budget choices that promote 
equity and strengthen the long-term economic viability of the community, managers 
can achieve a better understanding of the linkages between budget inputs and outcomes 
and can thereby serve the needs of their constituents more effectively.

Of course, such choices cannot be made without a thorough understanding of the 
various revenue sources available to finance the budget. Today, with the effects of the 
Great Recession of 2007–09 not yet behind us while growing threats of both natural 
and man-made disasters lie ahead, uncertainty and conflict over the use of available 
resources are increasing. The global market, the increasingly competitive environment 
for economic development, cutbacks in intergovernmental aid, and restrictions on the 
use of the property tax have forced local governments to be more creative in seeking 
sources of revenue. 

And so it is appropriate that this new edition addresses the issue of revenue, with-
out which budgeting would not be possible. Professor Bland has skillfully integrated 
portions of his 2005 publication, A Revenue Guide for Local Government, into this new 
edition to provide a review of the various revenue options available to local govern-
ments, including sales and excise taxes, impact charges, and fees for service. But with 
those options has come a new responsibility as local decision makers must judiciously 
weigh the implications of each revenue source. For instance, property taxes are sustained 
by economic activity, but they can impede economic growth if they are not applied 
appropriately. Fees for service provide a direct correlation between the purchase and 
the benefit received and grant more user choice; however, policy makers must carefully 



consider which services are best suited for fees, whether fees should recover all or some 
part of the cost of delivery, and whether fees should be used to encourage or discourage 
use of a particular service or a particular kind of development.

Robert L. Bland expertly illuminates the difference between private and public sector 
budgeting, using examples from local and state practice to illustrate the variety, creativity, 
and professionalism that define budgeting in the public sector. ICMA is grateful for his 
commitment to encouraging high standards of service and clear thinking about this central 
function of government. With confidence that his instruction and insights will benefit a 
whole new generation of managers, we offer this new edition.

Robert J. O’Neill Jr.
Executive Director

International City/County Management Association
Washington, D.C.
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The context of local 
government finance

Economics is the fate of all politicians.

– Unknown

1

c
h
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pt

e
r

Navigating the increasingly complex crosscurrents of local government finance has 
become an essential skill for today’s public administrator.  The convergence of ris-

ing expectations from citizens and council members, anemic growth in revenue sources, 
and the looming threat of unfunded pensions has complicated the local manager’s task 
of preparing a budget that balances revenues with expenditures. More fundamentally, 
today’s manager must deliver services at a time when public confidence in government 
and its ability to perform have reached unparalleled lows. 

This book examines the issues that a local manager confronts in developing a 
budget—both the choice of public services and projects to provide and the choice of 
revenue sources used to pay for them. When formulating a budget, the manager must 
balance what is economically best, politically expedient, and administratively possible. 
Because the manager must also respond to citizens’ perceptions of an issue, whatever 
their accuracy, this book also examines budgets in those terms. In a more general sense, 
effective leadership requires that the public administrator shape as well as follow public 
opinion. The recommendations made throughout this book are designed to enhance, in 
this “decade of local government,”1 citizens’ confidence in the responsiveness and com-
petence of local government leaders. 

The budget document, in its arduous journey through preparation to adoption, 
expresses the basic political values of a government. It reflects the compromises negotiated 
in the contentious process of budget adoption. It guides public administrators, defining 
government’s economic and political role in the community and sanctioning, as well as 
limiting, administrative action. It not only represents plans for the future but also molds 
that future by the policies it contains.  A good budget brings order to an uncertain world.



2 The Context of Local Government Finance

The budget document is foremost a tool for maintaining financial accountability.  
Yet as its preparation has evolved into a forum for establishing strategic goals and 
performance expectations, the resulting document has become the public record of 
a community dialogue for improving organizational performance and management 
oversight.  Thus, the budget is also a tool for holding administrators accountable for 
performance expectations.

The economic nature of government services
A recurring aspect of government reform in the United States has been efforts to imbue 
the public sector with the values of efficiency and effectiveness found in the private 
sector. Economic theory assumes that the competitive marketplace compels the private 
sector to give efficiency and customer satisfaction top priority. Governments, which 
operate as monopolies, are presumed by economic theory to be less efficient and less 
sensitive to customer needs. Many chief executives have asked the age-old question: why 
can’t government be run like a business? And many advisory commissions have been 
convened to try to provide an answer.

But a satisfactory answer remains frustratingly elusive. Government and business, as 
public administration scholar Wallace Sayre is said to have observed, “are alike only in all 
unimportant respects.”2 The most essential difference is economic: a function of the kinds 
of goods and services each produces. Governments produce public goods and, under cer-
tain conditions, private goods, whereas the private sector produces only private goods.

Private goods versus public goods

Private goods and services are divisible and excludable: they can be divided into 
units and their benefits limited to those who are willing to pay for them. Consumer 
goods commonly sold in the private sector possess these attributes. Divisibility is appar-
ent by the price affixed to each item. Excludability is evidenced by a sales receipt (or 
title or contract) given to the buyer.  An attorney sells his or her services usually on an 
hourly basis; a physician may charge a set price for each procedure. Because they possess 
divisibility and excludability, private goods and services are traded in a competitive mar-
ketplace with multiple buyers and sellers. Other things being equal, the producer that 
provides the good at the lowest unit cost will garner the greatest market share.

By contrast, public goods and services possess neither divisibility nor excludability. 
For example, police protection cannot be sold in units. The benefits of a mosquito eradica-
tion program accrue to all citizens, even those who live outside the jurisdiction. Often the 
benefits of public services, such as emergency preparedness, emanate more from what the 
services prevent than from what they provide.  A city with an emergency management 
unit will likely incur fewer fatalities, injuries, and property losses from a disaster than one 
that lacks such a unit.  The benefit from increased police surveillance accrues to all resi-
dents, yet it becomes most apparent when a household or business is a victim of crime.

Because public goods cannot be traded in a marketplace, governments collectively 
finance and provide them. The funding decision is separated from the spending decision, 
and the amount of taxes imposed on a household or business bears little correlation to 
the amount of service each receives. The absence of a competitive marketplace for pub-
lic goods means that, unlike what occurs in the private sector, the level of spending for a 
public service (supply) determines the amount that will be consumed. If a city chooses 
to increase its appropriation for police protection, more security will be “consumed.”

Enter politics. The separation of payment made from services received creates an 
incentive for individuals and organized interest groups to influence the budget process 
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to maximize their benefits from the service while minimizing their share of the cost. 
During budget deliberations, interest groups express their preferences for public services. 
In a sense, then, the budget process is a surrogate for the private marketplace, where the 
levels of demand and supply are established. The budget process does for citizens what 
the marketplace does for consumers—or, in SAT lingo,

budget process : citizens :: market : consumers.     

Public provision of private goods

While the private sector limits its activity to producing private goods, the public sector, 
especially state and local governments, produces both public and private goods. For 
example, public transit, water and sewer service, sanitation, and even education can be 
sold in units and the benefits excluded from nonpayers. Why does government produce 
these services?

Market failure One reason is market failure. The private sector has no incentive to 
provide a service that does not yield profits. Private businesses either may choose not 
to provide an unprofitable service or may “cream” the market by providing the service 
only in those sectors that are profitable. Before World War II, public transit was largely an 
investor-owned business: a city would grant a franchise to a trolley car company, giving 
it a monopoly within the city. (Franchise agreements would specify the level of service 
to be provided and the fare to be charged.) When interstate highways and suburban-
ization made mass transit unprofitable, the trolley companies stopped operating. Yet the 
need for public transit persisted, especially in the more congested urban centers. Thus, 
cities assumed the financing and provision of public transit because of market failure. 
The Tennessee Valley Authority and Amtrak are also examples of government service 
provided because of market failure.

Natural monopolies A second reason that government assumes production of 
private goods is natural monopolies. Some services, such as utilities, are capital-intensive: 
much of the cost of the service arises from the investment in equipment and pipe-
lines needed to produce it. Because of these costs and the limited opportunities for 
product diversification, unit costs to customers are minimized if only one producer 
provides the service. Government may choose to regulate producers through a  
state utility commission, as is often the case for natural gas, electricity, and local tele-
phone exchange services, or it may choose to produce the service itself, as is often 
the case with water, sewer, and solid-waste services.  As a monopolist, government 
may choose to produce these services at cost, produce them below cost and subsidize 
them with tax revenues, or produce them at a profit and subsidize otherwise tax- 
supported services.

Merit goods A third reason that government assumes responsibility for producing 
private goods is that some private goods are merit goods.  An otherwise divisible and 
excludable service may have such widespread benefits to a community that government 
provides it free or at a greatly subsidized price with the difference financed from general 
tax revenues. Education is a classic example: it possesses the essential characteristics of a 
private good, yet because an educated workforce and electorate provide benefits to the 
entire community, governments finance this service with general taxes. States provide 
sizeable subsidies to public universities and colleges, and they subsidize local school 
districts with grants-in-aid, which, when combined with the district’s own property tax 
revenue, make possible a system of virtually “free” public schools.
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Historical precedent A final reason for government production of private 
services is historical precedent. For example, the State of North Dakota owns and op-
erates the Bank of North Dakota, a commercial bank that provides all the depository 
and loan services of an investor-owned bank.  Yet the bank’s profits accrue to the state 
treasury. In the early twentieth century, members of the Grange Movement, an influ-
ential agricultural group, convinced the state to establish a central bank to promote 
agricultural and industrial development.3 At about the same time, the state legislature 
also established the nation’s only state-owned grain mill, the North Dakota Mill and 
Elevator Association. For historical reasons, the state maintains ownership of both the 
bank and the grain elevator, although the private sector is fully capable of managing 
each. State-owned liquor stores are another example of government provision of a 
private service that lingers largely as a result of precedent and the profit that these 
stores provide to the general fund.

The importance of local budget decisions
No other policy area evokes such strong opinions so quickly as a discussion of gov-
ernment spending, particularly as it relates to the revenue needed to finance it. Many 
citizens believe they pay too much in taxes.  Yet when they consider the options, few are 
willing to sacrifice reduced public services for lower taxes, especially when they realize 
the minuscule impact that even sweeping reductions in city or county property taxes 
will have on their monthly household budgets.  A local budget—and, in particular, its 
revenue structure (taking into consideration nontax sources such as service charges and 
intergovernmental aid)—evolves from a complex mingling of past decisions and chance 
economic and political events, blended with shifts in community attitudes.  Why, then, 
would a manager ever wade into a politically charged discussion of how a city or county 
finances its operations and what mix of public services it should provide?

Implications for the local economy

Occasionally local leaders mistakenly assume that all that is needed to achieve economic 
prosperity is new business investment in the community. But no amount of economic 
development effort can compensate for poor budget decisions.  A city can “give away 
the farm” in tax incentives and never reap the benefits if it maintains the same tax struc-
ture that it had in the nineteenth century—and, in reality, a good many tax structures 
have not been overhauled since then.

A well-designed revenue structure—one that promotes fairness and market neutral-
ity and is administratively cost-effective—is a city’s or county’s most effective tool for 
attracting and retaining business investment. In fact, tax incentives may be unnecessary 
if a community’s leadership has focused its efforts on building a sound tax structure. 
Businesses, like citizens, are not averse to paying taxes if they see that local government 
operates efficiently and that there is a clear connection between the taxes they pay and 
the quality of public services they and their employees receive.

It is axiomatic that the stronger the local economy, the stronger the local govern-
ment’s revenue base. Investment in prudent budget choices leads to a stronger economy, 
which leads to more stable, sustainable revenue yields and thus to less budget volatility. 
Good tax policy is good economics and provides long-term benefits to the manager 
willing to invest time and political capital in tackling the sacred cows. Conversely, an 
inefficient, cluttered tax structure creates a drag on local economic growth. In a real 
sense, economic prosperity begins with carefully crafted budget policies. This book is 
about articulating such policies.
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Implications for leadership

Budget discussions are politically costly because they realign winners and losers in the 
distribution of the benefits and costs of public services.  Yet such discussions cannot be 
avoided—at least not indefinitely. Delaying difficult decisions pushes local leaders into 
a crisis mode, seeking ad hoc resolutions rather than long-term, comprehensive solu-
tions. It narrows the choices that leaders are willing to consider because their attention 
is focused on the crisis. Local government leaders’ inability to take timely action leads to 
more drastic actions later, further affirming a cynical citizenry’s perception of ineffective 
government. One distinct, although unexplored, advantage of the council-manager form 
of government is the appointed career executive’s greater political capacity to bring to 
the table a timely discussion of difficult budget choices.

Allowing a dysfunctional budget process to struggle along heightens citizen cynicism. 
Everyone knows the process is broken, yet no one has the political courage to engage 
citizens in a meaningful dialogue on solutions. Unfortunately, the important discussions 
emerge only in the crisis that is precipitated by a court ruling or a significant bond 
downgrading. The most productive reforms in local finance (1) occur in small incre-
ments over a long period of time, (2) are guided by a clear set of criteria that are widely 
shared by the community, and (3) choose economic prudence over political expediency 
on the general assumption that a strong economy will benefit all stakeholders rather 
than just the well connected—and then only temporarily.

Trends in local government finance
Ongoing changes in state and national economies have had a significant impact on local 
budget deliberations. The shift from a manufacturing- to a service-based economy has 
prompted widespread efforts by both state and local governments to revamp their tax 
policies in order to capture more of the benefits from growth in the service sector.  The 
influence of these external forces has created the following five trends in local govern-
ment finances:

1. Greater dependence on own revenue sources

2. Increased use of public-private-nonprofit agreements for service delivery

3. Increased intergovernmental competition for new business investment

4. Citizen distrust of government

5. Increased economic uncertainty.

Greater dependence on own revenue sources
The decline in federal aid has ushered in what Robert Kleine and John Shannon, two 
noted public finance experts, called the “finance-it-yourself ” fiscal era.4 At its peak in 
1979, federal aid represented about 17.6 percent of own-source revenue for local gov-
ernments.5 By 2010, however, it had declined to less than 5 percent of general revenues.6 
This has imposed a significant realignment in local government budgets.

State aid has not replaced lost federal aid but has declined along with it. The com-
bined loss of federal and state aid has required local officials to choose between cur-
tailing services and increasing their own revenue. It has also exacerbated local officials’ 
traditional mistrust of state and federal aid policy. In retrospect, those governments that 
shunned almost all federal aid may have taken a more politically prudent—although, in 
the short term, financially costly—course of action.

But declines in state and federal aid have not been accompanied by reduced con-
straints on local governments. In fact, state restrictions on local financial discretion—
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particularly in the choices of revenue sources used to fund local operations—have 
increased as the federal government has reduced its financial support for local affairs. For 
example, nearly every state now places a limit on the property tax rate or levy that local 
governments may impose.  As a result, city and county officials have found themselves 
caught between the standardized revenue policies imposed by state law and the prefer-
ences of their citizens, which vary from community to community.

Paradoxically, as local governments have become more dependent on their own 
revenue sources, they have also become more prominent partners in the federal system. 
Since the federal government began turning more responsibility back to subnational 
governments, municipalities and counties have assumed greater responsibility for provid-
ing public services, such as for terrorism preparedness and highway construction.

Increased use of public-private-nonprofit agreements for service delivery

One of the most pervasive developments since the 1970s across all sectors of the American 
economy has been the contracting out of services. Contracting offers the possibility of 
providing better-quality services at a lower cost. But the success of contracting does not 
ensure either improved quality or a lower cost, let alone both objectives concurrently.

Governments have always contracted with other governments, private firms, and 
nonprofit organizations for various services. The military depends on private vendors 
to supply equipment and material. Local governments bid out contracts to vendors for 
office supplies, vehicles, and technical support. Professional service agreements, such as 
for engineering design or executive searches, typically involve retaining a qualified firm 
to assist with the decision-making process. 

Since the 1970s, however, governments have greatly expanded their use of public- 
private-nonprofit agreements—generically known as public-private partnerships 
(PPPs, or P3)—to produce and deliver public services. Some local governments, such as 
Weston, Florida, rely on such agreements to provide all their services.7  With this expan-
sion has come a wide variety of experimentation in the methods used to select contrac-
tors, compensate them, and share the financial risk.  And with this experimentation has 
come a new vocabulary that lacks consistency in its use and connotations.  

Two dimensions of joint agreements A useful way of discussing the various kinds 
of joint agreements is in terms of their two main dimensions: the customer being served 
(the unit of government versus citizens, businesses, or investors) and the bearer of financial 
risk (unshared versus shared). When a local government contracts with another gov-
ernment, a private firm, or a nonprofit organization to provide a service, the customer 
is either the government itself (as in a contract with a law firm for the collection of a 
city’s delinquent property taxes) or citizens or businesses outside the government (as in a 
contract with a private firm to collect residential or commercial solid waste).

Joint ventures also have financial risk.8  That risk may be borne exclusively by one party 
(unshared) or partially by both parties (shared) as a condition of the agreement. In the case 
of a tax increment financing (TIF) district, for example, if private investment meets 
expectations, the benefits from the shared financial risk in the redevelopment district are 
lower start-up costs for businesses that locate there and higher tax revenues from increased 
property values for the local government. However, if private investment lags expectations, 
neither the local government that provided financial backing nor the private firms that 
invested in the district realize the anticipated benefits of the venture. Financial risk is shared.

Typology of public-private ventures These two dimensions provide a typology, 
depicted in Figure 1–1, for characterizing four generic categories of agreements and 
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standardizing the terminology that have emerged concurrent with the growth in public- 
private-nonprofit agreements.

Contracting In this typology, contracting is narrowly defined as an agreement in 
which the unit of government itself is the initial customer and the financial risks are 
borne by the contractor; if the contractor fails to deliver on the agreement, the local 
government bears no financial risk other than that it must now find a new vendor.  A 
contract for the construction of a new city facility, for example, will involve virtually no 
sharing of financial risk of failure; the contractor receives final payment if and when the 
project is completed. Most construction contracts fit into this category. Construction 
contracts usually include a performance bond: typically, up to 10 percent of the value 
of the contract is withheld until the completed project is inspected and the terms of 
the contract certified as having been satisfied. Once the project is accepted by the local 
government, the performance bond is released as the final payment to the contractor.

Open-bid contracts with vendors for various operating supplies also fit into this 
category.  So too does a state’s agreement with a management consulting firm to operate 
a state lottery: the lottery commission is the customer, and the consulting firm assists the 
commission in its mission. 

Outsourcing Outsourcing typically involves a unit of government selecting a vendor 
to provide a service that the unit of government normally could provide to its residents. 
In this case, the customers are persons or organizations other than the unit of govern-
ment itself, and again financial risk is not shared. For example, a local government will 
retain a private or nonprofit vendor to operate a toll road, collect solid waste, operate a 
transit system, provide school bus service to children, respond to burglar alarm calls, or 
provide insurance for municipal bonds. The direct customers of these outsourced services 
are citizens or businesses or investors.  As in the case of contracting, the financial risk of 
failure is borne by the vendor. Failure to perform according to the terms of the agreement 
results in nonpayment and cancellation of the agreement by the unit of government. If 
a government defaults on its insured bonds, the private insurer bears financial responsi-
bility for meeting the debt service obligation per the terms of the insurance policy. Out-
sourcing also opens up opportunities for an infusion of new capital. In 2009, for example, 
the City of Dallas entered into an agreement with the Dallas Zoological Society (DZS), a 
nonprofit organization, to operate the city zoo. The result was an infusion of $30 million 
in charitable donations to the DZS to upgrade the zoo and add a new exhibit area.

Mixed delivery As per the typology in Figure 1–1, as financial risks increase, local 
governments may use joint ventures as a way to share the risk of financial loss. In their 
research on the growing use of collaborative approaches to service delivery,  Mildred 
Warner and Amir Hefetz introduce the term mixed delivery.9 Mixed delivery occurs 

Figure 1–1 Typology of public-private agreements

Customer being served

Unit of government Citizens or businesses

Risk of 
financial 
failure

Unshared Contracting Outsourcing

Shared Mixed delivery Partnership
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when the local government itself is the customer but the financial risk (or return)  
is shared with the partner to the agreement.  An industrial park that offers a tax 
abatement to attract private venture capital constitutes a mixed-delivery strategy. If 
successful, the park adds taxable property to the city or county’s tax base, and the risk is 
shared with private investors who contractually commit to add jobs and new construc-
tion in exchange for the abatement. To attract start-up industries as collaborators in de-
veloping new products, a university may use a mixed-delivery strategy by establishing 
a research park with which it shares profits from the sale of the patented innovations. 
For example, the University of Albany’s College of Nanoscale Science and Engineering 
provides time-share research facilities to semiconductor industries for the development 
of new technology. 

Partnership When the customers are outside the local government and the agree-
ment involves shared financial risk, the relationship is a true partnership in which risks 
and rewards are shared. For example, in an agreement between a city and a university to 
develop a conference center, the anticipated customers are conference hosts and their 
conferees, but the financial risk from the venture is shared by the two partners.  Similarly, 
in a partnership between a city (or county) and a local chapter of a Humane Society of 
the United States to build an animal shelter, the city continues to operate the facility, 
but fund-raising, adoption programs, and other programs to engage citizens are duties of 
the nonprofit group. Now both the city and the nonprofit share in the financial success 
of the shelter.

Noticeably missing from this typology is privatization, a term that has taken on innu-
merable meanings. Phillip J. Cooper characterizes “real privatization” as occurring when 
government is completely removed from the production and delivery of a service.10 For 
example, eighteen states have an exclusive monopoly on the distribution and sale of 
some or all types of alcoholic beverages. If a state were to sell its monopoly, as the State 
of  Washington did in 2013, and completely remove itself from the distribution and sale 
of one or all types of alcohol, that would constitute privatization.

Increased intergovernmental competition for new business investment

Although local governments have always formulated budget decisions with an eye 
toward other jurisdictions, taxpayer resistance and declining federal aid have created 
an unprecedented level of interlocal competition. Tax competition occurs on three 
fronts: (1) tax revenues, (2) the tax base, and (3) exportation of the tax burden.

Cities, counties, and independent school districts may have the authority to tax the 
same parcel of property.  When overlapping governments levy a tax on the same tax 
base, as in the case of the real property tax, competition for revenue inevitably follows. 
Each government considers its budget needs to be more pressing than those of the 
overlapping governments, and each sets its tax rate independently, without regard for the 
aggregate impact on the property owner.  The result is an overburdened taxpayer.  Tax 
competition is also in evidence when a local government tries to lock in voter approval 
for a general obligation (GO) bond issue before other overlapping jurisdictions have 
an opportunity to seek voter approval for competing bond issues. Christopher Berry 
found compelling evidence to support what he terms “overfishing” by overlapping local 
governments: the more overlapping special districts there are, the higher the taxes and 
spending by general-purpose governments.11 

Competition for business investment has also assumed unparalleled proportions.  As state 
and local governments cultivate reputations for providing favorable business environments, 
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Methods for awarding contracts to third parties

As long as government has existed, agreements have 
been used to achieve results beneficial to both or all 
parties to the agreement. International treaties repre-
sent a special case of intergovernmental agreements 
in which the parties agree to actions that are seen 
as mutually beneficial. Governments use a variety of 
methods to select outside service providers, but all 
these methods are variations on two basic approaches: 
competitive bidding and negotiation.

Competitive bidding
In competitive bidding, the local government may 
issue a request for proposals (RFP) or other type 
of announcement in which it invites prospective 
providers to submit bids. This method works best 
where the service or product is provided by multi-
ple vendors. For example, local governments often 
competitively bid the sale of their bonds. Banks and 
investment companies form syndicates that diver-
sify their risk and increase their potential to resell 
the bonds to investors should they win the bid. 
Each competing syndicate submits a bid offering 
an interest rate for the purchase of the bonds. The 
syndicate with the lowest overall net interest cost 
wins the sale.

In cases where the product or service is complex 
or where the qualifications of potential bidders vary, 
a local government may initiate the process by issu-
ing a request for qualifications (RFQ), through which 
it can identify qualified prospective vendors and then 
invite them to submit a bid. Once qualified bidders 
are identified and the terms of the transaction are 
established by the government seeking a vendor, a 
call for bids will be issued as either an RFP or another 
public notification. The invitation will include a date, 
time, and location to submit bids. Prior to that date, 
the government making the call may host a pre-bid 
conference, at which time prospective bidders may 
ask questions in a public forum to get further clarifi-
cation of the terms of the proposed agreement.

Managed competition is a special case of com-
petitive bidding in which units within a local gov-
ernment compete with other vendors for a contract 
to provide the desired services or products. For 
example, a municipal solid-waste department may 
be invited to compete, along with vendors from the 
private sector, for a contract to outsource the collec-
tion of residential solid waste.

Bidders then submit their best offers on a form 
or in a format specified in the RFP or other call for 
bids. Each bidder must also submit a good faith 
deposit (e.g., 10 percent of the bid) to the govern-
ment issuing the call for bids. Once the deadline for 
bids passes, the host government opens the sealed 
bids and awards the contract to the best qualified 
bid, which is not always the lowest bid. State laws 
typically provide extensive guidance on how local 
governments must conduct their purchasing ac-
tivities, including the selection of vendors through 
competitive bidding.

Negotiation
Professional service providers, such as management 
consultants, architects, and legal counsel, are often 
selected through a negotiation process. In such cases, 
state or local law may specify the circumstances in 
which a local government or state agency can identify 
a qualified provider and negotiate directly with that 
vendor on the terms of the agreement. At other times, 
governments seek a sole-source agreement (no-bid 
contract) because there is only one qualified supplier 
or, owing to the urgency of the situation, because 
selecting a vendor through competitive bidding is not 
feasible. Such agreements are often met with public 
skepticism. Among the most controversial were 
several no-bid contracts awarded by the U.S. Depart-
ments of Defense and Homeland Security to subsid-
iaries of the Halliburton Company in the conduct of 
the war in Iraq and the war on terrorism. Dick Cheney 
had served as chief executive officer of Halliburton 
from 1995 to 2000, prior to becoming vice president.

A number of analyses have been made of the 
relative effectiveness of negotiated versus compet-
itively bid contracts in providing the best price to 
local governments. Several studies have compared 
the interest cost of municipal bonds sold through 
competitive bidding with that of municipal bonds 
sold through negotiation.1 Competitive bidding 
more often assures public administrators that they 
are getting the best terms when awarding third-party 
agreements. But negotiation can be done effectively, 
especially where government representatives are 
knowledgeable and can negotiate with more than 
one prospective vendor concurrently. The figure 
below displays the range of methods used to engage 
outside vendors in the delivery of services. 

In-house delivery
(no outside 
provider)

Managed 
competition

Public-private-nonprofit 
agreement
(contracting, outsourcing,  
mixed delivery, partnering)

Privatization of service
(shift to private sector  
of a previously publicly  
provided service)

1 Dwight V. Dennison, “Debt Management,” in Management Policies in Local Government Finance, 6th ed., ed. John R. 
Bartle, W. Bartley Hildreth, and Justin Marlowe (Washington, D.C.: ICMA Press, 2013), 279–295.



10 The Context of Local Government Finance

interlocal competition undoubtedly lowers tax burdens on businesses. Intensified interlocal 
competition has spurred public officials’ efforts to shift more of the local revenue burden 
to nonresidents—a sort of  “beggar thy neighbor” strategy. Tax exportation has become 
particularly commonplace at the state and local levels through such measures as hotel and 
motel taxes, entertainment taxes, taxes on the income or purchases of commuters, and taxes 
on businesses selling their products or services to customers outside the taxing jurisdiction.

To what extent should a local government export its tax burden? The principles 
of social equity would say that it should do so only until it recovers the cost of serv-
ing nonresidents. Political reality dictates a more aggressive response. Regrettably, the 
current environment compels local officials to maximize opportunities for tax expor-
tation. Most local governments have at least one economic strength—tourism, natural 
resources, a cultural or commercial center—that can be used to budgetary advantage. 
Those local governments with opportunities for tax exportation will tailor their tax 
policies so as to maximize their competitive advantage.

Citizen distrust of government

Tax revolts are nothing new in the United States.  After all, hatred for the Crown’s taxes 
precipitated the Revolutionary War. Like previous revolts, the tax and expenditure 
limitation (TEL) movement of the past three decades has been motivated in part by 
the public’s perception that it has no control over government spending decisions. Of-
ten, this frustration is directed at the state and especially federal levels, but local govern-
ment provides the most easily accessible target. While public opinion polls consistently 
indicate that citizens regard local government as giving them the most for their money, 
the polls also reveal a long-standing dislike for the property tax. Local governments have 
responded by investing more heavily in economic development initiatives to attract 
more commercial and industrial taxpayers.  

Increased economic uncertainty

Three principal economic events at the regional, national, and international levels affect 
local budgets:

• Cyclical shifts in the economy brought on by recession, inflation, and expansion

• Sectoral shifts brought on by changes in technology and economic development 
(principally, in the United States, the movement away from manufacturing and 
toward an information- and service-based economy)

• Population movement across regions or national borders brought on by changes in 
job markets and technology.

The most obvious factor affecting local government budgets is the business cycle 
in the regional and national economies: economic growth followed by decline, price 
stability followed by inflation, low unemployment followed by high unemployment, 
and low interest rates followed by rising rates. The ability of local government budgets 
to withstand these cycles depends in part on the degree of diversification in the prop-
erty tax base and revenue sources and on the flexibility in spending. Cities and counties 
with more diversified property tax bases, more diversified revenue sources, and higher 
levels of spending flexibility will generally have more stable operating budgets over the 
business cycle.

As a result of sectoral shifts in the U.S. economy, local governments luring high-
growth industries will achieve stronger revenue positions, the qualification being that 
not all high-growth industries affect local budgets the same way. Clearly, some areas 
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win as a result of this shift while others lose.  The success stories have received extensive 
press coverage: California’s Silicon Valley, Route 128 around Boston, North Carolina’s 
Research Triangle, and Austin, Texas, are just a few of the more notable examples in the 
computer industry.

Population shifts—from central city to inner-ring to outer-ring suburbs, from the 
Frost Belt to the Sun Belt and back to the Frost Belt, or across national borders—are the 
third major influence on local budgets. When populations decline, so too do revenues 
and expenditures, but declines in revenues are more rapid. This is because expendi-
tures—especially for pensions, debt service, and contracted services—tend to be fixed, at 
least in the short run.

These three external forces—cyclical, sectoral, and population shifts—create contin-
ual strains on local budgets that require prudent action by managers. No quick and easy 
solutions exist. The remainder of this text offers more specific strategies for fine-tuning 
a local government’s budget practices to make those practices more responsive to these 
economic uncertainties.

The legal basis for local revenues
In Western democracies, governments derive their revenues using one of three legal 
powers: taxing, proprietary, or regulatory.  These powers are most typically granted in 
constitutions or charters but may also come from statutory authority or, infrequently, 
through court orders.

Taxing powers
Governments levy taxes on any of three tax bases—income, consumption, and wealth 
(or property)—to pay for the cost of their operations.

Income-based taxes Income-based taxes, such as the personal and corporate in-
come tax, rely on a sophisticated process to determine liability.  The tax base may extend 
only to wages and salaries (earned income), as is the case of the widely used local wage 
tax in Pennsylvania or the federal Social Security tax (the Federal Insurance Contri-
butions Tax, or FICA); however, state and federal governments usually use a broader 
definition for their personal income tax bases that includes unearned income, such 
as interest and dividends, realized capital gains, royalties and rents, and alimony.

Consumption-based taxes Consumption-based taxes include an array of taxes 
usually collected as part of a sales transaction. The general sales tax is the broadest-based 
consumption levy, and it typically includes most consumer goods, food consumed in 
restaurants, and selected services such as telecommunications, lodging, and amusements. 
On the other hand, excise (or selective sales) taxes are levied on specific types of trans-
actions at a separate rate from that of the general sales tax and under separate statutory 
authority. For example, cigarette and alcoholic beverage taxes are nearly universal among 
the states, and in a few cases, local levies are added. In the case of these “sin taxes,” which 
are designed to discourage consumption, a general sales tax may be levied on top of the 
excise tax. Other widely used excise tax bases include motor fuels, hotel/motel occu-
pancy, and natural resources at the point of extraction (severance taxes). Frequently, rev-
enue from excise taxes is earmarked for a particular purpose. For example, motor fuels 
taxes are almost universally dedicated to highway and street construction or repair.

Wealth-based taxes Wealth-based (or property) taxes constitute a class of levies 
that fall on the value of assets. For example, an estate tax requires determining the value 
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of the deceased person’s remaining property. The more familiar property tax (or ad 
valorem = “according to the value” tax) is actually levied on several tax bases. Real prop-
erty represents the largest component and includes land and any improvements (houses, 
shopping malls, landscaping) to the land. Personal property represents more mobile assets 
(vehicles, equipment, inventories of raw or finished goods) in the tax base. In some cases, 
the base may include intangible personal property (stocks, bonds, insurance policies), 
which poses particularly difficult administrative challenges.

Tax bases may be distinguished by whether the tax is levied on the value (ad valorem) 
or on a quantity (in rem = “against a thing”), such as the motor fuels tax, which is levied 
per gallon.  Ad valorem taxes require more effort, usually by government, to establish the 
tax base’s value and thus the taxpayer’s liability. Unfortunately, taxable value bears only a 
partial connection to the taxpayer’s ability to pay, as in the case of a “property-rich but 
cash-poor” farmer. On the other hand, in rem–based taxes are more easily administered 
and thus less open to dispute as to the basis of the tax liability.

Proprietary powers

Governments also possess broad constitutional powers to own and operate—even at a 
profit—various enterprises.  The list of such activities is astounding:  North Dakota owns and 
operates a state bank;  Dallas, Texas, owns and operates a popular FM radio station (WRR); a 
number of states own liquor stores; Glasgow, Kentucky, operates a fiber-optic network that 
provides cable television and Internet access to city residents and parts of the surrounding 
county; and Kenora, Ontario, owns and operates a full-service municipal telephone system 
(dial-up, wireless, and Internet). Locally owned utilities and transit systems are quite com-
mon and, in some cases, profitable. San Antonio, Texas, owns and operates all of the city’s 
major utility services (water, wastewater, natural gas, and electricity), which collectively 
provide a substantial subsidy to the city’s general fund through interfund reimbursements. 
Of growing interest among larger cities is the installation of  Wi-Fi (wireless fidelity) 
technology, a citywide broadband wireless network that provides high-speed Internet ser-
vice to citizens at a fraction of the cost of other modes of service. For example, Chaska, 
Minnesota, offers its 7,000 homes city-run wireless Internet service for $20 per month. 
Several European cities now provide this low-cost technology to their citizens as well.

Proprietary activities give rise to fees-for-service as opposed to taxes. Whereas taxes 
represent involuntary conscriptions, service fees culminate in a quid pro quo in which 
government provides a good or service in exchange for the fee. For example, cities charge 
private utilities for the use of their rights-of-way; this is often called a street rental fee. In 
this case, the utility company gains access to public rights-of-way to lay its lines or cables 
and pays rent in exchange. It is interesting to observe how the use of proprietary powers var-
ies among state and local (and even the federal) governments. In the Southwest, for instance, 
solid-waste collection is usually funded with a monthly service fee paid by households 
and businesses; in the Northeast, such service is more often funded with general taxes.

The accounting and financial reporting requirements for proprietary activities differ 
from those for tax-supported services. The Governmental Accounting Standards Board 
(GASB) requires the use of enterprise funds to account for services that derive a 
portion of their income from user charges. Typically, water and wastewater service is 
accounted for in an enterprise fund, as are other utilities or quasi-business activities of 
government, including toll roads, airports, public transit systems, docks, golf courses, 
and even government-owned radio and television stations. Inflows to the fund include 
the fees charged to users of the service. Outflows include the labor and operating costs 
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incurred in providing the service. Even if a service is not fully self-supporting, maintain-
ing it in a separate enterprise fund provides managers with information on the amount 
of subsidy required to support the service. The GASB now requires that an activity be 
accounted for in an enterprise fund if it is financed with debt that is backed by fees 
generated by that activity.

Regulatory powers

The third broad class of constitutionally derived powers comprises those that empower 
governments to promote the health, safety, and general well-being of a community or 
state. Sometimes called police powers, this class enables local governments to regulate 
land use through zoning ordinances, to license various professions and activities, and to 
inspect and certify the safety of food establishments; the list of state and locally regulated 
activities is long. In exchange for the cost of regulating an activity, state laws usually 
permit governments to collect a fee not to exceed that cost.

Although not a large source of revenue for cities and counties, regulatory fees do 
augment more general revenues. From an accounting perspective, regulatory fees are 
typically treated as general revenue and thus are accounted for like unrestricted taxes. 
No effort is made, nor should be made, to fund the building inspection department 
from its inspection fees or to fund the police department from its traffic citations.

Factors influencing local financial decisions
Local budgets are extremely sensitive to their political, economic, social, and legal en-
vironments (see Figure 1–2). Politically, the proximity of local governments to citizens 
means that public opinion will play a key role in shaping spending decisions.

Economically, both the revenue and expenditure sides of a budget are sensitive to 
cycles of boom and bust, as well as to competition for residents and business investment. 
Local governments are primarily concerned with using their budget decisions to stim-
ulate economic growth by attracting new industries or keeping large employers from 
leaving the area. Changes in inflation and in interest rates can tear apart the best-laid 
financial plans. Socially, budgets are sensitive to factors such as in- and out-migration; 
the age distribution of the population; and problems such as drug use, homelessness, and 
crime. Legally, governments have to work within laws that limit debt; require a balanced 
budget; specify legal revenue sources; mandate particular activities, procedures, or spend-
ing levels; and forbid certain activities.

The political 
environment is  
affected by

The economic 
environment is  
affected by

The social  
environment is  
affected by

The legal 
environment is 
affected by

• Feedback from 
citizens

• Citizen involvement

• Recessions and 
expansions

• Inflation and changes 
in interest rates

• Competition for 
business investment 
and residents

• Population change
• Age distribution
• Personal income

• Requirements for 
budgetary balance

• Mandates

Figure 1–2 The political, economic, social, and legal environments of public budgeting
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Citizen involvement

Involvement in local government has been a hallmark of democracies since Greek city-
states invented the form of government; the Athenian Oath is a classic expression of a 
citizen’s obligation. With the advent of locally regulated cable television, citizens can 
now watch council hearings live on the public access channel. Cities and some counties 
have long relied on citizen surveys to gauge local opinion on the quality and quantity of 
public services.

Some major cities have ratcheted up citizen participation through the use of focus 
groups. For example, back in 1995 and then again in 2001, New York City’s Center 
on Municipal Government Performance (CMGP) undertook a citywide evaluation 
of citizen perspectives using focus groups. Then in 2003 the center expanded its efforts 
to encourage other local governments around the nation to use a more personalized 
approach to engaging citizens in improving government performance. The most com-
pelling discovery from this initiative was that “people use different measures, want dif-
ferent information and want it presented in different ways” than what local governments 
typically use and want.12

The accompanying sidebar summarizes ten significant findings about how citizens of 
New York City view their government. Interestingly, the CMGP’s model has been repli-
cated in a number of other communities across the United States, a growing recognition 
of the importance of citizen participation in shaping the local budget and of the long-
term impact of that participation on the quality of life in all communities.

Neighborhood forums and even town hall meetings have been used since antiquity 
to obtain citizen input on local budget priorities and funding choices. Today, local 

How people view local government: Ten significant 
observations

1. People are interested in local 
government and grasp its complexity. 
While they hold firm expectations 
about how government should 
perform, they temper their views with 
a reasonable dose of realism.

2. People’s judgments about local 
government are formed primarily by 
their own personal experiences.

3. An individual’s personal interaction 
with government employees, 
particularly an initial encounter with 
an agency, defines how that individual 
judges that agency.

4. People are clear in what they want and 
do not want during an encounter with 
government.

5. People assess government services 
differently from the way government 
agencies assess themselves.

6. People readily acknowledge 
improvements in service delivery when 
they occur.

7. People believe that some, but not 
all, government services are better in 
affluent neighborhoods.

8. People want, like and need 
information from government.

9. People rarely complain about taxes, 
but deeply resent poor performance, 
“goofing off” or being treated 
disrespectfully.

10. People ultimately feel powerless to 
improve the delivery of city services.

Source: Barbara J. Cohn Berman, Listening to the Public: Adding the Voices of the People to 
Government Performance Measurement and Reporting (New York: Fund for the City of New 
York, 2005), 8–9. Reprinted with permission.
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governments are also using interactive websites to obtain citizen feedback on policy 
issues confronting the community. Comparable citizen participation is impossible to 
achieve in a large state or at the federal level.

What appears to be occurring at the local level is that city and county managers and 
their legislative boards are increasingly using the budget to better understand how citi-
zens, rather than internal participants, see government.13 Such a transformation will have 
a major effect on budget allocations and the relative size of city and county agencies. 
In fact, we should anticipate greater diversity among local governments in the type and 
quality of services provided, particularly as communities develop reputations for having 
strengths in particular services.  And given the powerful differences in service prefer-
ences that have been documented among age groups, we should also anticipate further 
segmentation of communities along generational lines.

Economic influences

A number of factors can affect the economic environment of local government budget-
ing: economic cycles, inflation, interest rates, and competition among local governments.

Economic cycles Economic downturns affect local budgets in two main ways. First, 
revenues may decline, especially such revenues as sales or income taxes, which are more 
sensitive to economic cycles. Second, during a recession, state and federal revenues are 
often hit hard, which means that intergovernmental aid to local governments may decline.

The onset, severity, and duration of economic slowdowns are nearly impossible to 
predict.  Any revenue projection, no matter how carefully prepared, is likely to be off 
if the economy takes an unexpected turn. Because of this irreducible source of uncer-
tainty and the widespread requirement for a balanced budget at the state and local levels, 
budget planners must build in some flexibility, some way of adjusting during the year if 
revenues fall below expectations or expenditures are greater than predicted. The budget 
office accommodates unexpected changes by prohibiting departments from spending 
all their allocations, holding back on permission to hire new staff or make other con-
tractual commitments, building reserves or rainy day funds, and authorizing the chief 
executive to make small cuts in existing allocations without council approval.

Inflation Inflation creates uncertainty in local government revenue and expenditure 
forecasts. When the cost of living increases rapidly, organized labor exerts pressure to keep 
wages current with inflation. Because local government is more labor-intensive than the 
private sector, increases in labor expenditures outpace inflation-driven increases in rev-
enues. This is called the relative price effect, and it leaves local governments with the 
difficult task of reducing public services when demand for those services is on the rise. 
Tax limitations may further exacerbate the disparity between income and outflow.

Interest rates Changes in interest rates can also affect the budget, although their effects 
are not as great at the local level as they are at the national level, where the federal deficit 
requires continual borrowing. Because they are required to balance their budgets every year, 
most local governments can usually time the sale of long-term bonds to take advantage of 
lower interest rates; however, higher interest rates may still adversely affect the budgets of 
local governments that depend on short-term notes (tax anticipation notes) to meet 
cash flow needs. When interest rates remain high for long periods, local governments may 
be forced to borrow at high interest rates rather than delay needed projects indefinitely.

Competition among local governments Because it affects taxation decisions, 
competition among local governments for new residents or business investment also 
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exerts an economic influence on local budgeting. One way to obtain a competitive ad-
vantage over other jurisdictions is to export the tax burden, shifting it from residents to 
nonresidents. Such action reduces taxes on residents while allowing service levels to be 
maintained; the combination of low taxes and high service levels thereby improves the 
community’s competitive advantage for new businesses and residents. One example of 
tax exportation is a levy on hotel and motel occupancy, which is paid by visitors rather 
than by residents. In a community that is home to a regional mall, the general sales tax 
also serves as a form of tax exportation.

Intergovernmental competition seems to influence expenditure levels as well as 
taxation decisions. Local governments are aware of their neighbors’ service levels. Thus, 
improvements in the quality and range of library services in one jurisdiction, for exam-
ple, often induce surrounding municipalities to follow suit.

Critics of government often argue that competition forces inefficient businesses into 
bankruptcy but that there is no comparable mechanism for weeding out inefficiency in 
government. Competition among governments, however, helps improve management 
and keeps taxes down without resulting in bankruptcy. Moreover, while businesses are 
unlikely to share the secrets of their success, governments regularly share innovations 
and improvements. Local governments do not benefit from the financial failures of 
other jurisdictions; in the eyes of the public, one city’s failure is likely to redound to the 
disadvantage of all. Thus, competition among local governments is not zero-sum, except 
in the case of businesses’ locational decisions; and while that narrow form of competi-
tion can be costly and destructive, it seldom affects the more positive forms of compe-
tition, which encourage local governments to seek out and imitate good management 
and budgeting practices.

Social and demographic change

Changes in three social and demographic factors—population, age distribution, and 
personal income—have significant and lasting effects on local budgets.

Population Basic economic principles suggest that as population increases and 
fixed costs are divided among more households, the resulting economies of scale 
will mean lower per-unit costs. Because financial obligations do not decline in pro-
portion to population loss, communities with declining populations have difficulty 
reducing spending. The same amount of infrastructure (roads, streets, lights, traffic signals, 
storm drainage) must be maintained, while pension commitments and debt service 
payments (the annual payment of principal and interest on borrowed funds) must now be 
borne by fewer taxpayers. Similarly, in communities experiencing inordinate popula-
tion increases, excess capacity in public services will be quickly exhausted. Streets, recre-
ational facilities, and public school classrooms will become congested; and demand for 
water, sewer services, and waste disposal may exceed capacity, requiring major invest-
ment in expanding the physical plant. This suggests that the cost curve with respect to 
population changes for local governments is U-shaped: highest for those experiencing 
rapid declines or increases in population, but lowest for those with more moderate 
rates of change in population.

The cost of local services appears to be affected, not only by the rate of population 
growth but also by absolute size. Studies have repeatedly found that as jurisdictions grow 
beyond some minimum threshold, the same services cost more per capita. There are 
many possible explanations for this phenomenon, including the greater likelihood of 
crime in large cities, increased fire risks associated with greater population density, the 
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greater power of unions when the workforce is large, and the difficulty of maintaining 
adequate oversight in multiple locations, such as warehouses, equipment, and office 
facilities. The level of complexity of operations may also increase as the population grows.

The age of the city may also explain budget variations. Older housing stock and 
aging infrastructure add to the cost of older urban areas. Communities experiencing 
rapid growth now will at some future point face the daunting task of replacing their 
infrastructure all at once, by which time the tax base (property values) will most likely 
have peaked and started to decline.

Age distribution Spending for public education, public safety, and recreational 
services are the budget categories most likely to be affected by the age distribution of 
the population. Younger families with children push up the costs of schooling; crime, 
particularly violent crime, is concentrated among persons between the ages of twelve 
and twenty.14 The number and proportion of elderly residents may also be relevant, not 
only in terms of service needs but also in terms of residents’ ability and willingness to 
pay property taxes. Many states provide circuitbreakers or freeze property tax liability 
for elderly citizens. Despite these tax breaks, however, local governments that have large 
concentrations of retirees on fixed incomes may have difficulty gaining support for pro-
grams that benefit younger families.

Personal income Research consistently shows that growth in personal income sig-
nificantly affects the size of local government budgets. Higher-income households often 
demand more and better services from government, although these same households are 
more likely to advocate limited government, especially at the state and federal levels. The 
answer to this apparent contradiction may lie in the relative homogeneity of wealthier 
communities, where community preferences are easier to identify and satisfy. Charles 
Tiebout, a noted public finance scholar, conjectured that people vote with their feet by 
gravitating to communities that offer a package of public services that fit their prefer-
ences, a phenomenon known as the Tiebout hypothesis.15 Finding acceptable budget 
solutions seems to be more complex in heterogeneous communities, possibly because 
it is more difficult to negotiate the level of agreement required to determine spending 
levels, budget allocations, and tax rates.

Legal and intergovernmental matters

Legal and intergovernmental factors shape local budgets in three principal ways: through 
balanced budget requirements, tax and expenditure limitations (TELs), and mandates.

Budgetary balance The legal environment in which state and local budgeting op-
erates typically requires budgetary balance—that is, current revenues must equal current 
expenditures (CR = CE).

On the one hand, this requirement shapes the entire budget process: it makes budget 
deliberations, especially at the local level, revenue driven, meaning that available rev-
enues determine the level of spending. In economic downturns, however, state and 
federal spending—and, to a lesser extent, local spending—tends to be countercyclical 
as demands for unemployment compensation, food stamps, and even subsidized student 
loans rise. Budget deficits (CR < CE) become more commonplace, and governments 
scrounge around for additional revenues. (Federal law does not as yet require the federal 
government to adopt a balanced budget, although considerable discussion has occurred 
during the past three decades on the need for such a constitutional or statutory require-
ment.) At such times, TELs reduce governments’ ability to deal with recessions; they 
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may also exacerbate the intensity and length of economic downturns, much as the 
ill-advised price controls of the 1970s exacerbated inflationary effects.

On the other hand, the definition of balance is less clear in practice than it may appear. 
The most current tally of state practices shows that twenty-seven states have constitu-
tional requirements and eighteen have statutory requirements that the legislature adopt a 
balanced budget.16  The remaining states either have no restriction (North Dakota) or have 
less strict balanced budget requirements (Vermont and Wyoming have vague references to 
budget balances). The definition of a balanced budget, moreover, is highly variable and is 
much looser in some states than in others. For example, in forty-four states the governor 
must submit a balanced budget, but only thirty-five states have controls in place to avoid a 
deficit at the end of the fiscal year.17 Fewer than half the states apply the balanced budget 
test to all funds.  Although no current tally exists of the practices among cities, past studies 
suggest that the requirements for balance widely varies in stringency, with most requir-
ing a balanced budget at submission but fewer requiring a balance at year-end.18

Requirements for budgetary balance are further complicated by a technical ques-
tion: Is the budget balanced on a cash basis (i.e., revenues are recorded when cash is 
received, and expenditures are recorded when disbursed) or on a modified accrual basis 
(i.e., liabilities are recognized at the time they are incurred, and revenues are recognized 
when they are available for budgeted purposes)? This question is important because cash 
balances can be easily manipulated: to make the budget look more balanced than it is, 
payments can be delayed until the following fiscal year and revenue collections can be 
accelerated for credit to the current year.

Tax and expenditure limitations States have always imposed limitations on the tax-
ing capabilities of local governments—for example, by capping the maximum property 
tax rate. Since 1978, however, when Californians ratified Proposition 13 to roll back 
property tax rates, local governments have seen a groundswell of measures limiting their 
revenue-raising capacity.  States also limit local governments in the types of revenues they 
can use. Some states in the Northeast limit municipalities to the property tax. Others 
give access to a sales tax but place strict limits on the rate that may be levied locally.

Limitations are also imposed on the tax base, most often on the amount of increase in 
property value subject to taxation. For example, Texas limits annual increases in taxable 
value to 10 percent. These limitations result in lost local revenues while allowing the 
state to claim credit for providing tax relief to qualifying households. 

Mandates A mandate involves one level of government requiring another level to 
provide particular services or follow certain procedures, as well as specifying the quality 
or frequency of service provision. Both the federal and state governments impose man-
dates on local governments. The problem is that unless the federal or state government 
also provides full funding to implement the mandates, local officials may have to cut 
other services to comply. Federal and state priorities thus preempt local ones.

As long as the level of federal and state funding to local governments continued to 
grow, mandates did not impose a severe problem. But as reliance on property taxes has 
moderated and reliance on more economically sensitive revenue sources has increased, 
local governments have become more vulnerable to recessions, exacerbating the dif-
ficulty of complying with mandates. Communities suffering the effects of recessions 
have sometimes been hit simultaneously by unfunded mandates and cutbacks in state 
spending.
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In response to pleas from local governments, states have tried to curtail unfunded 
mandates. Their most common response has been to require that proposed mandating 
legislation include a fiscal note that estimates the cost of the mandate to local govern-
ments. By forcing state policy makers to calculate the costs imposed on local govern-
ments, fiscal noting exposes the real cost of mandates. However, noting has not been 
particularly successful in curtailing state mandates. The requirement is too easy to bypass, 
and costs to local governments are difficult to measure accurately, especially before the 
legislation is implemented.

A combined effect To summarize, the legal and intergovernmental environment 
of budgeting has been highly restrictive—forbidding particular revenue sources, con-
straining tax increases, requiring balance, and mandating some services and service levels. 
Moreover, the unpopularity of the property tax has led to increasing dependence on the 
general sales tax, but the sales tax is more income elastic (i.e., sensitive to growth or de-
cline in the economy) than the property tax. In fact, because sales tax revenue fluctuates 
more widely than the growth or decline in the economy, it tends to exaggerate the im-
pact of recessions on local spending. This combination of factors has created enormous 
fiscal stress at the local level during the past three decades.

Conclusion
Budgeting in the United States provides local governments with the equivalent of a 
marketplace where they can decide on the quantity of goods and services that will be 
produced and how they will pay for them. It fulfills a legal function by giving legitimacy 
to budget decisions, and it provides a mechanism for holding administrators accountable 
for providing the services authorized by lawmakers.

Governments produce public goods, but they are also major producers of private goods—
often because those goods lack a profit incentive to attract private investors. Given the nature 
of public and private goods and services produced by local governments, public sector 
budgeting is more complex and is subject to more constraints than private sector budget-
ing. Budget processes must provide for public accountability: the budget document must be 
comprehensible to citizens as well as to elected officials; and the budget must comply with a 
variety of laws, including those that specify the basis of fund accounting and the definition of 
budgetary balance. Moreover, local governments face a battery of legal limitations that affect 
spending decisions:  TELs, balanced budget requirements, and state and federal mandates.

So that governmental budgeting can take public interests into account, budget pro-
cesses must also provide for public participation. Social transformations such as shifts 
in population, changes in age distribution, and growth rates in personal income shape 
community values and citizens’ preferences and expectations for local services. Thus, 
budgeting at the local level is distinguished by citizen involvement through public 
hearings, focus groups, and citizen surveys. Recent budget innovations have emphasized 
“customer satisfaction” as a key measure of good budgeting.

Not surprisingly, economic conditions have profound effects on local budgets as 
well. Recessions and inflation alter revenues coming in and the cost of providing 
services. Changes in interest rates directly affect the annual operating budget through 
debt service requirements, and increased debt service squeezes out funding for other 
local services. Finally, interlocal competition for business investment influences the 
tax incentives that local governments offer and thereby alters the revenue available for 
other services.
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1. Budgets perform multiple functions. Briefly describe how budgets fulfill the following roles:
 a. Bringing order to an uncertain world
 b. Maintaining financial control
 c. Holding public administrators accountable for what is accomplished
 d. Simultaneously reflecting and shaping the values of a community
 e. Helping managers manage a complex bureaucracy
 f. Raising the social conscience of a community

2. In public administration, processes (means) and results (ends) are matters of considerable interest.
 a. What types of revenues are most appropriate for financing public goods?  

 Private goods? Merit goods? Provide a justification for each.
 b. When preparing a budget, how might the process for allocating funds to provide public  

 goods differ from the process for allocating funds to provide for government-produced  
 private goods? For allocating funds for merit goods?

3. Budgets at all levels of government reflect a complex interplay of internal and external factors 
that determine the level of government spending and the allocation of resources among an 
array of public, private, and merit goods produced by governments. Speculate how each of 
the following external events affects (1) total spending by a city or county and (2) the relative 
allocation of resources among spending categories. (What categories will see an increase in 
funding, and what categories are likely to see a decrease?)
 a. A drop in market interest rates for borrowing funds

(1) Effect on total spending
(2) Relative effect on spending for debt service and capital improvements

 b. A sectoral shift from manufacturing to retail shopping centers
(1) Effect on total spending
(2) Relative effect on spending for infrastructure and economic development initiatives
(3) Bonus: What changes in the tax base and revenue structure will occur?

 c. A state mandate to recruit only police officers with at least two years of college education
(1) Effect on total spending
(2) Relative effect on salaries, wages, and benefits

 d. An increase of 5 percent in the consumer price index
(1) Effect on total spending
(2) Relative effect on salaries, wages, supplies, and equipment

 e. An increase in the proportion of families with children
(1) Effect on total spending
(2) Relative effect on operating and capital spending for parks and recreation

 f. A state mandate to provide a freeport exemption to all business inventory (i.e., to eliminate  
 the property tax on all business inventory held as raw materials or finished goods)

(1) Effect on total spending
(2) Relative effect on public safety, parks and recreation, administration, and public works

4. What is meant by a balanced budget? (This topic is explored more thoroughly in Chapter 8.) 
Conduct a web search to discover how a “structural deficit” differs from a budget deficit as the 
latter is defined in the text.

REVIEW QUESTIONS
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Our plans miscarry because they have no aim.  
When a man does not know what harbor he is making for, 

no wind is the right wind.

– Seneca

Revenue choices: 
Principles to guide 
the manager

2

Strengthening a community’s economy begins with an assessment of the taxes and 
fees currently in use.  Are they consistent with the community’s economic goals? 

Do they promote a diverse tax base, encourage the development of countercyclical in-
dustries, and bring greater revenue stability to the budget? Are there opportunities for 
increased use of benefits-based levies and for reducing or even eliminating nuisance 
taxes? Do certain groups receive unjustified tax favors?

Managers need specific criteria to guide their planning and deliberations toward pol-
icies that strengthen the local economy.  This chapter synthesizes public finance research 
addressing the criteria that should guide local revenue policy making. These criteria—
the pillars of support for a sound local economy—fall into the three general categories: 
equity, neutrality, and effective administration.

The three pillars of support
Not only does a revenue structure reflect a community’s values, but citizen attitudes 
toward local government are shaped largely by the perceived fairness of the revenue 
structure. Fairness, or equity—the fair distribution of both the tax burden and the ben-
efits from public services—is the first pillar.

Neutrality of tax policies is the second pillar.  Taxes alter the way markets function 
by prompting producers, consumers, workers, and investors to find ways to reduce or 
eliminate their tax liability. Economists refer to these tax avoidance behaviors collec-
tively as dead-weight losses to the economy.  The goal is to minimize interference from 



26 Revenue Choices: Principles to Guide the Manager

tax policies in the private marketplace where consumers, producers, investors, and 
workers are making their choices, thereby maximizing the efficiency of these markets. 
The less interference by taxes in the marketplace, the more neutral the tax policies and, 
by implication, the more productive the market’s operation—up to a point. No econ-
omy operates perfectly—that is, with perfect competition, free flow of information, and 
freedom of entry or exit by participants. Tax neutrality requires placing the long-term 
economic health of a community above any short-term political advantages.

The third pillar is effective administration. Not all revenue options that have eco-
nomic or political merit are feasible for local use when the cost to government to 
administer the tax, or the cost to taxpayers to comply with the tax, is taken into account. 
For example, charging a fee for the use of municipal parks has economic merit but lacks 
administrative feasibility, given the high cost of collecting the fee. Moreover, municipal 
parks, like a number of other public services, provide benefits that spill over well beyond 
individual users, making their financing solely from benefits-based sources less attractive.

Equity, neutrality, and effective administration are principles to guide local managers 
in formulating revenue policies for their communities. But as will become evident, even 
with the aid of these principles, local leaders are left with the unsavory task of making 
trade-offs among them. Gains in equity often come at the expense of lost neutrality and 
increased administrative complexity. In the political context in which local managers 
operate, much of their time is devoted to resolving the conflicts that arise. The formu-
lation of revenue policy occurs in an imperfect world with incomplete knowledge; the 
prudent manager takes full advantage of those occasional opportunities when balance 
can be achieved in the trade-offs made among these three pillars of tax policy.

Choices that promote fairness
Few issues rankle taxpayers more quickly than the conviction that they bear an unfair 
share of the tax burden relative to the share borne by others. Especially at the local level 
where the linkage between tax burden and public services is the closest, managers have 
a particular obligation to constantly monitor the fairness of the tax burden. But how can 
fairness be measured or otherwise gauged?

Equity in theory
From a theoretical perspective, equity is measured along two dimensions that are often 
at odds with one another. Horizontal equity refers to the distribution of the tax bur-
den among persons or businesses in comparable circumstances. For example, households 
that live in comparably valued housing should incur the same property tax liability, 
assuming that housing value is the basis for establishing comparability.1

Horizontal equity is a deeply held value in the United States. “No taxation without 
representation” implicitly appeals for fair treatment for persons in similar circumstances. 
But on what basis should tax burdens be measured? Current annual income provides 
the most commonly used indicator of the relative impact of taxes on a household’s avail-
able resources (effective tax rate = tax liability/current income). Some economists argue, 
however, that a broader measure, such as lifetime income, is justified because many deci-
sions with tax consequences (e.g., the purchase of a home or vehicle) are made from a 
long-term perspective.2 But since most tax policies focus on current income, that is the 
more appropriate measure of relative tax burdens.

Many of the deductions and personal exemptions allowed on the federal income 
tax seek to establish horizontal fairness for the current tax year.  Adjustments are made 
for family size (personal exemptions) and extraordinary medical expenses. However, a 
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number of state constitutions include a uniformity clause that, in varying degrees, 
compels even treatment of all citizens, or at least of those in comparable situations, and 
precludes state and local governments from making adjustments for individual circum-
stances. The Pennsylvania Supreme Court has ruled, for example, that the state’s unifor-
mity clause prohibits the extension of personal exemptions or deductions and requires 
that personal income be taxed at a flat tax rate rather than a progressive one.

Whereas horizontal equity considers the burden for each cross section of the income 
spectrum, comparable to the balance sheet in financial reporting, vertical equity takes 
a more dynamic look at how that burden varies across the spectrum of income, com-
parable to the income statement.  Vertical equity refers to the variation in tax burden 
among taxpayers in different circumstances.  As circumstances change, how much should 
a taxpayer’s burden change? Three possibilities exist: regressive distribution, proportional 
distribution, or progressive distribution.

In a regressive distribution, the effective tax burden declines as income increases. 
For example, in the case of the sales tax, it is well known that while higher-income 
households buy more costly goods and services and thus pay more in sales taxes, their 
effective tax burden as a percentage of their household income is less than that of 
low-income households.  Accordingly, sales taxes are generally acknowledged to be 
regressive.

On the other hand, a progressive distribution means that the effective tax burden 
increases across the income spectrum, resulting in both absolute and relatively higher tax 
burdens for higher-income households. Progressivity can be achieved through incre-
mentally higher tax rates, which is the case with the federal and most state income taxes. 
Alternatively, it can be achieved by targeting the sources of income and consumption 
of higher-income households, as New Hampshire and Tennessee have done with the 
unearned income tax, or by imposing a luxury excise tax that targets the purchases of 
the wealthy.

Lying between regressive and progressive taxes is a proportional distribution, in 
which the effective tax rate remains flat across the income spectrum. On the surface, 
a flat-rate income tax should exhibit proportionality, but because of the federal tax’s 
progressive rate structure, the value of the deductibility of state and local income taxes 
increases with income, making an otherwise proportional state or local tax effectively 
regressive.

Equity in practice

Theories of equity provide valuable benchmarks for evaluating taxes, but they do not 
offer prescriptive guidelines for designing an equitable tax structure.  Two basic princi-
ples in public finance offer a more prescriptive basis for tax policy: the benefits-received 
principle and the ability-to-pay principle.

At the local level, the benefits-received principle offers the most defensible basis 
for tax equity: those who benefit from a public service should bear a pro rata share of 
its cost. The simplicity of this principle largely explains its appeal. Even in the case of 
public goods and services, to the extent that beneficiaries enjoy private benefits, they 
should bear part of the cost. Charges for services or utilities and fees for licenses all find 
their justification in the benefits-received principle and, much like their counterparts in 
the marketplace, all these goods and services are available for a price to consumers.

Taxes administered in accordance with this principle are called benefits-based taxes. 
Gasoline and hotel/motel occupancy taxes, for example, possess benefits-received prop-
erties to the extent that they are dedicated to funding activities that benefit taxpayers. 
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In the case of gasoline taxes, revenue is typically dedicated to highway, street, and bridge 
construction. In the case of occupancy taxes, revenues may be dedicated to promoting 
tourism, hospitality services, or convention services. Even the property tax has some 
benefits-received properties. For example, as crime declines or the quality of parks and 
recreational services improves, property values rise. This rise is particularly evident in 
neighborhoods known to have better schools. Increased property values represent a 
return (benefit) from investment in public service that can then be recaptured through 
the property tax. In fact, as property values increase, tax rates may decline and still gen-
erate the same amount of revenue.

The ability-to-pay principle resonates deeply with Americans: those with the greater 
ability to pay—usually measured in terms of annual income or wealth—should bear a 
greater share of the burden for financing government. The progressive rate structure of 
the federal and several state income taxes is predicated on this principle, which implicitly 
recognizes that “from those to whom much is given, much shall be required.” Since its 
inception in 1913, the federal income tax has always had a progressive rate structure, and 
calls for a flat rate structure must overcome a century of precedent.  Yet, as a practical 
matter, presidents and congresses struggle with finding the right degree of progressivity, 
and marginal rates have generally converged since the Tax Reform Act of 1986.

Moreover, local and even state taxes based on the ability-to-pay principle encoun-
ter significant difficulty when higher-income households avoid the burden by “voting 
with their feet” and moving next door to a lower-tax jurisdiction.3 The ability-to-pay 
principle brings into stark reality the complexity of tax policy and the inevitable trade-
offs that must be made.  As discussed later, equitable tax policies often lack economic 
neutrality, making them unwise for local governments. The general sense among public 
finance experts is that taxes predicated on the ability-to-pay principle are better left to 
the states and even better left to the national government.

Equity in action: The good, the bad, and the really ugly

Ultimately, defining a fair revenue structure is a political decision.  Yet there is general 
agreement on the fundamental elements:

• Benefits-based levies are the most defensible in terms of fairness.

• Tax favors to particularly vocal or well-connected groups undermine the perceived 
equity of the revenue structure.

• Revenue policies should ease the burden on the poorest and not punish the 
wealthiest.

• Tax fairness varies among local communities, depending on their age, income distri-
bution, and preference for public services.

When in doubt, use benefits-based levies Local governments have numerous 
opportunities to expand their use of benefits-based charges and fees. With the notable 
exception of landfills, the full costs—direct and indirect—of all utility services should 
be funded from service charges. Managers should look carefully at using block-rate and 
peak-period pricing structures for utility services. (Chapter 5 contains a full discussion 
of these and other issues managers must address in developing prices for public services.) 
Charges for the use of public rights-of-way provide another benefits-based levy that 
can generate significant amounts of revenue. Despite the political difficulty, recreational 
services should be partially financed from user charges—at the very least to minimize a 
wasteful use of the service, such as registering for a free recreational program and then 
failing to participate.
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On the tax side, greater use of gasoline taxes should be encouraged at the local level 
through more lenient state enabling legislation. These taxes not only provide a viable 
revenue source for funding local streets and highways, but also make good equity sense 
for financing public transit. Commuters benefit from public transit through reduced 
highway congestion and greater convenience, and short of levying tolls for road and 
bridge use, gasoline taxes provide the local government with the most appropriate 
mechanism for capturing the individual benefits from the enhanced convenience. To 
discourage motorists from purchasing gasoline in neighboring cities with lower tax rates 
(a reduction in tax neutrality), gasoline taxes must be levied regionally—and preferably 
as an added levy to the state tax that is allocated to the county of origin and distributed 
among the county’s municipalities on a population basis.

Cities and counties should also have access to the hotel/motel occupancy tax, with 
the revenue dedicated to promoting tourism, conventions, and the like. Some states 
allow local governments to use the revenue for historic preservation, county fairs, and 
the arts, both visual and performing.  And it is reasonable for local governments to 
receive a portion of the hotel/motel tax for truly public goods and services, such as 
police and fire protection, general management, planning, and other property-based 
services, because nonresident guests also benefit from these services and should therefore 
share in paying for their costs.

Everybody is a special case when it comes to taxes Managers know the truth 
of this axiom and, unfortunately, so do politicians—especially those looking for a cheap 
strategy for securing voter support.  The problem is that such favors undermine the tax 
system’s horizontal equity and contribute to the public’s cynicism about government.  
As discussed in the next section, special tax relief also undermines the tax system’s neu-
trality and introduces significant incentives for unproductive or even counterproductive 
market behavior. Once Pandora’s box of special tax favors is opened, there is no closing 
it.  And new opportunities for granting such favors appear regularly, including

• Classifying property by type of use (residential, commercial, industrial, agricultural) 
and then applying a separate assessment ratio or tax rate to each class, with those 
classes that are perceived to have a greater ability to pay incurring the more punitive 
ratios or rates.

• Freezing tax liability for certain classes of property owners, usually senior citizens, 
again on the misguided assumption that ability to pay is linked to age of household.

• Granting partial or full exemptions from the tax base or from tax liability for certain 
classes of consumers, producers, property owners, or income sources. State and local 
tax codes, not to mention the federal code, are riddled with such exemptions, known 
as tax expenditures. Often these exemptions are permanent, although some are 
temporary. One special privilege that has gained popularity is the sales tax holiday 
(see sidebar on page 84): On the assumption that the sales tax imposes an unfair 
burden on families buying clothes and essential supplies for their school-age children, 
several state legislatures have implemented a sales tax holiday of two or three days 
preceding the beginning of the school year, during which time such purchases are 
temporarily exempted from the sales tax.

While tax favors should generally be avoided, they have a legitimate place in the local 
manager’s toolbox, particularly for economic development purposes. The key is whether 
the tax favor (tax expenditure) is part of an overall plan for achieving certain economic 
goals or an attempt to garner political favor with a particularly vocal group of voters. 
The latter undermines the long-term economic health of the community and inevitably 
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leads to woeful ends. Cities such as Detroit, Newark, Philadelphia, and Pittsburgh, once 
economically robust, now must face the consequences of special favors granted in past 
years.4 Their experience should serve as a clarion call to local governments everywhere 
that the long-term cost of special tax favors far exceeds the lost revenue. Fairness in tax 
policy makes good sense not only politically but also economically.

Revenue policy should be humane While local governments are ill-suited to 
pursue the redistribution of income on the tax side, they have a responsibility to pro-
tect their most vulnerable citizens by finding innovative mechanisms for targeting relief 
to the poorest households. For example, while it is administratively awkward to attach 
a means test to the property tax, tax relief can be targeted through a circuitbreaker 
program, which is a state-funded income tax credit for extraordinarily burdensome 
property taxes, or through a partial homestead exemption (less preferable because 
it does not target relief to those who need it). Local governments should maintain a 
utility relief fund, paid for by donations from users, to target utility fee subsidies to 
qualifying households. Some governments offer free or significantly reduced admis-
sion charges to recreational programs during off-peak periods. Conversely, local tax 
policies should not single out the wealthier households for discriminatory taxation. 
The openness of local economies means that people and their wealth will move to 
lower tax areas that offer adequate public services.  As discussed in the next section, 
pursuing good tax policy is a tightrope walk that balances fairness with neutrality.

Fairness is a community-based standard A politically acceptable revenue policy 
reflects the political environment of the community—and changes with it. For the public 
manager, the challenge is to assess the political environment and then design a budget 
that complements it.

Figure 2–1 combines revenue effort and capacity to depict four types of communities 
according to their political environment.5 Revenue capacity indicates the local govern-
ment’s ability to raise revenue, and it is usually measured in terms of per capita income 
or per capita wealth of the property tax base. In other words, if residents have low per-
sonal income or low property wealth, the local government’s revenue capacity is limited. 
Revenue effort, or the actual amount of revenue the local government raises, is measured 
in terms of revenue per capita.  A high revenue effort indicates a comparatively high tax 
or service charge burden.

A caretaker community has a low revenue capacity and a low revenue effort. 
Expenditures are for basic services only. Citizens expect and want nothing more.  
Caretaker communities generally obtain their revenues from a modest property tax, a 

Figure 2–1 Relationship of political environment to revenue structure
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limited number of license and permit fees, and possibly some service charges. Smaller, 
more rural communities often fall into this category.

A growth community also maintains a low revenue effort but has the capacity for 
more. Typically, growth communities pursue laissez-faire economic policies on the 
assumption that such policies will create a more favorable business environment and 
thus more economic development. While per capita property wealth and personal 
income levels could support a much larger public sector, growth communities prefer 
a modest revenue effort and modest level of locally provided public services. Rapidly 
growing suburban towns at the edge of metropolitan areas and inner-ring suburban 
communities experiencing slower business investment often fit this profile. 

By contrast, an arbiter community has a relatively high per capita revenue effort but 
a low capacity to provide the required revenues. Therefore, the manager must arbitrate 
among competing interest groups who want a share of an already stretched local bud-
get. Citizens expect a diverse and significant number of services, but available resources 
are limited, possibly because the local tax base has eroded. This type of community 
makes heavy use of the property tax, but because intergovernmental competition keeps 
dependence on that tax in check, other broad-based taxes, such as income or sales 
taxes, may be used.  Arbiter communities also pressure state legislatures to pass enabling 
legislation giving them access to tax revenues from nonresidents who use local ser-
vices. Older central cities and counties dominated by manufacturing may fall into this 
category.

A consumption community, which is usually an upper-middle-income area, values 
locally produced public services and is willing and able to pay for good service. Con-
sumption communities rely primarily on the property tax and possibly the sales tax but 
also make extensive use of service charges and regulatory fees. Older suburban commu-
nities dominated by higher-valued residential properties often fit this profile.

Like households, communities age. They evolve as their populations change, but it 
is difficult for the revenue structure to keep pace with demographic-driven changes. 
Young families, which are the most mobile households, seek growth-oriented commu-
nities where public services are plentiful and affordable. Consumption and borrowing 
characterize these households and thus shape their communities.  As these families reach 
middle age, however, they find less satisfaction in the consumption of goods and more 
satisfaction in the consumption of services—namely, those services that enhance their 
quality of life, providing security, stability, and even serenity. Community services begin 
to reflect these new caretaker values, as typified by communities that exclusively serve 
active senior citizens.

But aging rarely proceeds gracefully or uniformly. Some communities become more 
diverse socially, ethnically, and economically.  Arbitration among competing inter-
ests becomes the norm and brings a unique set of revenue challenges for the public 
manager.

Choices that strengthen the local economy
Every bit as important as the more frequently debated issue of fairness is neutrality, the 
second pillar of sound public finance. Neutrality addresses the impact of tax and revenue 
policies on the local economy.  Achieving neutral tax policies requires extraordinary care 
that cannot be found on the cutting-room floor of political compromise. Tax neutrality 
is intentional. It places the community’s long-term economic viability ahead of short-
term political accommodation. Unfortunately, the nation’s current political environment 
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does not bode well for tax neutrality. However, the unique vantage point of professional 
managers enables them to push the neutrality question onto the public agenda and 
shape the debate to ensure that important questions get addressed.

Why is neutrality important? Taxes affect the way we behave. Some consequences are 
intended and positive. Consider the effects of individual retirement accounts on Ameri-
cans’ willingness to save; of cigarette taxes on the consumption of tobacco, especially by 
younger consumers; or of “business-friendly” tax policies on economic development. 
On the other hand, some consequences are unintended and negative. For example, taxes 
on improvements discourage inner-city property owners from upgrading their prop-
erties, while taxes on property at the urban fringe, where property values are rapidly 
increasing, encourage speculators to convert farmland to housing development. Cal-
ifornia’s Proposition 13, discussed more fully in the accompanying sidebar, is a poster 
child for the consequences of ignoring the effects of tax policy on the economy, as it 
has penalized new arrivals to the state, discouraged long-term owners from selling their 
property unless they plan to move out of state, and discouraged investment in new 
construction.6 

Tax reform requires a careful assessment of the short- and long-term consequences 
for the economy. Every tax has economic consequences, some more obvious than oth-
ers. The public manager’s task is to ensure that those consequences are understood and 
that, where possible, negative consequences are mitigated in order to strengthen, rather 
than weaken, the community’s economy.

Tax neutrality in theory

From a public finance perspective, taxes introduce inefficiencies into a perfectly com-
petitive market. Welfare economics holds that consumer satisfaction is maximized when 
markets are left to operate without outside interference. They produce just enough 
goods and services to meet consumer demand, and they allocate those goods and 
services to those who value them the most. This is the familiar Pareto Optimum.7 Any 
interference in this ideal state, from taxation or regulation, diminishes this optimality 
and results in economic losses—fewer goods and services available at less than optimal 
prices. Consumer welfare is less than optimal.

But the ideal state does not exist and doubtless never will. Consumer goods and 
services produced through competitive markets represent only some of the products that 
communities and societies need. For example, citizens demand a whole range of public 
goods and services, from national security to land use controls. Because these services 
lack marketplace properties (as they are nondivisible and nonexcludable), they must be 
produced through nonmarket mechanisms. Most Western democracies have chosen a 
representative government with majority rule to produce and allocate such goods and 
services.

Public goods make up only a portion of the services and products that governments 
produce. For various reasons but mostly because of the lack of a profit incentive, local 
governments also provide an array of private goods and services (as they are divisible 
and the benefits are excludable)—utilities, recreation, parks, public transit, and even 
education. Sometimes a government provides services, such as libraries, that could be 
provided by the private sector if their social and cultural benefits to the community 
did not make profiting from their sale inappropriate. Most citizens regard such services 
as merit goods—that is, goods that merit subsidization by the community.  The mix of 
public, private, and merit goods varies widely among cities, counties, and states—each 
the product of an admixture of history, local preferences, and necessity.
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California’s nonneutral property tax

The budget crisis that routinely grips local and state 
governments in California has a connection to the 
state’s fateful decision in 1978 to implement a major 
retooling of the property tax. When Californians 
passed Proposition 13 by almost a 2-to-1 margin, no 
one fully anticipated the economic consequences. But 
the Golden State has become the beholden state—to 
creditors and suppliers—periodically issuing IOUs to 
cover its obligations. Normally, the state would turn 
to the short-term credit market to finance its cash flow 
needs, but even that market has been closed to the 
one-time economic powerhouse.

The California economy is a poignant case study in 
how the cumulative effects of nonneutral tax policies 
can eventually undermine even the most vibrant 
marketplace. Such is the case with Proposition 13. 
This citizen-initiated tax reform introduced acquisition- 
based valuation as the basis for determining property 
tax liability (the selling price determines the taxable 
value), and then shielded annual increases in that 
value to no more than 2 percent per year, regardless 
of changes in the marketplace. The longer Californians 
hold onto their property, the more they benefit from 
this property tax break. Buying and selling real estate 
in California is now driven not only by market consid-
erations but also by property tax considerations, a 
distortion of the market that causes buyers and sellers 
to make less than optimal decisions. 

Those adverse effects have accumulated over time 
and become most apparent in recessions. During the 
decades since Proposition 13, the multiple budget- 
related initiatives passed by Californians have limited the 
ability of the state’s political leadership to effectively 
pursue countercyclical policies. As a result, recessions 
have become steeper and more protracted in Califor-
nia. That reality is not lost on investors as they assess 
the state’s business climate.

Although not the intent of its proponents, Prop-
osition 13 gradually shifted much of the responsi-
bility for funding California’s local governments to 
the state. But no state’s revenue structure has the 
capacity to support both state and local operations. 
According to data from the California Department 
of Finance, in fiscal year (FY) 1978, the state spent 
$1.90 on local assistance for every $1 spent on state 
operations; by FY 2014, that ratio had inched up to 
almost $3 on local assistance for each $1 spent on 
state operations.1 California dedicates 74 percent of 
its state spending to local assistance.

California’s revenue structure has shifted increas-
ingly to dependence on the personal income tax, a 
revenue source that is typically more income elastic 
(i.e., sensitive to growth or decline in the economy) 
than the general sales or property tax. In 1978, the 

state derived 31 percent of its tax revenue from the 
personal income tax and 34 percent from the general 
sales tax; thirty-five years later those proportions have 
changed to 51 percent and 28 percent, respectively.2 
As such, they make the state’s budget much more 
vulnerable to cyclical shifts, especially in the absence 
of a budget surplus.

In sum, Proposition 13 has significantly altered the 
economic fortunes of Californians by making their 
local governments more dependent on state funding; 
introducing nonneutrality into the real estate market, 
in which its adverse effects have accumulated over 
time; shifting the state’s revenue structure to greater 
dependence on more volatile revenue sources; limit-
ing state leaders’ ability to take countercyclical actions 
in their taxing and spending decisions; and increasing 
the severity and length of recessions in California. 

What lessons can public administrators take from 
the misfortunes of the Golden State? And what re-
course do Californians have to restore budget stability?

• First and foremost, states are well served by 
promoting the financial autonomy of their local 
governments, particularly cities and counties. 
Municipalities with access to their own sources 
of revenue can provide greater continuity and 
sustainability in the delivery of essential public 
services over the business cycle.

• Tax policies shape state and local economies. 
Taxes that interfere excessively in the competitive 
market create a drag on the state’s economy that 
eventually leads to stagnation and disinvestment 
by business.

• The design of tax policy is a complex political 
process that requires the utmost care so as 
to generate adequate revenues with minimal 
inequities and market distortions. At the state and 
local levels, particular attention must be given to 
the effect that tax policies have on the investment 
decisions of businesses.

• State and local governments need to take into 
consideration the effect of their revenue decisions 
on budget stability over the business cycle.

California’s experiment in direct democracy shows 
that the most carefully crafted decisions by the gov-
ernor and legislature can be undone by a relatively 
small group of aggrieved citizens through a state-
wide initiative. That threat casts a pall over all major 
policy debates, undercuts the efforts of elected 
representatives to craft compromises, and has thus 
made governing the state problematic. Finally, and 
most telling, the budget instability that has rocked 
the California state government has had a chilling 
effect on business investment in that state.

1  California Department of Finance, California Budget Information, Expenditures by Character, Chart F (2013),  
dof.ca.gov/budgeting/budget_faqs/information/documents/CHART-F.pdf. 

2  California Department of Finance, California Budget Information, Comparative Yield of State Taxes, Schedule 3 (2013), 
ebudget.ca.gov/pdf/BudgetSummary/BS_SCH3.pdf.
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But the production of these nonmarket goods and services requires that governments, 
through some collective decision process, collect the resources needed for their pro-
duction. In theory, taxes provide governments with the funding needed for public and 
merit services and goods, whereas service charges and fees more typically finance the 
private services and goods produced by government. Of course, such a tidy distribution 
of funding is not the case in reality.

While all taxes diminish the market’s efficiency—their very presence affects the 
market and are therefore not neutral—some taxes create more inefficiencies than others. 
The challenge is to design a tax structure in which unintended interference is min-
imized (keeping in mind that some changes caused by tax policies, such as increased 
business investment from a tax abatement, are intended).

One final observation. Markets are affected not only by the choice of the type of tax 
(the tax base) but also by the tax rates themselves.  Arthur Laffer, widely regarded as the 
father of supply-side economics, conjectured that as tax rates increase, tax yields increase 
at a decreasing rate and at some point begin to decrease8 (see Figure 2–2). The implica-
tion of the Laffer curve, or what is now called the “revenue hill,” is that for governments 
with tax rates beyond the peak, any reduction in rates results in increased yields, in which 
case tax reductions will pay for themselves.

One study of the revenue hills for four major cities found that Houston, New York 
City, and Philadelphia were at or just beyond the peak of the hill and that reductions, 
especially in the property tax rates for Houston and New York City, would result in 
increased revenues. Only in Minneapolis was the property tax rate below the peak.9

Tax neutrality in practice

The pragmatic question then arises: how can the adverse market effects of taxes be iden-
tified and then minimized? Four principles for strengthening the local economy may 
provide useful guidance to public managers as they grapple with difficult trade-offs:

• The broader the base and the flatter the tax rate, the fewer distortions a tax will 
introduce into the local economy. 

Figure 2–2 The Laffer curve
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Source: Courtesy of Investopedia, Inc. ©2003. Available at investopedia.com.

* The tax rate that yields the greatest amount of revenue.
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• Given their quasi-market character, benefits-based taxes and charges interfere the 
least in the economy.

• Neutrality is more adversely affected by tax rate differentials than by the absolute 
level of the tax rate.

• Particular care is required in the design of local business taxes.

The broad, flat expanse of neutrality One of the axioms of tax policy holds that 
broad-based taxes are more neutral than narrow-based taxes, and that a flat rate is more 
neutral than progressive or multiple rates. Obviously, this rule runs counter to the equity- 
maximizing principles of ability to pay and progressive rate structures. Where neutrality 
is the goal, however, communities are best served by taxes that fall broadly on the tax 
base at moderate, but flat, rates.

Of course, exemptions and exclusions are usually offered—some for administrative 
reasons, others for social and political reasons. Whenever such tax expenditures are 
introduced, the subsidized activity will be encouraged, shifting economic activity toward 
the favored sector or activity.  Thus, seniors whose property assessments are frozen will 
stay in their larger homes for a longer period of time; nonprofits that are exempted from 
local property taxes will gravitate toward more expensive property that otherwise would 
be used for taxable purposes. Market participants are drawn to locations where their 
costs are minimized, assuming that quality remains constant.

The property tax that pays for education in most states poses an interesting case 
in point. Prior to 1993, Michigan’s school districts set their own tax rates, creating a 
patchwork of varying tax rates and revenue yields.10 In the summer of 1993, in response 
to the disparities in funding levels between property-rich and property-poor school 
districts, the Michigan legislature abolished the locally levied property tax for schools 
and instead instituted a two-tiered statewide rate of 6 mills (a mill is 1/10 of a cent; for 
each $1,000 in property value, the tax is $6) on primary homes and 24 mills on all other 
property, including second homes and businesses. The two-tiered structure significantly 
reduces rate differentials and makes differences in school property tax rates a nonissue 
in business location decisions. This reform enhances the neutrality of the property tax. 
(The downside is the local school districts’ loss of autonomy, a price that many would 
regard as not worth the gain in neutrality.)

Complicating an understanding of how a tax proposal affects the market is tax inci-
dence. Who ultimately bears the burden of a tax? While the law establishes tax liabil-
ity—owners of record in the case of the property tax, buyers (or sometimes vendors) 
in the case of the sales tax, wage earners in the case of the personal income tax—the 
economic burden can be shifted either forward to consumers in the form of higher 
prices or backward to owners in the form of lower profits. How a tax burden is shifted 
depends on (1) whether the tax falls at an intermediary point in the transaction process 
and (2) whether market conditions allow shifting forward or backward.

Sin taxes, such as taxes on tobacco and alcohol products, are largely shifted forward 
to the final consumer because demand remains fairly price inelastic, particularly among 
long-term consumers. By contrast, when Texas tripled the fee for vanity license plates, 
thinking that the revenue yield would increase commensurately, demand for the license 
plates plummeted and increased yields never materialized.  A substitute product—non-
personalized plates—was available, and consumers showed their price sensitivity by 
shifting to the lower-priced alternative.

The tax on business property poses a more complex situation. While the owner bears 
legal liability for the tax, the owner can shift the burden forward in the form of higher 
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rents if the market allows it. But in the case of rental property, if comparable housing is 
available at a lower price in a nearby jurisdiction, renters will move there, so the land-
lord must either lower rents or risk losing tenants. If the landlord cannot shift the cost of 
the tax forward, the only other direction is backward as lower profits. But a lower profit, 
or even loss, on the rental property means that it is a less valuable business enterprise; 
that is, it has lost value. Consequently, changes in the property tax are capitalized into 
values: the cost of a tax increase is borne as a reduction in property value and vice versa 
for a tax reduction. In competitive markets, a property tax increase results in property 
values declining by a commensurate amount, and a tax decrease results in property 
values rising. One of the consequences of Californians’ ratification of Proposition 13 
in 1978 was a reduction in the cost of owning property in the state and thus a rapid 
increase in the value of property there, resulting in an immediate windfall to everyone 
who owned a home or business in California.

Still the best for the money: Benefits-based levies Because they function like 
prices in the marketplace, benefits-based levies are as valuable a tool for achieving neu-
trality as they are for achieving equity. In addition, tying expenditures to service charges 
in particular, or even to benefits-based taxes, reduces the pressure on government to 
expand public services beyond the real demand for them.

When it comes to tax rates, keep an eye on the Joneses Interjurisdictional 
differences in tax rates, particularly highly visible rates like those of the property tax, 
are factors in the locational decisions of industries and, to a lesser extent, of commercial 
and residential owners. Small rate differences, when compared in present value terms, 
can have significant cumulative effects on the corporate bottom line.  As implied by the 
Tiebout hypothesis, interlocal tax competition imposes a quasi-market discipline on local 
budgets and, if ignored, can result in the erosion of a community’s tax base. Thus, city 
and county leaders must constantly scrutinize their rates to ensure that they are com-
petitive. In some cases, higher tax rates may be a strategy, intentional or otherwise, to bar 
commercial and particularly industrial development and preserve the “residential” flavor 
of a town. Every business has a critical point at which differences in tax rates among 
local governments in a metropolitan area become significant to its locational decision. 
However, sensitivity to those differences increases in areas with higher tax rates. That is, 
in metropolitan areas characterized by high property tax rates, small differences in rates 
across municipalities can have significant implications for where businesses choose to locate.

Consumption and income-based taxes pose special challenges for local governments 
because of the potential for border-city and border-county effects. For example, 
two cities that share a border or are within commuting distance of each other will expe-
rience such effects if one has a significantly lower sales tax rate than the other. Retail 
stores will prefer to locate in the lower tax jurisdiction, where they can draw consumers 
from neighboring communities. Similar effects occur with local income and, to a lesser 
extent, property taxes. The greater the disparity in tax rates, the more sensitive workers 
and consumers become to the effects of the tax. Towns around Tucson,  Arizona, use 
billboards to advertise their lower sales tax rates for shoppers. In its final report, the 
Philadelphia Tax Reform Commission estimated that 172,889 jobs left the city between 
1971 and 2001 because of increases in the wage tax rate during that period relative to 
the rates levied by surrounding municipalities.11

Some states have designed local enabling legislation that precludes border-city effects. 
As noted above, North Carolina has taken a particularly laudable approach toward the 
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local sales tax, as has Maryland in the case of the local income tax. Counties in North 
Carolina levy a uniform sales tax and share the revenue with municipalities on the basis 
of either the municipalities’ pro rata share of the county’s population or the municipality’s 
share of the total property value in the county. Similarly, counties in Maryland levy a 
personal income tax, collected by the state, with limited discretion in the range of local 
rates that may be levied. By placing limits on local discretion over taxes, these states have 
eliminated the inefficiencies of border-city effects without compromising local autonomy.

With the popularity of Internet sales, another set of tax issues has arisen. In 1998, Con-
gress imposed a moratorium on local and state taxes both on the sale of products over the 
Internet and on the fees that subscribers pay for various Internet services. In 2007, Con-
gress renewed that moratorium for seven years, although it allowed the seventeen states 
that already collect sales taxes on Internet access to continue doing so.  The annual loss 
in state and local sales tax revenues from the moratorium is growing rapidly and in 2009 
was expected to reach $12.5 billion by 2012.12 In terms of tax neutrality, the moratorium 
created the e-commerce equivalent of a border-city effect by making online purchases 
tax-exempt but on-site purchases of the same products taxable. If such disparities per-
sist, a disproportionate share of the retail market will shift to the Internet and further 
undermine the sales tax bases of state and local governments.  As of 2013, Congress was 
considering legislation to require vendors to collect sales taxes on Internet transactions. 

For two special types of communities, tax competition is less of an issue. The first 
type is communities with established agglomeration economies: businesses in the 
same industry locate near each other to take advantage of savings from shared services 
and a shared labor pool. These communities have a competitive niche, which allows 
them to attract additional economic activity and, with it, a lower tax rate to sustain the 
same level of public services. Most cities have some degree of agglomeration economies.

The second type is communities that are able to shift taxes to nonresidents through 
tax exportation, as discussed in Chapter 1. Some taxes are specifically intended to max-
imize this practice by shifting the tax burden either to nonresident consumers as higher 
prices, as in the case of hotel/motel taxes, or to nonresident owners as lower profits, as 
in the case of taxes on stock transactions; however, more of the local tax burden is borne 
externally than is commonly realized. For example, in 2011 the Texas state comptroller 
estimated that 22 percent of that state’s general sales tax, 24 percent of the property tax, 
and 53 percent of the oil production tax are exported to nonresident consumers or pro-
ducers.13 Some communities have extraordinary opportunities for tax exportation either 
as a result of natural advantages, as in the case of Maui County, Hawaii, or through 
agglomeration economies, as in the case of Branson, Missouri. No rules, in theory or in 
law, set the appropriate amount of tax exportation.

When it comes to local taxes on business, go with the Joneses Businesses rep-
resent tempting targets for revenue-pressed governments, particularly those experiencing 
a fiscal crisis or crush. Since businesses are able to pass their tax liability on to consumers 
(forward shifting) or investors (backward shifting), it becomes politically expedient for 
these governments to shift more of the tax burden on to businesses.  And since businesses 
don’t vote, they represent to the imprudent political leader the perfect candidates for 
discriminatory tax treatment. But businesses do “vote”—by moving their investment to 
more favorable tax jurisdictions. Unless a community has unique resources—Alaska’s oil, 
Colorado’s ski slopes, Florida’s beaches, for example—virtually all business investment is 
mobile, and in an era when technology is the coin of the realm, that mobility has only 
increased.
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Where businesses are concerned, local governments should avoid imposing two types 
of taxes: corporate income taxes and gross receipts taxes on sales. Corporate income 
taxes introduce serious equity and neutrality problems. Only a few cities still attempt to 
collect a true corporate income tax, and when they do, it is on declining tax bases. Gross 
receipts taxes are more prevalent because of their relative ease of collection. Unfortu-
nately, they can have a tax pyramiding effect, which occurs when a production process 
has multiple stages (raw materials are converted into intermediary goods, which in turn 
become finished goods that are sold to wholesalers and then, finally, to retailers). The 
problem occurs because, unlike the general sales tax, the gross receipts tax is applied at 
each stage of the production process. The portion of the tax that is shifted forward cre-
ates a cascading (or pyramiding) effect, with taxes falling on top of taxes. To avoid such 
tax effects and gain a competitive advantage in the market, businesses have an incentive 
to vertically integrate the production process by consolidating all stages of production 
into one company, which may not be the most efficient means of operation. Because of 
these effects, gross receipts taxes have nonneutral consequences and so compromise the 
efficiency of business production.

For business taxation, the following guidelines should be considered:

• Any tax on business should be widely used in that state or region. If a city or county 
is the only jurisdiction in the area to impose a particular tax on business, the tax 
almost certainly will have a detrimental effect on that community’s long-term eco-
nomic growth.

• Taxes on the less mobile components of production—land, buildings, and equip-
ment—have the least detrimental effect on markets. Statewide taxation of such 
property, while undermining local autonomy, greatly enhances tax neutrality through 
the imposition of a uniform tax rate.  As an alternative, regional tax base–sharing 
arrangements, such as in Minneapolis/St. Paul, Minnesota, and Racine County, 
Wisconsin, offer appealing approaches to reducing interlocal tax competition and 
enhancing regional tax neutrality.14

• Sales taxes on business purchases will be less detrimental to local economies if the tax 
base is defined by the state rather than by local governments.

• Because business investment benefits more than just the jurisdiction in which the 
new development occurs, business taxation seems a prime candidate for greater 
cooperation between a state government and its cities and counties. The state-local 
partnership required to attract and retain business investment could also design more 
equitable and neutral tax policies.

Tax neutrality in action: The good, the bad, and the still ugly

This chapter has thus far considered two key components of tax policy: equity and 
neutrality. Much to the frustration of tax analysts and legislators, these two components 
often exist in tension with one another. Gains in equity come at the expense of reduced 
neutrality, and vice versa.  And both often create additional administrative costs and 
compliance complexity for taxpayers. For example, considering family size or inordi-
nate casualty losses may promote horizontal equity, but it may also reduce neutrality by 
narrowing the tax base, and it adds significantly to compliance costs by requiring the 
taxpayer to provide supporting documentation. Flat-rate, broad-based taxes are regres-
sive. Progressive income taxes produce nonneutral effects by discouraging work and 
penalizing investment in income-producing ventures, which adversely affects economic 
well-being. What should local managers do?
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• First, there is no perfect tax source. Each suffers from its own set of deficiencies, 
some more than others.

• Second, at the local level, primary consideration must be given to tax neutrality—
that is, to tax and revenue policies that minimize market distortions and maximize 
economic growth. Failure to give neutrality priority condemns a community to 
lackluster growth or even decline, in which case any efforts to promote fairness are 
doomed as well.

Tips for would-be tax reformers
Initiatives to reform the local tax structure 
always begin with the highest aspirations 
and noblest intentions but frequently end 
in disappointment. As discussions for tax 
reform progress, participants come to 
realize the complex trade-offs that must 
be made, and too often they conclude 
that the political costs are not worth the 
economic gains. The following tips, while 
lowering aspirations, may elevate results:
• The more heavily a tax is used, the 

more apparent its economic and polit-
ical defects become. Increasing rates 
on existing taxes without correcting 
the deficiencies of the existing tax 
structure exacerbates hidden flaws.

• Because of their visibility, higher tax 
rates on a relatively narrower tax base 
have a more detrimental effect on 
economic growth than more moder-
ate rates on a broader tax base. Tax 
reformers should look first to broad-
ening the existing tax base before 
raising tax rates.

• An axiom of public finance is “an old 
tax is a good tax” because the market-
place has adjusted to accommodate 
the tax. In general, improving the 
equity and neutrality of existing taxes 
is preferable to introducing a new tax 
unless the inequities and inefficiencies 
of the existing taxes are greater than 
those of a proposed new tax.

• Tax reforms that occur incrementally 
over time generally have a better 
chance of succeeding politically than 
sweeping tax reforms introduced over 
a short period.

• One of the easiest reforms is the elim-
ination of nuisance taxes that have low 
revenue yields and high administrative 

and/or compliance costs. Taxes on 
entertainment and per capita or occu-
pation privilege taxes have relatively 
low revenue yields and high adminis-
trative costs, and they impose unfair 
burdens, especially on lower-income 
households.

• Excise taxes, especially sin taxes and 
those borne by nonresidents, usually 
arouse the least political opposition.

• Because tax reform almost always 
comes with considerable political 
costs to leaders, successful tax reforms 
require strong political support from 
elected officials who have an abun-
dance of credibility with voters. The 
key is to clearly and convincingly ar-
ticulate the benefits from the reforms, 
whether through improved public 
services on the expenditure side or 
reduced inequities and inefficiencies 
on the revenue side.

• Low tax rates do not guarantee eco-
nomic growth, as a number of states 
are discovering. On the other hand, 
nonneutral tax policies do guarantee 
that a state or local government’s 
economy will never grow to its fullest 
potential. For the tax reformer the les-
son is this: In the long term, the great-
est gains toward economic prosperity 
come from increasing tax neutrality 
rather than from reducing tax rates, all 
other things being equal.

• A well-designed tax structure can 
make tax incentives unnecessary. An 
equitable tax structure that minimizes 
adverse economic effects, such as 
border-city/county effects, is a govern-
ment’s most effective tool for creating 
a favorable business environment.
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• Third, special tax favors that are not part of a comprehensive economic development 
plan, while gaining political favors in the short term, increase inequities and lessen neu-
trality—a double negative.  A written, formally adopted plan for promoting economic 
growth can prove particularly helpful in managing persistent demands for tax favors.

• Fourth, policies that promote horizontal equity merit priority over those that pro-
mote vertical equity at the local level. Redistribution of income is part of a civilized 
society, but because of the openness of state and particularly local economies, those 
efforts result in economic decline as production capabilities shift to more favorable 
tax environments.

• Finally, benefits-based levies offer the best option for promoting horizontal equity 
and tax neutrality. They reduce overconsumption of an otherwise “free” good or 
service by providing consumers and public managers with an awareness of the true 
cost of its production.

Choices that facilitate effective administration
The new reality in local public finance dictates that jurisdictions channel more funds 
into service delivery by minimizing overhead costs in tax administration. The third pillar 
of sound economic policy considers both the government’s cost to administer taxes and 
the taxpayers’ cost to comply with them.

Figure 2–3 depicts the phases that governments typically go through when collecting 
taxes and service charges. The specific issues involved in collecting each type of revenue 
are discussed more fully in the following chapters. The sections below discuss the gen-
eral principles that guide revenue administration.

Figure 2–3 Information flow in the tax administration process

Notification Collection Enforcement

Notification

Notification of tax liability comes either indirectly through self-reporting by taxpay-
ers, as in the case of most state and federal income taxes, or directly as an invoice from 
the governing jurisdiction, as in the case of property taxes and utility service charges. 
Notification includes a due date (or dates, if payments may be split over several periods) 
and the penalty and interest for late payments. Late payment of tax liability always 
involves a penalty in addition to interest for the elapsed time since it was due. Failure 
to receive notification of a tax liability does not absolve the taxpayer of liability. Gov-
ernments operate on the assumption that its citizens are responsible for knowing their 
obligations and fulfilling those obligations faithfully.

Even before notification can be made, legal liability for the tax or charge must be 
established. For example, in the case of a property that was sold during the year, is it 
the current owner or the previous owner who is liable for the tax? This issue becomes 
particularly problematic with more mobile property such as vehicles and manufactured 
housing. Utility charges for service to rental properties pose their own set of challenges. 
Local governments typically require a larger security deposit for service to such prop-
erties until the user establishes a record of timely payments.
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Establishing legal liability also poses challenges where tax overlapping exists—that is, 
where multiple jurisdictions tax the same property, consumption spending, or household 
income. If the overlapping governments use somewhat different tax bases, taxpayers can 
easily become confused as to their liability.

Political boundaries add to the complexity of tax liability. For example, some proper-
ties straddle two or more taxing jurisdictions.  Apportionment becomes an issue in the 
case of an income tax on a wage earner who works in one state (or county) but lives in 
another. Taxes on business activity (e.g., locally levied sales and excise taxes), especially 
for businesses with a taxable nexus, or connection, in multiple jurisdictions and in 
jurisdictions where income is the base, pose significant apportionment issues—partic-
ularly when those taxes are allocated on the basis of the consumer’s point of residence 
and not the more typical point of sale.

The final general issue in notification of liability involves the attachment of a tax 
lien. State laws typically impose a blanket lien on fixed assets, usually real property, as 
collateral for pending tax liability.  Such a lien is usually automatic, which is to say that it 
affixes to each property title as of a particular date and does not require specific action by 
the taxing jurisdiction. The lien remains attached until the liability is paid in full. Usually 
the asset cannot be sold with an outstanding lien attached to the title. In some cases, such 
as with special assessments, governments must formally file documentation affixing a lien 
for an obligation.  As discussed below, a lien becomes particularly useful when taxes or 
charges for services become delinquent and payment is not likely to be forthcoming.

Collection
The process of levying taxes or service charges creates accounts or taxes receivable for 
the local government. The goal is to collect all receivables by their due date. Unfortu-
nately, as in business, governments encounter bad accounts, some that result from bank-
ruptcy and others from evasion.  Although the collection rate can vary with the business 
cycle, governments should normally achieve rates of at least 95 percent of the current 
liability of each revenue source. Lower rates risk undermining taxpayer confidence in 
the tax system and, more generally, in the management capabilities of that jurisdiction.

The cost of administering a tax or any revenue source should never exceed 5 percent 
of the revenue collected.  A key to reducing collection costs is to share notification, 
collection, and enforcement of tax liabilities with overlapping governments: centralized 
tax collection and enforcement programs provide economies of scale. For example, state 
governments should collect local sales and income taxes in tandem with state taxes, fun-
neling local taxes back to the local government of origin. (The exception is the truly rare 
case in which the state does not collect the tax on its own, as in Alaska, where a local but 
not a state sales tax is levied.) Cooperative arrangements for revenue administration almost 
always result in lower unit costs and more uniform enforcement of the law.

From a local government perspective, the most obvious problem with state admin-
istration is the perceived loss of political autonomy, although local autonomy rests on 
powers far more fundamental than tax collection. In fact, the reduced costs of centralized 
revenue administration greatly outweigh any political costs from perceived reductions 
in local autonomy. Centralized administration also lowers taxpayers’ compliance costs by 
making it possible to complete only one tax return for two or more taxing jurisdictions.

From a state perspective, the primary concern with centralized administration is whether 
taxpayers differentiate state from local tax liability. If they do not, then the state tax burden 
appears much greater, placing the state government in an undesirable political position. 
Whether such blurring of liability occurs depends on the clarity with which the tax return 
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differentiates between state and local liability. Several states—most notably Maryland—
have successfully overcome potential problems by designing exemplary tax returns.

An alternative is outsourcing collection and/or enforcement. For example, Pennsyl-
vania local governments rely on third-party firms to collect and enforce payment of the 
earned income tax levied by municipalities and school districts. In Texas, local govern-
ments generally contract with law firms that specialize in collecting delinquent property 
taxes.  As in all types of outsourcing, there is the danger that contractors will focus on 
easier accounts—a practice that is often referred to as “creaming”—unless the contract 
is structured to prevent this from occurring.

Finally, each revenue source responds differently to the business cycle, resulting in 
income elasticities that can vary significantly over time. Tax yields that increase at 
rates greater than growth in the economy, which is usually measured as changes in per-
sonal income, have income elasticities greater than 1.0, whereas yields that do not keep 
pace with economic growth have income elasticities of less than 1.0.  Figure 2–4 shows 
the income elasticities of the property tax and general sales tax over time for the City of 
Fort Worth, Texas.

An income-elastic revenue source performs well during upswings in the economy 
but leaves governments short of revenue in the downswings.  A diversified tax base and 
multiple tax sources can help offset these cycles in tax collections, producing a more 
stable stream of income for budget purposes.

Enforcement

The integrity of a tax system ultimately depends on enforcement. Vigilance in au-
diting and collecting delinquent receivables conveys a government’s commitment to 
fairness and the uniform application of the law, whereas cutting corners on revenue 

Figure 2–4 Relative income elasticities of the property and sales taxes for Fort 
Worth, Texas, FY 1998–99 to FY 2002–03
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enforcement undermines the community’s confidence in its leaders’ management ca-
pabilities.  As with collections, enforcement offers some opportunities for coordination 
with overlapping jurisdictions, thereby reducing administrative costs to all participat-
ing governments and compliance costs to taxpayers.

Tax liens represent powerful enforcement tools, enabling local governments to 
foreclose on delinquent taxpayers. State laws specify the procedures, but they typically 
require that the taxpayer (assuming his or her whereabouts are known) be duly notified 
of the delinquent tax liability. If the taxpayer fails to settle the claim within a reasonable 
period, the taxing jurisdiction petitions a court to give it title to the property on which 
the lien is attached. If the order is granted, the jurisdiction then sells the property for 
the outstanding taxes. In recent years, a number of states have adopted provisions giving 
the previous property owner a grace period following foreclosure in which he or she 
can reclaim the property. Some states also grant special protection to homesteads (i.e., 
primary residences), a practice rooted in the principles of frontier justice.

One controversial enforcement measure is the widespread practice among local gov-
ernments of offering amnesty to delinquent taxpayers (and, more commonly, for traffic 
fines).  Amnesties, which states and the federal government have not used very much, 
usually proliferate during tight budget periods when local governments are looking for 
additional revenue at little political cost. Often the penalty portion of the delinquent 
charge is reduced or eliminated as a reward for payment during the amnesty period, 
after which threats are made to redouble enforcement. If the threat is credible, such 
strategies produce an infusion of delinquent payments. Scofflaws, of course, weigh the 
probability of being caught against the cost of paying the delinquent tax or fee. Invest-
ment in a professional, dedicated team of enforcement officers obviates the need for 
amnesty programs and minimizes the incentives for the gamesmanship they encourage.

Putting it all together: Creating a more resilient local economy
A strong revenue structure begins and ends with a strong local economy.  Adopting 
and tenaciously pursuing prudent revenue policies is the key to strengthening the local 
economy. In other words, a perpetual feedback loop exists between a local government’s 
revenue policies and its economy.

Where should local leaders begin to build a resilient economy? The answer depends 
on the severity and duration of the fiscal problems confronting the jurisdiction. Noted 
public administration scholar Charles Levine developed a typology for understanding 
the various strategies that governments use to cope with fiscal stress.15 Levine’s presen-
tation, represented by a 2 × 2 table, focuses on the spending side for strategies to redress 
the budget problem; however, the revenue side cannot be ignored if a more resilient 
local economy is to emerge.  Assuming that local governments will take appropriate 
actions on the spending side to mitigate the adverse budget trends, Figure 2–5 adapts 
Levine’s table to the revenue side and recommends different strategies depending on the 
severity of the problem. The following discussion elaborates on those recommendations.

Develop a strategic plan

Revenue problems do not develop suddenly, so it follows that their resolution requires a 
long-term plan, a carefully crafted strategy, and continuous attention. Neglecting to assess 
objectively the impact of local taxes and fees on the economy is an invitation to a revenue 
crisis in the future. The first task, then, is to undertake a strategic planning process to assess 
the local government’s economy.  What are its strengths and weaknesses? Does it already 
support agglomeration economies, or is there the potential to build clusters of related 
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businesses?  What other opportunities exist for strengthening the economy?  What threats 
exist to undermine it? How do current tax and fee policies affect the economy?

On the basis of this analysis, local leaders can develop a multiphased plan for build-
ing on the community’s economic strengths and ameliorating its weaknesses, and for 
capitalizing on opportunities while mitigating threats. Part of the plan may incorporate 
the principles of good revenue policy. For example, one consequence of agglomeration 
economies is that a local government, especially a smaller one, may become more vul-
nerable to economic cycles in that particular industry or business sector.  A rural com-
munity that builds its economy around the farm implement industry will experience 
large swings in its tax and fee bases. Such a community’s plan should include economic 
development measures that diversify the tax base, ideally introducing countercyclical 
industries to offset the adverse effects from downturns in its preeminent business sector.

Local governments facing a fiscal crunch or crisis may focus on longer-term strate-
gies to sustain the viability of their economies, such as revenue policies that support an 
adequate supply of public services while encouraging reinvestment in the local economy. 
Or they may need to take more intentional and immediate measures to attract business 
investment, diversify the tax base, and sustain an adequate level of public services.

Once a plan has been formally adopted by the council and is in place, local leaders have 
a reference point for legislators, managers, and citizens evaluating the merits of revenue pro-
posals, and a standard for discarding economically imprudent ideas. For example, how will 
freezing tax liabilities for senior citizens help accomplish the community’s economic goals?

Figure 2–5 Strategies for strengthening local economies through prudent revenue policies

Duration of fiscal stress

Short term Long term

Severity 
of fiscal 
stress

Low

High

I. Fiscal crunch
 – Increase service charges

 – Grant amnesty for delinquent taxes and 
fees

 – Move up due dates for taxes or fees

 – Automate tax/fee collections

 – Identify possible piggybacking of tax and 
fee collections with other governments 

III. Fiscal squeeze
All of II plus

 – Undertake strategic review of the city/
county’s strengths and design revenue 
policies that augment agglomeration 
economies

 – Examine tax-exempt policies for citizen 
groups, nonprofits, and businesses

 – Eliminate minor taxes and fees that are 
costly to administer

II. Fiscal crisis
All of I plus

 – Impose temporary increase in property tax 
rate

 – Impose temporary increase in fees

IV. Fiscal crunch
All of III plus

 – Aggressively target tax incentives only 
to business investment that strengthens 
agglomeration economies

 – Reduce rates on taxes/fees that are 
excessively high (by regional standards)

 – Eliminate property tax exemptions for 
targeted citizen groups

 – Increase service charges or convert more 
tax-supported services to a fee base and 
account for as self-supporting enterprises

Source: Adapted from Charles H. Levine, “Police Management in the 1980s: From Decrementalism to Strategic Thinking,” 
Public Administration Review 45 (November 1985): 695. © 1985 Wiley. Reproduced with permission of John Wiley & Sons.
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Of course, local governments are “creatures of the state” and do not hold complete 
sway over their destinies, as Californians demonstrated with Proposition 13. Our world 
is interdependent, and policies in one jurisdiction ripple through to affect other juris-
dictions. But even in this environment, Torrance, California, took swift and aggressive 
action to mitigate the effects of economically imprudent state actions.  After the passage 
of Proposition 13, it added a utility user’s tax, increased service charges, and pursued an 
aggressive economic development plan using tax increment financing to attract new 
commercial and industrial development.16 The result has been a more stable revenue 
structure for the city over the long term.

Avoid tax favors

As politicians know, everyone is a special case, and the quickest way to win political 
support is to provide tax relief to one’s constituency. But one of the most destructive 
actions any government can take is to extend permanent tax favors to a particular sector, 
industry, or segment of the population. Besides the blatant inequity it introduces, such 
action also interferes in the market by skewing decisions to benefit from the tax treat-
ment and not necessarily to achieve greater productivity. In short, governments that 
feel compelled to hand out tax favors invite increasing inefficiencies into their local 
economies—inefficiencies that eventually stifle new economic initiatives and emerge as 
chronic revenue shortfalls.

Yet tax incentives are essential tools that local governments use to shape their econo-
mies, and if local leaders enter into economic development without a well-articulated plan, 
these tools will not be used constructively.  The key is to use tax favors to strengthen the 
long-term economic viability of the community, and that requires careful, thoughtful, 
and thorough planning and the political discipline to stay the course.

Pursue tax diversification

Tax diversification has two targets: tax sources and the tax base. In addition to the prop-
erty tax, local governments should have one other broad-based tax source available, such 
as a general sales tax or a personal income tax. Both sources have greater income elas-
ticity than the property tax, which means that they yield greater amounts of revenue as 
the local economy grows. (The property tax is generally income inelastic, which means 
that its revenue yield does not keep pace with economic growth—the result of assess-
ment practices that fail to keep pace with market values.) Balancing an income-inelastic 
source with a more elastic source results in a more stable overall revenue yield.

A diversified property tax base maintains a balance among residential, commercial, 
industrial, and vacant properties. When a tax base is weighted too heavily toward one 
type of property, revenue yield becomes more vulnerable to economic cycles. Similarly, 
the local sales tax base should be diversified among a variety of retail and service indus-
tries.  A city or county that strategically plans its economic development will identify new 
investment opportunities that simultaneously complement its unique strengths while 
diversifying its residential, commercial, and retail tax bases. For example, San Antonio, 
Texas, has attracted tourism and financial services to build on its strengths and diversify 
its large military tax base.  Although diversifying revenue sources almost always requires 
legislative approval, an existing tax base can be diversified through local initiative.

Increase use of service charges

Service charges promote revenue stability by reaching beneficiaries of local services who 
would otherwise escape taxation (e.g., owners of tax-exempt property), and by reducing 
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the need to expand local government staff and facilities to levels beyond citizens’ prefer-
ences and needs. Service charges promote economic efficiency by ensuring that public 
services are used by those who value them the most. 

Economists are fond of noting that the pricing system is a far more precise measure 
of citizens’ preferences than the ballot box. Financing public services solely from general 
tax revenues results in wasteful consumption because the service is effectively “free” to 
any one user, and local governments must expand staffing levels and facility capacity to 
meet a potentially wasteful level of demand. User charges serve to limit the use of public 
services, thereby reducing the need to expand government staff and facilities beyond 
what consumers are willing to pay for them. For example, customers who are charged 
for the amount of water they consume will use less than they would if water were 
financed with general revenues. Other local services that could be effectively financed 
through user charges include solid-waste services, utilities, highways, parks and recre-
ation, planning and land use, information services, transportation, and public health.

One final note on the productivity gains from service charges. Public managers tend 
to overemphasize productivity gains on the supply side—improving worker performance 
to reduce cost—and underemphasize gains on the demand side—reducing wasteful 
consumption of local services. Even if a manager succeeds in improving production 
efficiency, the demand for the service is not thereby reduced: the pressure remains to 
provide higher levels of service than what citizens would be willing to pay if the service 
were provided on a fee basis. The significant productivity gains in local government 
are on the demand side. Only by eliminating wasteful use of public services will a local 
government realize significant savings, and services provided on a fee basis are less likely 
to be wastefully used than are services financed through general tax revenues.

Limit nuisance taxes

One common consequence of patchwork tax reform is the adoption of narrowly based 
taxes, particularly excise taxes, such as on admission to entertainment events, on spe-
cific products (e.g., cigarettes and tires), or on employees for the privilege of working 
(occupation privilege taxes).  These taxes are generally costly to administer and have small 
revenue yields.  Yet local governments find it difficult to abandon them because narrowly 
based taxes provide just enough revenue to make a difference in the local budget. Local 
governments needing extra revenue should develop a plan to gradually eliminate these 
taxes, replacing them with broader-based taxes or service charges.

Promote revenue self-sufficiency

Accepting state or federal aid places a local government at risk of becoming too depen-
dent on those funds. One drawback of dependency is the local government’s increased 
vulnerability to changes in funding policies—changes in either the amount of funding 
or the formulae used to allocate grant funds.

Another drawback is the distortion of local budget priorities. Most local govern-
ments find the inducements of a grant too great to pass up; once the grant is in place, 
however, the federal or state government’s priorities move to the top of the local agenda, 
and local priorities are supplanted or delayed. This centralization of policy making and 
priority setting undermines the diversity of spending patterns that has been a hallmark 
of local government. Grants also increase local government spending by typically requir-
ing a local match.

A policy of self-sufficiency does not mean that local governments should shun all 
grants-in-aid; grants serve an economically efficient function by compensating recipients 
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for locally produced services that benefit the region or nation.  Such a policy does mean, 
however, that local governments should minimize their dependency on grants, and one 
way they can do this is by linking grants to specific programs or projects and then varying 
service levels in the targeted areas according to the availability of grant funds.  Another 
recommendation is to account for grants in separate funds or, at the least, in restricted 
accounts within a fund. Linking available money in the fund to particular activities pro-
vides a defensible basis for terminating the program once grant funds are exhausted.

Develop a revenue policy to guide decisions

Local government managers are finding formal revenue policies valuable as guides both 
for themselves and for local governing boards. Maureen Godsey has identified some of 
the benefits from such statements:17

• By making explicit the important assumptions underlying revenue practices, a policy 
statement helps management and members of council achieve congruent expecta-
tions about how the government finances its operations. If annual tax increases are 
not to exceed 5 percent, the statement should make that explicit.

• A revenue policy provides continuity in the procedures used to fund services. Man-
agement and members of the governing board may move on to other positions, but 
the policy remains to familiarize incoming officials with the practices deemed to be 
in the public interest by previous administrations.

• A policy statement saves time for executives and legislators. For example, once 
agreement is reached on the fraction of costs to be recovered in service charges for 
park and recreation services, setting a fee for new services becomes relatively simple. 
A policy statement also brings a second, related benefit: those seeking an exception 
to the policy bear the burden of demonstrating why such an exception should be 
granted.  A general policy statement on fees also makes it politically easier to adjust 
individual fees annually to bring them into compliance with the policy.

Conclusion
The three pillars of tax policy—equity, neutrality, and effective administrative—require 
that the manager continuously make trade-offs in order to keep local budgets stable and 
economies resilient. In the quest for good tax policy, fairness ranks high with taxpayers 
and ratepayers. Unless taxes and user charges are perceived as imposing a fair burden, citi-
zens’ dissatisfaction with local government will persist. 

Issues of tax neutrality bring to the fore a discussion of the policy choices that strengthen 
the local economy. Failure to consider these choices or their adverse effects on an econ-
omy inevitably leads to economic stagnation and even decline. Every tax has economic 
consequences, some more disruptive than others. The public manager’s task is to make sure 
that those consequences are understood and, if at all possible, mitigated through careful 
design of the policy.  A well-designed revenue structure is a local government’s most effec-
tive business recruitment and retention tool. No amount of tax favors for new business 
investment can compensate for tax policies that interfere excessively in the local market.

The third pillar of sound public finance is administratively effective policies—that is, 
policies that limit the cost of administration (notification, collection, and enforcement) 
to no more than 5 percent of the revenue yield and that minimize costs for taxpayers to 
comply with the law.

Local governments will continue to assume more responsibility for raising the 
revenues needed to finance their services. In order to create a more stable revenue 
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structure and, by extension, a more resilient economy, local governments must begin 
with a strategic plan and then use that plan to guide their revenue decisions. They must 
diversify their tax sources and tax bases, increase the use of service charges, limit the use 
of nuisance taxes, avoid extending tax favors indiscriminately, evade budget distortions 
that come from being overly dependent on intergovernmental aid, and adopt a revenue 
policy that guides budget deliberations. Those local governments in the strongest finan-
cial position will be able to export a greater share of their tax burden.
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1. Which of the following revenue sources demonstrate the ability-to-pay principle and which tend 
toward the benefits-received principle?
 a. Hotel/motel tax used for tourism
 b. Social Security tax (FICA)
 c. Progressive state income tax
 d. State income tax on personal income
 e. Federal corporate income tax
 f. Gasoline tax dedicated to highway and road maintenance
 g. Surcharge on tuition for graduate students
 h. State income tax on unearned income
 i. Solid-waste (garbage) collection fee
 j. General sales tax on all food purchases
 k. Half-shekel temple tax paid by each person over age 19 (Exodus 30:11–16)

2. For each set of revenue options below, circle the one that is more likely to be neutral and, in one 
or two words, offer a reason for your choice.
 a. Head tax vs. general sales tax
 b. General sales tax vs. gasoline tax
 c. Flat-rate wage tax vs. flat-rate personal income tax
 d. Two-tiered general sales tax vs. single-rate sales tax
 e. Progressive income tax vs. tax on unearned income
 f. Tax on real property vs. tax on real and personal property
 g. Tuition for college credit vs. tax-funded college credit

3. Using the basic tax equation TB × TR = TL, where TB = tax base, TR = tax rate, and TL = tax 
liability, or total yield (TY)—the sum of all tax liabilities and the amount of revenue a government 
expects to receive—indicate where each of the following concepts best fits:
 a. Taxable value
 b. Penalties and interest
 c. Tax collections
 d. Taxes receivable
 e. Assessed value
 f. Delinquency rate
 g. Tax exemption
 h. Collection rate
 i. Income-inelastic yield
 j. Overlapping tax base
 k. Flat tax 
 l. Balancing the local government budget
 m. Ad valorem taxes
 n. In rem taxes

4. A flat-rate state income tax that is deductible on a taxpayer’s federal income tax return will be 
 a.  Progressive 
 b. Regressive
 c. Proportional

REVIEW QUESTIONS
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5. A graduated income tax may be equitable on an ability-to-pay basis but nonneutral because it
 a. Encourages savings
 b. Increases work effort
 c. Decreases work effort
 d. Has no effect on work effort.

6. A broad-based income tax falls on
 a. Earned income
 b. Unearned income
 c. Personal income
 d. Proprietary income
 e. All of the above.

7. The Social Security tax is levied at a flat rate of 7.65 percent on an employee’s earned income up 
to a cap that is indexed for inflation (no limit on the Medicare portion of the tax). On an ability-
to-pay basis, this makes the tax
 a. Equitable but nonneutral
 b. Inequitable and nonneutral
 c. Inequitable but neutral
 d. None of the above.

8. Expanding the sales tax base to include other goods and services will increase
 a. Equity
 b. Neutrality
 c. Neither equity nor neutrality
 d. Both equity and neutrality.

9. A private good/service produced by government should be financed, in part, with a
 a. Progressive tax
 b. Proportional tax
 c. Service charge on users.

10. The Department of Homeland Security largely provides _________ goods/services.
 a. Merit
 b. Private 
 c. Public

11. A gasoline tax dedicated to highway improvements is justified on the basis of 
 a.  Ability-to-pay
 b.  Benefits received
 c. A merit good/service.

REVIEW QUESTIONS
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12. A regressive tax means that as income increases,
 a. Tax liability increases
 b. The effective tax rate decreases
 c. The nominal tax rate increases
 d. None of the above.

13. Generally, consumption-based taxes are 
 a. Regressive
 b. Progressive
 c. Proportional.

14. As a rule, the broader the tax base and the flatter the rate,
 a. The more vertically inequitable the tax
 b. The more horizontally inequitable the tax
 c. The more neutral the tax
 d. All of the above.

15. As a group, excise taxes are narrow based and flat rate, making most of them
 a. Horizontally equitable and nonneutral
 b. Vertically equitable and neutral
 c. Vertically inequitable and nonneutral
 d. Horizontally equitable and neutral.

16. The price elasticity of demand will affect
 a. Tax equity
 b. Tax neutrality
 c. Tax incidence
 d. All of the above
 e. None of the above.

17. Tax exportation to nonresidential consumers increases as elasticity of demand
 a. Is greater than 1.0 
 b. Is less than 1.0
 c. Equals 1.0.

18. Tax exportation to absentee owners increases as elasticity of demand
 a. Is greater than 1.0 
 b. Is less than 1.0 
 c. Equals 1.0.

19. Proposition 13 is an example of tax capitalization because the benefit from the tax decrease  
was ___________, thereby___________ property values.
 a. Shifted forward, increasing 
 b. Shifted backward, decreasing
 c. Shifted forward, decreasing
 d. Shifted backward, increasing

REVIEW QUESTIONS
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20. A reduction in property tax liability is capitalized into property values, meaning that the value of 
property
 a. Increases 
 b. Decreases 
 c. Remains unchanged.

21. With few exceptions, an increase in the nominal tax rate ____________ tax yield.
 a. Increases
 b. Decreases
 c. Does not change

22. Revenue sources that have an income elasticity greater than 1.0 will have a(n)_______ yield with 
economic decline.
 a. Increased 
 b. Decreased
 c. Unchanged

23. Progressive taxes tend to be income elastic because of 
 a. Bracket creep, pushing taxpayers into higher marginal tax brackets as a result of inflationary  

 growth in their income
 b. Changes in consumer spending patterns
 c. An increased savings rate by taxpayers.

24. Generally, piggybacking of tax collections
 a. Increases compliance costs but reduces administrative costs
 b. Reduces compliance costs and reduces administrative costs
 c. Increases both compliance and administrative costs
 d. Reduces compliance costs and increases administrative costs.

REVIEW QUESTIONS
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Every advantage has its tax.

– Ralph Waldo Emerson

The property tax

3

Portions of this chapter were adapted from previous publications of the author, including “The Property 
Tax,” Chapter 9 in Management Policies in Local Government Finance, 6th ed., ed. John R. Bartle, W. 
Bartley Hildreth, and Justin Marlowe (Washington, D.C.: ICMA Press, 2013).

Although the taxpayer revolt that began in the late 1970s has moderated its im-
portance in local government budgets, the property tax remains the mainstay of 

most municipal and county revenue structures. It is the only major tax common to all 
fifty states, and it is the oldest tax levied in the United States. Why does the tax persist 
as an important source of revenue in local budgets?

The property tax provides local governments with a powerful financial and economic 
tool. In addition to its utility in balancing operating (and sometimes capital) budgets, 
the tax is often used to assure creditors that the borrower has a stream of income to 
repay its debt obligations. Economically, it is used as a tool to attract and retain business 
investment. Local governments may use property tax relief to target certain categories of 
households (such as senior citizens or veterans) or businesses to shape their economies. 
Yet the property tax remains intensely disliked by taxpayers and, consequently, by state 
and local lawmakers. This creates a quandary for the local manager who has no recourse 
but to use the tax to meet the local government’s financial obligations.

This chapter examines issues associated with the property tax and is designed to help 
city and county managers answer questions posed by citizen groups, business leaders, 
and elected representatives.1
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The changing role of the property tax
Although the property tax is largely the domain of local governments, especially for 
funding public education, fifteen states still collect a property tax statewide for their 
operating and debt service purposes.2 Heaviest users include Michigan, Minnesota, 
and New Hampshire, all of which have assumed greater or complete responsibility for 
funding public education. In 2001, for example, Minnesota adopted a statewide tax on 
business property dedicated to public schools as part of a measure designed to bring 
tax relief to homeowners. Nevada’s statewide tax of 17 cents per $100 assessed value is 
dedicated to servicing the state’s general obligation debt.

Historically, county governments have depended on the property tax much more 
heavily than cities have because counties generally have less access to alternative taxes. 
But while the tax declined in its relative importance to both municipalities and counties 
during the 1980s and 1990s, it has seen a resurgence in the twenty-first century (Table 3–1). 
Whether it continues to grow in importance depends on several factors. If federal and 
state aid continues its precipitous decline, local governments will probably increase their 
use of the tax.  Alternatively, if state legislatures continue to allow municipalities and 
counties greater access to sales and, to a lesser extent, income taxes, local governments 
will have revenue sources to replace lost federal and state aid and will thus be able to 
reduce their dependence on the property tax.

Do municipalities and counties rely too heavily on the property tax? The combined 
annual yield from that tax for all local governments—cities, counties, townships, spe-
cial districts, and school districts—is now over $400 billion.  Although school districts 
depend even more heavily on it, their dependence has grown in recent years, too. How-
ever, the evidence in Table 3–1 indicates that taxpayers’ remaining resentment against 
the property tax is probably motivated by factors other than local governments’ overre-
liance on it.

Table 3–1 Property tax revenue as a percentage of local government general 
revenues, FY 2002 and 2007

Revenue source
FY 2002 FY 2007

Counties Municipalitiesa Counties Municipalitiesa

Property taxes   38.4   22.8   40.1   27.8

All other taxes   17.2   24.2   18.1   24.0

Current charges   29.1   20.4   28.3   19.0

Utility charges     2.1   21.5     2.1   18.6

Other nontaxes   13.2   11.1   11.4   10.6

Total 100.0 100.0 100.0 100.0

Total general revenue 
(in millions)b

$161,483 $255,220 $223,203 $394,622

Sources: U.S. Census Bureau, State & Local Government Finance, Historical Data: 2002, Table 2,  
census.gov/govs/estimate/historical_data_2002.html, and State & Local Government Finance,  
Historical Data: 2007, Table 2, census.gov/govs/estimate/historical_data_2007.html.

a  Combines cities and townships.

b  Combines general revenue from own sources and utility charges.
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Changes in the property tax base

The property tax is really a collection of taxes on several different types of property, 
which can be grouped into two broad categories: real and personal (Figure 3–1). Real 
property is immobile and includes land, natural resources, and fixed improvements 
to the land. Personal property is mobile and includes tangible property (furni-
ture, equipment, inventory, and vehicles) and intangible property (stocks, taxable 
bonds, and bank accounts). Because of the difficulty of establishing ownership, only a 
few states still include intangible property in the tax base.  A third, smaller category is 
state-assessed property (railroads and other public utilities), which spans several local 
jurisdictions and whose specialized use makes appraisal by state government more 
cost-effective and equitable.

The property tax base (TB) comprises the assessed (or taxable) value of all prop-
erty subject by law to taxation. Tax liability (TL) is the product of the tax base and the 
locally determined tax rate (TR). Thus, TB × TR = TL. The effective property tax bur-
den is measured as the ratio of property tax liability to the market value of a property 
or, in the aggregate, as the ratio of total property tax revenue to the sum of the market 
values of all taxable property in a taxing jurisdiction.

Shift from personal to real property Over the past four decades, the property tax 
base has shifted away from personal property toward real property. This shift is attribut-
able to the complexity of discovering and valuing personal property and to the much 
greater growth in the value of real property.  Although the exact proportion is difficult 
to know, at least 85 percent of the tax base is now real property.

Twelve states exempt all machinery, equipment, and business personal property from 
state or local taxation.3 Thirty-eight states exempt business inventories from the prop-
erty tax.4 A number of states set the taxable value of inventory at less than 100 percent 
of its true value: West Virginia assesses inventory items at 60 percent of value, Georgia at 
40 percent, Indiana and Oklahoma at 35 percent,  Arkansas at 20 percent, and Louisiana 
and Mississippi at only 15 percent. In some cases, the exemption—sometimes called a 
freeport exemption—applies only to finished goods destined for out-of-state markets. 

Real property
 Land
  Farmland
  Open spaces
  Timberland
  Minerals

 Improvements
  Buildings (residential, commercial,  
   industrial)
  Infrastructure
  Underground improvements

Personal property
 Tangible
  Inventory
  Equipment
  Vehicles
  Jewelry
  Artwork
  Furniture

 Intangible
  Stocks
  Taxable bonds and notes
  Insurance policies
  Bank deposits (CDs, time  
   deposits)
  Patents, copyrights, trademarks

Figure 3–1 Types of property 
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Georgia authorizes counties and cities, with voter approval, to exempt from 20 to 100 
percent of the value of goods in transit.

Agricultural personal property (farm equipment and inventories) is exempt in sixteen 
states, mostly in the Midwest. In general, the trend toward state exemption of personal 
property has benefited the business sector far more than the residential sector because a 
far greater proportion of business fixed assets is in equipment, vehicles, and inventory.

Shift from business to residential real property Significant shifts have also 
occurred within the real property component of the tax base. Residential real property, espe-
cially single-family homes, represents a rapidly growing share of the tax base, while business 
real property continues to decline in relative importance.  Although nationally aggregated 
data are not available, the trend in Texas is likely indicative of what is happening across the 
nation. In 1981, real residential property (single and multifamily) represented 31.5 percent 
of the tax base in the state, increasing to 41.3 percent in 1990 and peaking at 52.8 percent 
in 2008 before the housing market collapsed.5 In other words, in this thirty-year span, real 
residential property increased from one-third to over half of  Texas’s tax base.

By contrast, real commercial and industrial property in Texas (including utilities and min-
erals) declined from 41.5 percent in 1981 to 25.8 percent in 2009.6  The principal cause of 
this change was the rapid appreciation in residential real property values relative to busi-
ness real property values that occurred from 1981 until the housing bubble burst in 2007. 

The 2007–08 crash in the housing market exposed just how vulnerable local budgets 
are to the value of housing. Researchers at the Lincoln Institute of Land Policy found 
that property tax yields have about a three-year lag, on average, behind changes in the 
housing market.7 They also found that cities offset about three-quarters of their lost 
property values by increasing their property tax rates.

In short, the property tax is no longer a general tax on all types of property but is 
increasingly limited to property—real property—that is easiest to discover and appraise 
and has the greatest potential for appreciation in value.

Economic growth and the property tax base

The relationship between property taxes and business investment is a primary concern 
for local government managers. Research indicates that taxes increase in importance as a 
relocating business narrows its choice from a regional to a local level.

For example, several studies have examined the effect of property taxes on employ-
ment growth and on the property tax base, and have concluded that higher property tax 
rates diminish economic growth and encourage the out-migration of households and 
businesses.8 Over the long term, cities with higher-than-average property tax burdens 
have lower property values. For cities experiencing declining property values, an even 
higher tax rate must be imposed if a comparable level of services is to be provided. 
For businesses (and households) seeking to maximize after-tax profits, the greater the 
differentials in regional property tax rates, the more important the tax becomes to their 
locational decisions—although some of these differences may be offset by higher-quality 
public services, such as a better educated workforce. Conversely, cities and counties 
experiencing rising property values can levy a lower effective tax rate and still provide 
the same level of services.

Capital-intensive industries, such as manufacturing and wholesale trade, are likely 
to weigh property taxes more heavily in their locational decisions than are less capital- 
intensive firms, such as those in the construction, retail, finance, real estate, insurance, and 
service industries.  This difference is mostly attributable to the fact that the latter industries 
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follow consumer markets, whereas manufacturing and wholesale trade firms are more 
conscious of the cost of production, which includes local taxes.

Of the three types of tax bases—property (wealth), consumption (sales), and income— 
the property tax base is the most sensitive to population changes. Such changes can have 
profound effects on a community’s dependence on property tax revenues.9 A population 
increase usually creates higher property values as households and businesses bid for the 
limited supply of desirable land and buildings. Similarly, property values usually drop 
with declines in population as the demand for property, especially residential property, 
declines; at that point, other things being equal, the remaining property owners incur a 
higher property tax burden to sustain public services. For communities that rely heavily 
on the property tax, population losses can have highly destabilizing effects on local bud-
gets if appraisals are kept current with property values.

Balancing residential and nonresidential property taxes

Governments have considerable discretion in distributing the property tax burden. 
Using such devices as homestead exemptions, circuitbreaker programs, classification of 
property, use-value appraisals, tax abatements, tax freezes for certain classes of property 
owners, and preferential assessment practices, a local government allocates its property 
tax between residential and nonresidential sectors. This gives rise to three questions:

• How does the proportion of commercial and industrial property to residential prop-
erty affect the tax burden of homeowners?

• Do local governments tend to shift the tax burden to business property?

• Does the shift from a manufacturing to a service-based economy affect the property 
taxes borne by the business sector?

Taxing commercial and industrial property A widely held assumption is that the 
revenue from property taxes on the business sector generally exceeds the cost of provid-
ing public services to that sector. Other things being equal, expanding the commercial 
and industrial share of the tax base reduces the property tax burden on the residential 
sector. For this reason, property tax rates tend to be highest in cities and towns that are 
mostly residential. 

A corollary is that jurisdictions experiencing rapid increases in business activity, as 
measured by the number of private sector jobs, will generally tax business property 
more heavily than they tax residential property. Studies support this conclusion. In a 
1987 study of the seventy-eight largest U.S. cities, Katharine Bradbury and Helen Ladd 
showed that those with higher levels of employment per capita generally taxed business 
property more heavily by providing more tax relief to residential property owners.10 
Conversely, where job growth was slow, property tax relief favored business owners over 
residential owners.  Apparently, cities that wish to attract business investment tend to 
impose a relatively lower property tax burden on that sector.

A later study, which examined the ninety-three largest cities in Texas, found that 
those with greater concentrations of industrial property had comparatively higher per 
capita property tax burdens, specifically for operating purposes, apparently in recogni-
tion of industry’s greater ability to export its tax burden forward to nonresident con-
sumers or backward to stock owners.11 By contrast, cities with higher concentrations of 
commercial property (shopping malls, retail stores, business offices) had relatively lower 
property tax burdens than other cities in the study, controlling for all other factors. 
These cities relied on a local option sales tax, which provides a mechanism for tax 
exportation, especially in the case of regional shopping centers.
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Allocating the property tax burden In many communities, the relative political 
strength of homeowners compared with business property owners, many of whom 
are absentee, creates pressure that effectively shifts the tax burden to business.  A 2012 
analysis of metropolitan areas in the United States found that, on average, commercial 
property pays $1.70 in property taxes for every $1 paid by a homeowner12—a disparity 
that has remained relatively constant for the past twelve years. Even multifamily apart-
ment units incur an effective property tax burden of 1.3 times that of homeowners.13

These findings suggest that local governments use discretionary measures to stra-
tegically allocate the property tax burden between the residential and nonresidential 
sectors to maximize the competitive position of the jurisdiction. Informally, this shift of 
the property tax burden to commercial and multifamily (and likely industrial) property 
occurs in part because of the de facto classification system created by differential assess-
ment practices among the different types of property, a practice explained more fully in 
the next section. 

What are some of the formal measures that jurisdictions use through their legal pow-
ers to favor either the business or the residential sector? Exemptions, such as those for 
inventory or equipment, benefit the business sector by lowering its effective tax burden. 
Tax abatement, tax increment financing, and freeport exemptions (discussed in detail in 
Chapter 6) provide preferential tax treatment for new or expanding businesses.

For the residential sector, one of the most commonly used measures is the home-
stead exemption, which is available in all fifty states. This partial exemption reduces the 
taxable value of the primary residence of property owners, thereby lowering the effective 
tax burden on this type of property. Some states permit local governments to classify 
property by use and then apply a different tax rate or level of assessment to each class, a 
practice commonly known as a split tax roll. Such classification schemes generally favor 
residential property over income-producing property, although Nebraska assesses all non-
agricultural property at 100 percent of value but all agricultural property at 80 percent.14

Local governments may also use the frequency and methods of appraisal to shift the 
tax burden. In the absence of state regulation of assessment practices, the tendency is 
for local governments to underassess residential property and overassess commercial and 
industrial property.

Another measure for shifting the tax burden is the granting of a full exemption from 
the property tax. In the Supreme Court’s landmark ruling in McCulloch v. Maryland  
(17 U.S. 316 (1819)), Chief Justice John Marshall established the doctrine of tax immu-
nity: state and local governments do not have the power to tax federal establishments. 
Marshall ruled that “the power to tax is the power to destroy.” States have extended this 
principle to include exemption of all government property from local property taxation. 
As a result, substantial amounts of property—national forests, military bases, universities, 
schools, courthouses—do not incur any tax liability. Nonprofit organizations, especially 
charitable and private educational institutions, may be exempt although the qualifying 
organizations vary widely among the states. One study concluded that the largest loss 
of property tax revenues comes from the exemption of government property, which has 
the greatest impact on state capitals.15 Some local governments particularly affected by 
such exemptions have begun negotiating with the exempt organizations for payments 
in lieu of taxes (PILOTs).16 

Impact of growth in the service sector According to Bradbury and Ladd, growth 
in employment in the service sector decreases the share of property taxes borne by the 
business sector.17 This is because service firms have a lower investment in property- 
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intensive facilities for manufacturing, warehousing, and transporting finished goods. 
Service-oriented businesses may also receive favorable tax treatment because they are 
generally more mobile than manufacturing firms, so local governments must make 
efforts to stem their emigration to jurisdictions with lower taxes.

Getting to value
One of the most confusing aspects of the 
property tax is the process for establish-
ing taxable value. The following terms 
should be understood:

Market value: The price that a knowl-
edgeable and prudent buyer would agree 
to pay a willing seller in a competitive 
and open market. True market value is 
unknown and can only be estimated.

Sales price: The amount of money (or 
other goods or services) exchanged for 
a property. In legal parlance, sales price 
is often referred to as the consideration 
given for a property.

Appraised value: An estimate of market 
value made by a knowledgeable person 
using appropriate methods. Appraisers 
rely on three basic methods to estimate 
market value:
1. The sales comparison method uses 

data from recent sales as an indicator 
of what buyers are asking and sellers 
are negotiating for settlement prices.

2. The cost method determines property  
values, especially for such unique 
properties or intermediary facilities as 
warehouses, by using the cost of ma-
terials and labor, less depreciation, for 
replicating the structure, plus the value 
of the land associated with the structure.

3. The income method uses the capital-
ization formula [value = (revenues – 
expenses) / rate of return] to deter-
mine the value of income-producing 
property, such as a retail or wholesale 
outlet or industrial plant.

Use (or production) value: An alternative 
basis for establishing appraised value that 
considers the property’s worth given its 
current use (such as a farm) rather than its 
highest and best use (such as a housing 
development).

Mass appraisal: A variation of the sales 
comparison method. Sometimes referred 
to as computer-assisted mass appraisal, 
this method uses statistical modeling to 
replicate the market and provide a basis 
for estimating market value, especially 
for single-family residential properties.

Assessed value: The taxable value (tax 
base) of the property. The appraised 
value is adjusted for partial exemptions 
(such as a homestead exemption) and/
or fractional assessment to establish 
a property’s taxable value. This value 
is then multiplied by the tax rate to 
determine tax liability (TB X TR = TL). To 
protect property owners from excessive 
increases in their taxable values, six states 
cap annual increases in assessed value: 
California at 2 percent; Florida, New 
Mexico, and Oregon at 3 percent; and 
Michigan and Oklahoma at 5 percent.1

Acquisition value: A new valuation stan-
dard, introduced by Proposition 13, in 
which appraised and assessed values are 
recalibrated only when a real property 
sells. Florida and New Mexico limit the 
use of this valuation standard to single- 
family residences; the standard sets 
appraised value at a property’s selling 
price and then benchmarks the capped 
annual increases in assessed value to this 
new appraised value.

Equalized value: An adjustment to 
assessed value, often made by a state 
agency, to bring assessments into closer 
conformance with a common state-
wide assessment ratio. In states where 
the formula for allocating funding for 
public education includes a factor for the 
taxable value of property in the school 
district, equalized values ensure equity in 
the allocation of that aid.

1 Terri A. Sexton, “The Property Tax Base in the United States: Exemptions, Incentives, and 
Relief,” Assessment Journal 10 (Fall 2003): 6.
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In sum, the tax burden on residential owners does decline significantly as the per 
capita amount of commercial and industrial property increases. However, tremendous 
diversity exists among local governments in how they allocate the burden between the 
residential and business sectors. Local governments seem to allocate this burden so as to 
maximize their competitive position relative to other governments.

Benefits of the property tax to the budget process
Despite a lengthy list of disadvantages, the property tax continues as a mainstay in the 
revenue structures of most local governments, probably because of its capacity to adapt 
to the preferences and needs of different interest groups. For example, local governments 
can target tax relief to groups considered deserving while they shift more of the tax 
burden to sectors with a greater ability to bear it. On the other hand, the property tax 
abatement provides a discretionary incentive that local governments can use to attract 
business investment.

From a strictly fiscal perspective, the property tax has many advantages that make it a 
likely permanent fixture in local revenue structures.  Among these advantages, it

• Provides a stable source of revenue

• Reaches nonresident property owners who benefit from local services

• Finances property-related services, such as police and fire protection, and the con-
struction of publicly owned infrastructure, such as streets, curbs and sidewalks, and 
storm drainage systems

• Is difficult to evade, making collection and enforcement easier for local governments

• Enables local governments in the United States to achieve their unique form of 
autonomy from state and federal control, thereby forestalling centralization of power 
at higher levels of government.

Provides a stable source of revenue
The primary reason for the property tax’s continued importance to local government 
is the reliable flow of revenue it provides during the budget period, although that rev-
enue will vary from one budget period to another, depending on the frequency with 
which property is reevaluated and on changes in the local real estate market. Other 
taxes, such as sales and income taxes, and even nontax revenues have greater income 
elasticity, causing their yields to fluctuate more dramatically with changes in the local 
and national economies. Governments that depend more heavily on the property tax 
are less vulnerable to midyear revenue shortfalls precipitated by changing economic 
conditions. 

Reaches nonresident property owners
A related merit of the property tax, from a local government perspective, is its exportabil-
ity to nonresidents who benefit from local services yet escape the local sales or income 
tax. Exportability depends primarily on the nature of the demand for a product or 
service. When there are few substitutes for a good or service and consumers’ purchases 
are relatively unaffected by price fluctuations, the tax burden shifts forward. The more 
sensitive consumers are to price changes, or the more there are available substitutes that 
are not subject to the tax, the more the burden shifts backward to owners.  The prop-
erty tax can shift the tax burden (especially on income-producing property) forward 
to nonresident consumers through higher prices or backward to nonresident owners, 
such as stockholders, through lower profits. In a 2011 study, the Texas state comptroller 
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estimated that 23.9 percent of the property taxes levied by that state’s school districts 
were exported to out-of-state taxpayers, with the remainder borne by in-state property 
owners.18

Finances property-related services

The property tax recaptures for the community some of the increase in property value 
created by government-provided services. For example, assume that two towns have 
exactly the same population characteristics and spending levels, but one spends twice as 
much on police protection as the other and has half the crime rate. Other things being 
equal, property values will be higher in the town with the lower crime rate. Through 
the property tax, property owners return to the local government some of the value 
that its services have created, giving the tax a benefits-received component.  A familiar 
example of this phenomenon is seen in the variations in housing values created by the 
differences in the quality of public schools. The property tax is unique in its capacity to 
recoup government-created increases in property value.

Is difficult to evade

Tax levies on real property, which are now estimated to make up 85 percent of the prop-
erty tax base, are secured in most states by an automatic tax lien on the property. If the 
owner fails to make timely payment, the local government can seek a court judgment 
foreclosing on the lien and then sell the property for back taxes, penalties, and interest. 
Compared with collection rates for other taxes, those for the tax on real property re-
main high—usually 92–96 percent of the current levy.  Although collection is still legally 
complex, the automatic lien and the impossibility of obtaining a mortgage without its 
removal greatly simplify the eventual recovery of the 4–8 percent of the levy that is 
delinquent.

Promotes local autonomy

The property tax is the only tax levied in all fifty states. (Five states levy no sales tax, 
and seven states have no personal income tax.) At the local level, the fact that the tax is 
on relatively immobile assets means that more than one government can tax the same 
property while maintaining political autonomy from overlapping local governments. 
Counties, cities, school districts, and a host of special districts all coexist as overlapping 
governments, and each taps into the property tax base.

More important, the property tax has effectively become the domain of local govern-
ments, which strengthens their autonomy from state control. David Brunori and Michael 
Bell note that “no other source of revenue can ensure local government autonomy.  And such 
autonomy has been a critical factor in American government since the beginning of the 
republic.”19 According to Glenn Fisher, one of the foremost authorities on the property tax, 

It is clear that the tax had one feature that was of great importance in explaining its devel-
opment and growth: it was ideally suited to financing local government in a large, develop-
ing, diverse country populated by people with a very strong sense of independence and a 
very great distrust of centralized bureaucracy. . . . Local government, as it developed in the 
United States, could not survive without the property tax.20

Analyses of the impact of Proposition 13 on local government autonomy in Cali-
fornia provide the most compelling evidence of the property tax’s role in intergovern-
mental relations. These studies show that Proposition 13 (1) shifted power from local 
governments to the state, (2) slowed but did not halt increases in spending, and (3) limited 
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the mobility of homeowners, especially owners of higher-priced residences, as a result of 
the assessment provisions in state law.21 Because property taxes provide a much smaller 
share of total state and local revenues, California now subsidizes its local governments 
using revenue from the more volatile income and sales taxes and giving rise to an end-
less cycle of booms and busts in its budget.

In summary, the property tax has proven remarkably resilient and capable of being 
tailored to local interests, and it survives as the most prominent source of revenue in local 
government primarily because of its stability and the ease with which it can be enforced.

The property tax cycle
Because the property tax, unlike most other taxes, falls on the value of wealth, the gov-
ernment must determine the taxable value of that wealth—a task that greatly compli-
cates administration of the tax. Figure 3–2 depicts the three phases of the property tax 
cycle: appraisal, assessment, and collection.

Figure 3–2 Phases of the property tax cycle  

Appraisal determines the value of 
property for tax purposes, using 
legally specified standards of 
valuation.

• Taxable and tax-exempt property are 
discovered.

• Legal owners and taxable site of 
property are identified.

• Property is appraised on the basis 
of use and estimated value as of the 
appraisal date.

• Property owners are notified of 
changes in appraised value.

• Appeals from property owners are 
heard by independent board of review.

• Adjustments to appraisals are reviewed 
and approved by board and appraiser.

• Final certified appraisal roll is 
prepared.

Assessment adjusts appraised value 
to determine the taxable value of 
property.
• Appraised value is multiplied by 

assessment rate (or ratio) to determine 
assessed value.a

• Assessments are equalized by state 
agency to the same percentage of full 
value across jurisdictions.a

• Assessed value is adjusted for partial 
exemptions, such as homesteads.a

• Truth-in-taxation notices are prepared 
and published.a

• Public hearing is held on proposed tax 
rate and/or budget.

• Tax rate(s) is(are) set by governing 
board.

• Rate(s) is(are) certified as being within 
legal limits.a

• Tax roll is prepared and certified.

Collection involves the preparation 
and distribution of tax notices to both 
current and delinquent taxpayers.

• Tax bills are prepared and mailed to 
owners of record.

• Lien is attached to property to secure 
payment of taxes, penalties, and 
interest.

• Current tax payments are received, 
credited, and distributed.

• Unpaid taxes become delinquent after 
due date.

• Delinquent-tax roll is prepared.
• Delinquent-tax notices are prepared 

and property owners are notified.
• Court order is sought to foreclose on 

lien on outstanding delinquencies.
• Property is sold at a public auction for 

payment of back taxes, penalties, and 
interest.

a Not performed in all states.
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Appraisal

The appraisal phase begins with the identification and valuation of all taxable property 
in a jurisdiction and ends with the preparation of an appraisal roll, which lists the owner 
of each property, along with the property’s legal description and appraised value. State law 
typically specifies a particular date, such as January 1, as the date to which all appraisals 
are pegged and on which legal ownership is established. The owner of the property on 
the appraisal date is legally liable for the tax, regardless of whether the property is subse-
quently sold.

State law usually defines the basis for appraising property for tax purposes. In most 
states that basis is an estimate of the property’s fair market value. However, there are signifi-
cant deviations from this standard. For example, in California, the post–Proposition 13 basis 
is either the selling price (acquisition value) of the property or its 1975–76 appraised 
value if the property has not sold since ratification of the amendment. Starting from this 
basis, county assessors may annually increase real property appraisals by no more than 
2 percent or the consumer price index, whichever is less. Whenever a property sells, 
the purchase price becomes its new appraised (and assessed) value, creating a higher tax 
liability for home buyers, including first-time buyers, and for businesses moving into 
or relocating within the state. Curiously, property transferred within a family across 
generations retains its original value plus, of course, the annual 2 percent adjustment. 
A number of studies have documented the significant inequities and adverse economic 
effects over the long term that such a valuation scheme introduces.22

Both Florida and Michigan have adopted this acquisition basis of appraised value, 
capping annual increases in assessments at the rate of inflation or at 3 percent in Florida 
and 5 percent in Michigan, whichever is less. Unlike California, however, Florida and 
Michigan apply caps only to the principal residences of homeowners.

As might be expected, state laws vary considerably in defining how appraisals are 
done; variations include (1) the level of local government responsible for appraisal 
administration, (2) the frequency of reappraisal, and (3) the state’s role in ensuring pro-
fessional standards of appraisal. Because it directly affects allocation of the tax burden in 
a jurisdiction, property appraisal is a politically charged task. However, as it is a matter of 
expert judgment, it should be removed from the political arena.

Administration of appraisals County governments are the ones most frequently 
assigned the task of administering appraisals, although New England states tend to give 
the task to cities and towns. Maryland is the only state that places that responsibility in a 
state department of assessments and taxation.23 In Montana, the county assessor is a state 
employee, and the state provides all the funding for the assessor’s office.

Texas has made the greatest effort to remove appraisal from the political arena: it 
created 253 countywide appraisal districts charged with the responsibility for valuing 
property in the district. While their boundaries are coterminous with counties, central 
appraisal districts (or CADs) are politically and administratively self-governing. Each 
CAD is governed by a board of directors appointed by local governments levying a 
property tax in the district, and each annually prepares an appraisal roll for its taxing 
jurisdictions. Local governments in the CAD then use this roll to develop their certified 
tax rolls.  Appraisal districts receive their funding through service charges on the local 
governments they serve.

Property tax experts recommend that appraisal administration be centralized at least 
at the county level, with state oversight to ensure consistency in assessment adminis-
tration. Centralization provides greater economies of scale and more efficient use of 
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limited professional staff.24 Only one appraisal for tax purposes should be done for each 
property.  A few states still permit overlapping taxing jurisdictions to prepare separate 
appraisals, which confuse taxpayers and are an inefficient use of administrative resources.

Frequency of reappraisal Reappraisal poses a major political problem for state 
and local legislators because taxpayers anticipate that their tax burden will increase.  An 
increase in taxable value, without a concomitant reduction in the tax rate, leads to a 
higher tax liability. However, frequent reappraisal prevents large shifts in the tax burden 
across classes of property and, depending on the frequency, also prevents large increases 
in individual appraisals. The result is increased equity in the allocation of the property 
tax burden.

Out-of-date appraisal records, such as land maps and property descriptions, increase 
the cost of reappraisal, so more frequent reappraisals are generally less costly to adminis-
ter. Local governments are advised to reappraise all property at regular intervals and real 
property at least once every three years. Most states require reappraisal of property at 
least once every five years; however, eight states have no frequency requirements.25

Most states also require that property owners be notified by mail of any changes in 
appraised and assessed values and be given an opportunity to appeal the revaluation. 
States usually assign the task of hearing appeals to an independent board of review. 
North Carolina assigns it to the county board of commissioners; Illinois creates a 
separate board of review in each county. In addition, taxpayers should have access to 
appraisal information on comparable properties. Illinois requires each county assessor to 
list in a newspaper the appraised value of each property in the county.

State involvement in appraisal With the exception of Delaware and Hawaii, all 
state governments assume some role in overseeing local appraisal practices.26 State in-
volvement, which is critical to the long-term improvement of appraisal quality, must be-
gin with state-provided in-service training and certification of local appraisers.  At least 
twenty-eight states require certification of the chief local appraiser, and twenty-five re-
quire certification of all local appraisal staff.27 States should also provide local tax offices 
with technical assistance, such as manuals on appraisal law and practice, maps, computer 
software, forms, and readily accessible technical or legal advice. For railroad and utility 
properties, which are difficult to appraise, the task of valuation is almost always assigned 
to a state agency, with the taxable value then allocated among local governments.

State governments must enforce a professional standard of quality, either indirectly 
through interjurisdictional equalization or more directly through challenging valuations, 
adjusting local appraisals, or assuming responsibility when inequities exceed acceptable 
limits. State involvement in promoting more professional appraisal practices is critical to 
improving the quality and equity of local appraisals.

Assessment
Assessment involves making adjustments, such as partial exemptions or fractional as-
sessments, to a property’s appraised value to determine its taxable value.  A property’s 
assessed value provides the basis on which the tax burden is distributed among property 
owners.  Variations among state practices are greatest in this phase.

The assessment phase begins with the appraised value of each property being multi-
plied by the statutory assessment ratio, which is the principal adjustment in this phase. 
At least twenty-one states and the District of Columbia nominally require full-value 
assessments; that is, assessments cannot be at a fraction of appraised value.28 The 
remaining states generally sanction fractional assessments. For example, if property is 
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assessed at 33.3 percent of its value, a property with an appraised value of $100,000 has 
an assessed (or taxable) value of $33,300.  Additional adjustments, such as a homestead 
exemption, are usually applied after the adjustment for fractional assessment, lowering 
the taxable value even further.

Fractional assessment is generally introduced when a long-delayed reappraisal would 
otherwise result in a sudden jump in appraised values and when a shift to full-value 
assessments would prompt considerable anger among taxpayers. However, evidence and 
experience show that appraisal equity improves significantly when governments use 
the full-value standard. In their review of assessment practices, John Bowman and John 
Mikesell conclude that property tax administration is most uniform when assessment 
ratios are high—that is, at or near 100 percent—and applied with regularity.29

Texas’s experience is instructive. In 1981, the state implemented a previously ratified 
constitutional amendment abolishing fractional assessments and empowering the State 
Property Tax Board to monitor the progress of CADs toward achieving full-value and 
more uniform assessments. In 1985, the 253 CADs achieved a statewide median assess-
ment ratio of 0.90, with an overall coefficient of dispersion of 18.49. (The greater the 
coefficient of dispersion, the less uniform the assessments are relative to value.) That 
is, on average, the reported taxable value of property was at 90 percent of its estimated 
(appraised) value. By 2009, these statewide measures had improved to 0.99 and 13.71, 
respectively—a remarkable administrative accomplishment and a testament that quality 
assessment practices can be achieved even in volatile real estate markets.30 Additionally, 
Texas state law requires CADs to reappraise real property at least once every three years 
and personal property annually.

In addition to Texas, North Carolina and Kentucky, among other states, provide 
evidence that full-value assessment can be achieved without creating a taxpayer uprising. 
The keys to success include preventing local governments from reaping revenue wind-
falls from reappraisal (through either full disclosure or a tax freeze), keeping taxpayers 
fully informed of the reappraisal process, sustaining a regular cycle of reappraisal, and 
compelling local governments to move toward a full-value standard.

Another tax relief measure benefiting homeowners is assessment caps.  As a way 
of cushioning the impact of rising market values, at least nineteen states now limit 
increases, following reappraisal, in the assessed value of residences.31 Such caps benefit 
property owners in real estate markets where property values are rising rapidly. Unfor-
tunately, higher-valued properties tend to increase more rapidly in value, and any cap on 
assessed values differentially favors these property owners over other taxpayers.  Assess-
ment caps not only introduce unfairness but also create vertical inequity to the extent 
that a household’s financial ability to pay its taxes is correlated with property value.

Collection

Collection focuses on two sources of revenue: current taxes and delinquent taxes. The 
more successful a government is at collecting the first source, the less need there is for 
collecting the second.  As a general rule, local governments responsible for collecting 
property taxes should achieve at least a 95 percent collection rate on the current levy. 
That is, no more than 5 percent of the current levy should become delinquent.

Level of compliance depends primarily on local economic conditions, especially 
the unemployment level, and on the aggressiveness of the collection effort. The role 
of the tax collector requires professionalism and a balance of fairness and firmness. 
The accompanying sidebar lists strategies for improving current and delinquent tax 
collections.



66 The Property Tax

Collecting current taxes The design of the tax statement is a key factor in improv-
ing the current collection rate.  A well-designed statement clearly identifies the amount 
due, the basis for determining tax liability, and the penalties and interest charges for late 
payment. Some governments send tax invoices electronically to reduce printing and 
mailing costs and to provide more timely notice to taxpayers. State laws usually define 
the information that must be provided on the statement, but within those guidelines, 
governments can exercise discretion in bringing taxpayers’ attention to the amount due 
and the due date. Figure 3–3 is a sample tax statement for the overlapping taxes of a city, 
school district, and county.

Some governments offer discounts for early payment, but the effectiveness of this 
approach is doubtful given the unattractive discount rates that local governments are able 
to offer.  A more effective measure is to mail or e-mail a reminder notice to taxpayers 
two to three weeks before the due date.  While this increases collection costs, govern-
ments generally find the improved collection rates well worth the effort.

Another means of improving current collections is to build goodwill through more 
convenient collection methods, such as an online payment option and extended office 
hours during peak collection periods. If it is legally possible, the tax collector should 
accept partial payment, with the unpaid balance subject to penalties and interest. Formal 
provisions should also be developed for hardship cases.

Collecting delinquent taxes The collection of delinquent taxes begins with the 
preparation of a delinquent taxpayer roll. Some states, such as Kansas, require the tax col-
lector to publish in a newspaper the names of delinquent taxpayers and the amount owed.

Convincing taxpayers that they will eventually have to pay back taxes is critical to a 
successful delinquent-tax collection program. Once the due date passes, the tax collector 
should immediately send delinquent individuals a reminder that taxes are past due. Gov-
ernments may use the same form as is used for the current tax statement but with pen-
alties and interest added. Each successive contact with the taxpayer should increase in 
intensity and urgency. For example, if there is no response to a letter asking the taxpayer 

Strategies for improving property tax collection

Current taxes

• Use well-designed tax statements.
• Mail reminder notices two to three 

weeks before taxes are due.
• Keep taxpayer records current, 

especially mailing addresses.
• Build taxpayer goodwill through more 

convenient collection points and office 
hours.

• Apply penalties and interest rates that 
discourage delinquent payment. 
 
 
 

Delinquent taxes

• Pursue delinquencies immediately 
and aggressively.

• Increase the intensity and urgency of 
each successive notice to delinquent 
taxpayers.

• Use discretionary powers, such as 
setoff provisions.

• Contract out delinquent collections to 
a law firm or collection agency.

• Publish in a newspaper names of 
delinquent taxpayers and the amount 
owed.

• Use small-claims court for minor 
delinquency cases.
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to contact the tax collection office, a letter should be sent by certified mail specifying 
the legal measures that will follow to collect overdue taxes.  A payment plan can usu-
ally be worked out except in cases of bankruptcy, cases in which a taxpayer cannot be 
located, and cases in which taxable assets have been removed from the jurisdiction.

Local governments now include a setoff provision in their contracts to withhold 
payment from contractors who owe delinquent property taxes or utility service charges. 
In addition, a growing number of local governments contract out the collection of 
delinquent taxes to law firms specializing in this service, thereby saving the valuable 
time of staff attorneys for other work.  A law firm has the expertise to prepare the legal 
documents and undertake the necessary title search in cases where foreclosure on the 
lien is necessary. Contracting out to a law firm also sends a message to taxpayers that 
the government intends to collect all taxes it is owed. Some states permit an additional 
collection fee to be added to delinquent taxes as compensation for the law firm.  And 
contracting out protects local government staff from appearing to strong-arm delin-
quent taxpayers.

The continued unpopularity of the tax
Even after the passage of Proposition 13, the nearly universal approval by state leg-
islatures of targeted relief—particularly to homeowners, and the nearly universal 
reduction in local dependence on the tax, the property tax ranks along with the 

Figure 3–3 A sample tax statement for the overlapping taxes of a city, school district, and county
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federal income tax as one of the most unpopular taxes with the public. Why does this 
dissatisfaction persist, and what can local governments do to alleviate it? Figure 3–4 
summarizes the sources of irritation with the property tax and some of the remedies 
for reducing taxpayer dissatisfaction.

Property tax relief and issues of fairness and neutrality

Because it is a tax on wealth rather than on income or consumption, the property tax is 
particularly onerous for those who are property rich but cash poor, such as elderly residents. 
And because it falls on capital assets (property) that have not been realized (i.e., sold in 
the market), the property tax is a prime candidate for relief under the “everybody is a 
special case” principle.

One of the goals of tax policy, as discussed in the preceding chapter, is neutrality: The 
less interference by tax policies in the marketplace, the more neutral those policies and, 
by implication, the more productive the market’s operation. Why is neutrality important? 
Taxes, and in particular the property tax, have major implications for the way our econ-
omy functions. State and local tax reform efforts in recent years repeatedly appeal for 
more “business-friendly” tax policies to create more jobs.  Although tax relief violates 
the neutrality principle by creating noneconomic incentives that alter market-based 
optimums, many state-initiated measures of the past decade have been aimed at enabling 
local governments to provide that relief.

Circuitbreaker program A circuitbreaker program provides property tax relief to 
low-income homeowners or renters through a state income tax credit or rebate. With 

Reasons for dissatisfaction Measures to reduce dissatisfaction 
(number of states, if known)

Tax falls on unrealized capital gains, 
making it punitive for those who are 
property rich but cash poor

Circuitbreaker program (33) 
Tax freeze (12)
Tax rate limit (38) 
Homestead exemption (48) 
Tax deferral program (26) 
Split tax roll

Tax is collected in large, lump-sum 
payments

Installment option

Anxiety about reappraisal Full disclosure (13) 
Fractional assessment (29)
Assessment cap (19) 
Classification of property values (24) 
Use-value appraisal (50) 
Acquisition-based appraisal (3)

Inequitable assessment and appraisal Full-value assessment (20) 
More frequent reappraisal
Full-time appraiser
State oversight of local appraisal practices

Figure 3–4 Taxpayer dissatisfaction  
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this program, unlike with other tax relief programs, the state rather than local govern-
ment bears the financial cost of the tax expenditure. The drawbacks of a circuitbreaker 
program are its relatively high cost of administration; its adverse impact on state budgets 
through lost income tax revenue, especially during economic downturns; and the need 
for beneficiaries to file a state income tax return even if they have no taxable income. 
Thirty-three states currently have some type of circuitbreaker program.32 

The amount of relief varies inversely with household income up to a maximum income 
level, after which point relief ceases. To limit the cost of this subsidy, nineteen states target 
their circuitbreaker benefits only to senior citizens, usually defined as homeowners over 
age sixty-five.33 Kansas limits its program to homeowners over age fifty-five who have 
children under age eighteen. Six states—Maryland, Michigan, Minnesota, Vermont, Wiscon-
sin, and Wyoming—extend benefits to all homeowners, regardless of age. Four other states—
Maine, Montana, New Jersey, and New York—use a two-tiered benefit system, with more 
generous benefits going to seniors than to younger citizens. Of the twenty-eight states that 
extend the circuitbreaker credit to renters, all but seven limit tax relief to senior citizens.

Tax freeze and tax rate limit As another approach to tax relief, states can freeze 
the tax base, tax rate, or tax liability. For example, Indiana freezes tax levies in counties 
that adopt a local income tax, but in other counties it freezes only the tax rate.34 Several 
states freeze property assessments, or at least severely limit annual increases in those values, 
which limits the effects of appreciation in property value on tax liability. Twelve states 
freeze the tax liability, usually when homeowners reach age sixty-five.35 Rhode Island and 
Tennessee make the tax freeze a local option. State law in Texas automatically freezes the 
tax liability for school purposes once one spouse in the household reaches sixty-five, but it 
gives cities and counties the option of extending the benefit to their senior homeowners.

Several states now require voter approval to increase property tax rates. Other limits  
restrict the amount of revenue to a percentage of the property tax base, such as the 1 percent 
cap in California (Proposition 13) and the 1.5 percent cap in Oregon. The most com-
mon form of limitation among the thirty-eight states with rate limits is a statutorily or 
constitutionally set maximum tax rate for different types or population groupings of 
local government.36

Homestead exemption A homestead exemption provides tax relief by exempting 
from taxation a fixed dollar amount or percentage of a property’s assessed value. Partial 
exemptions have the important advantage of being easily understood by taxpayers and 
easily administered by local governments.  After a property’s appraised value has been de-
termined, its assessed (or taxable) value is obtained by deducting any partial exemptions, 
such as the homestead. For example, a $5,000 homestead exemption means that a house 
with an appraised value of $100,000 has an assessed value of $95,000.  The owner’s tax 
liability is then determined by multiplying the tax rate (usually in mills or dollars) by the 
property’s assessed value.

Among the forty-eight states with homestead provisions (only Missouri and North 
Dakota offer none), all grant this partial exemption to elderly as well as disabled home-
owners, especially disabled veterans.37 However, among the twenty-four states that 
extend an exemption to homeowners of all ages, the common practice is to grant 
elderly and disabled homeowners higher levels of exemptions than other groups. The 
amount of exemption varies from the first $1,000 of value in Oklahoma to $150,000 in 
Alaska. Homestead programs are often instituted concurrently with statewide reappraisal 
programs to soften the effects of the reappraisal on the homeowners’ tax liability. 
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The economic value of the homestead exemption depends on the level at which 
property is assessed. In states where property is assessed at less than its appraised value 
(i.e., where taxable value is set at some legally specified fraction of appraised value), the 
economic value of the exemption increases. For example, New Mexico assesses prop-
erty at 33.3 percent of value and applies the homestead exemption after application of 
the assessment ratio. Thus, for a house with an appraisal value of $100,000 and a $5,000 
homestead exemption, the following computation applies:

 

Appraised value  $100,000

× Assessment ratio        0.333

          33,300

– Homestead exemption       5,000

Taxable value    $28,300

Organizations of veterans and the elderly are often the most vocal opponents of 
full-value assessments because such assessments reduce the value of the homestead 
exemption.

Tax deferral A fourth approach to relieving the tax burden on lower-income house-
holds is a tax deferral, which, when opted for by the homeowner, delays tax payments 
until the property is sold or the estate is settled. Rather than being a state or local 
subsidy, the deferred portion of the tax is essentially a loan from the local government 
to the property owner. Deferred taxes usually incur an interest charge but less frequently 
a penalty. Currently, twenty-six states and the District of Columbia offer a tax deferral 
program, and in all but three states—Florida, Iowa, and Pennsylvania—the program 
is limited to elderly homeowners.38 Most states also impose a limit on the amount of 
taxes eligible for deferral; the limit is usually pegged to a percentage of the value of the 
property, which serves as collateral for the deferred taxes. Because deferred taxes become 
a lien on the estate, homeowners do not often choose this option.

Split tax roll A growing practice is the use of a split tax roll: taxing single-family 
residential property at one rate and all other property at a higher rate. In 1994 Mich-
igan, as part of its sweeping educational finance reform initiative, basically eliminated 
tax rates set by school districts and in their place introduced a two-tiered rate structure 
levied statewide: 6 mills on all primary residences and 24 mills on secondary homes and 
businesses.39 Municipalities and counties continue to levy their own taxes.  Although 
such a plan reduces interjurisdictional inequities, creating two classes of taxpayers has a 
high likelihood of spawning more classes as taxpayer groups jockey for preferential treat-
ment under the state tax code. The plan also shifts control over school governance from 
locally elected boards to a more distant and centralized state authority.

In an older version of the split tax roll idea, nineteenth-century economist Henry 
George advocated imposing a higher property tax on land values than on improvements 
as a way to encourage more efficient urban development.40 Economists contend that the 
tax discourages landowners from making improvements on their property, a clarification 
that is particularly damaging to declining areas. For example, an absentee landlord has 
little incentive to improve an apartment complex if the result will be a higher tax liability 
and no increase in rental income.  Vacant lots in developed urban areas go undeveloped 
because the expected increase in the land’s value exceeds the cost of the property tax on 
the undeveloped land. Several local governments in Pennsylvania, including Pittsburgh 
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and Scranton, have at various times implemented George’s theories. Typically, tax rates 
on land values are twice those on improvements, which penalizes speculators for leaving 
vacant land undeveloped. Because of their heavy reliance on wage taxes, local govern-
ments in Pennsylvania make relatively moderate use of the property tax, so the use of 
split rates on land development patterns in Pennsylvania has probably had a moderate 
impact.

Payment methods

The general practice among local governments has been to collect the property tax 
annually in one lump-sum payment. This increases the tax’s visibility and may partially 
explain its unpopularity with taxpayers relative to other taxes.

Depending on the turnover rate in a jurisdiction’s housing market, anywhere from 
40 percent to 80 percent of the property tax payments from residential owners are col-
lected from mortgage lenders. Usually these lenders establish an escrow account into 
which each homeowner makes monthly payments against property tax liability.  This 
both reduces the visibility of the property tax for these owners and effectively makes 
their tax liability payable in installments. The problem of lump-sum payments is greatest 
for owners who must pay their tax directly, either because they have no mortgage obli-
gation or because the mortgagor does not require an escrow account.

Most states now permit local governments to collect the tax in smaller, more fre-
quent installments. For example, Pennsylvania gives local governments the option of 
collecting the tax in quarterly installments. Some states, such as Arizona and Maryland, 
require semiannual payments. Local governments in Texas may, at their discretion, adopt 
the split payment plan. The province of Ontario, Canada, provides no statutory limits 
on the number or timing of tax due dates, but local governments must give taxpayers at 
least fourteen days’ notice before taxes are due.

One disadvantage of more frequent payments is that local governments lose interest 
income during the additional time that tax receivables remain outstanding. Other prob-
lems are the increased administrative cost of notifying taxpayers of payment dates and 
the additional accounting required for partial payments. Increasingly, local governments 
are giving taxpayers the option of paying via the Internet with a credit card, an option 
that taxpayers are accustomed to having in the retail market and that thereby gives local 
governments opportunities for creating goodwill and enhancing taxpayer compliance.

Reappraisal

In general, taxpayer concern about property reappraisal will be the greatest where re-
appraisal is done infrequently or at irregular intervals. The longer the intervals between 
revaluations, the greater the inequities that will develop during the intervals and the 
louder the complaints that will be heard from property owners who had benefited from 
undervaluation. However, frequent reappraisal increases the cost of administering the 
tax. Moreover, in a period of rapid appreciation in property values created by inflation 
or a population increase, frequent reappraisal may not reduce taxpayer concern, as was 
the case in California prior to Proposition 13.

Full disclosure Reappraisal usually leads to increases in taxable value. If the tax rate 
remains unchanged, taxpayers will incur higher tax liabilities. To protect taxpayers and 
prevent the local government from reaping a windfall that taxpayers have not approved, 
some states require a full-disclosure procedure, sometimes known as truth in taxation 
or truth in millage. Essentially, full disclosure does for the property tax what indexing 
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of the marginal tax rates does for state and federal income taxes. Full disclosure shifts 
responsibility for increases in the tax levy away from reappraisal (and the appraiser) and 
onto the tax rate (and the legislative body responsible for setting it).

Full disclosure originated in Florida in 1971 and is now used in thirteen states.41 
Although state statutes vary widely in the specifics, full disclosure involves three steps:

1. Each taxing jurisdiction determines a tax rate that will yield the same tax levy 
produced in the preceding year. In a jurisdiction where taxable property values are 
increasing, this rate, called an effective or constant yield rate, will be lower than the 
preceding year’s rate. (All states exclude voter-approved debt from the computations.)

2. The effective rate is published in a local newspaper. (In Florida and Utah, individual 
notices are mailed to property owners along with an estimate of the owner’s tax 
liability.)

3. The taxing jurisdiction then adopts a tax rate that will generate sufficient tax reve-
nues to balance the current operating budget, and it advertises or individually notifies 
property owners of the percentage difference between the final rate (or levy) and the 
effective rate. Kentucky and Texas authorize citizens to petition their local govern-
ments for an election to roll back extraordinarily large increases in tax rates (above 
4 percent in Kentucky and above 8 percent in Texas). 

Figure 3–5 is a sample notice used by Florida’s local governments to explain how 
proposed property tax changes will affect citizens and to notify citizens about the time 
and location of the public hearing where the proposed budget will be discussed.

Fractional assessment and assessment cap Two approaches aimed at constrain-
ing increases in assessments—the fractional assessment and the cap on increases—have 
provided momentary relief for taxpayers but almost always at the expense of horizontal 
equity in the property tax burden.  Assessing property at less than 100 percent of appraised 
value, which often arises because of infrequent reappraisals, creates an illusion of con-
straining the tax but in fact reduces the accountability of the assessment process with 
property owners. 

Capping assessments, as previously noted, takes several forms. But, again, assessment 
caps both introduce horizontal inequity and create vertical inequity as a household’s 
ability to pay is correlated with the value of its property.

Property classification Whereas a split tax roll always targets tax relief—often for 
homeowners—through the use of differential tax rates, classification of property is 
more closely associated with providing tax relief on the heels of a reassessment. Classi-
fication involves grouping real property by type (e.g., single-family, multifamily, com-
mercial, industrial, vacant land) and then treating each type differently through the 
application of either a different assessment level, which is the case in nineteen states, 
or a different tax rate, which is the case in Hawaii, Kentucky, New Hampshire, South 
Dakota, and West Virginia.

Where revaluation is done infrequently or enforcement of a uniform assessment 
level is lax, residential property generally has lower assessment ratios than nonresidential 
property, and a reappraisal will shift the tax burden back onto owners of single-family 
homes. Some states use classification to legitimize the favorable level of assessment given 
de facto to residential property. In almost all cases, classification grandfathers a situation 
created by negligent appraisal practices.

When considering the adoption of a classification system, state legislatures must 
address two issues. The first is the number of classes to create. Of the twenty-four states 
and the District of Columbia that classify property, most designate from two to four 
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Figure 3–5 Notice used by Florida local governments to announce proposed property taxes and 
public hearings

classes. Missouri law specifies three classes of real property, each assessed at a different 
fraction of appraised market value: residential (19 percent), agricultural (12 percent), and 
income-producing property (32 percent). Because political rather than economic crite-
ria are the basis of all state classification policies, residential and agricultural property are 
almost always the most favored classes. Unfortunately, once the practice of classification 
is introduced, political pressures build to create even more classes. For example, Minne-
sota began with just four classes in 1913 but now has possibly more than one hundred 
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classes, creating an administrative nightmare for tax assessors and a patchwork of assess-
ments of doubtful fairness to taxpayers.

The second issue concerns the degree of differentiation among the classes. Missis-
sippi assesses residential property at 10 percent, all other real and personal property at 
15 percent, and state-appraised utility property at 30 percent of its value. Montana has 
at least thirteen classes of property, with assessment ratios ranging from 3 percent to 
100 percent of market value. (It assesses coal reserves at 100 percent of value as a way to 
export the tax burden.) No economic criteria guide these decisions, only the relative 
political power of affected groups.

Use value appraisal Like classification, use value (or production value) treats par-
ticular types of property more favorably, especially those that are adversely affected by a 
reappraisal. Use-value appraisals, first adopted by Maryland in 1960, give preferential 
treatment to farmland and open spaces by basing the value of the property on its cur-
rent use rather than on its best possible use or market value. The intent of this approach, 
now used for some types of agricultural land in all fifty states, is to reduce the adverse 
impact of reappraisal on farmland surrounding urban areas, where the potential for 
future development causes land values to appreciate rapidly.

Most states impose penalties if the property’s use is changed once it has been classi-
fied and valued as farmland. Some states enter into contracts with owners of agricultural 
property, restricting land use in return for appraising the property at its production 
value.  While the intention is to protect farmers from the adverse effects of urban 
growth, owners can abuse the approach by holding their land for future development 
while keeping it in farm production to qualify for the tax break.

Acquisition-based appraisal As noted earlier, Proposition 13 ushered in acquisition- 
based appraisal, a new basis for valuing property now used in California, Oregon, and 
Georgia (local option). Not only are annual assessment increases capped in these states 
(3 percent in Oregon and the lesser of 2 percent or the consumer price index in Cali-
fornia), but property is reappraised only when it sells. Such skewed valuation standards, 
as has also been noted earlier, interject significant and economically destructive inequi-
ties and inefficiencies that eventually drag down a state’s economic growth and discour-
age new business investment.

Equity

Appraisal equity within a taxing jurisdiction is gauged by the intra-area coefficient of 
dispersion (CD), which measures the average deviation in assessment levels from the 
median level of assessment. Higher CDs imply greater dispersion and thus greater levels 
of inequity in appraisal practices.  A CD equal to zero implies perfect appraisal equity; 
that is, all properties in a jurisdiction within each appraisal class, if applicable, are ap-
praised at the same percentage of market value of that class.

Inequitable tax appraisals most commonly arise from (1) state laws that permit assess-
ments at a fraction of appraised value (less than full-value assessments), (2) infrequent 
and irregular revaluations, (3) the absence of qualified personnel to perform appraisals, 
and (4) the absence of state oversight to enforce uniform professional practices. Research 
confirms that these factors, especially the first three, are associated with poor-quality 
appraisals.42 Because they are more easily understood and scrutinized by property owners 
than fractional assessments, full-value assessments provide assessors with less opportunity to 
“bury their mistakes.” The same study also found that local governments in Virginia that 
undertook more frequent reappraisals had lower appraisal errors (CDs) than governments 
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that undertook reappraisals less frequently. Similarly, governments with full-time appraisers 
had lower CDs, which implies that a full-time professional staff devoted solely to property 
valuation contributes significantly to reducing appraisal inequities.

Although not addressed by research, it would seem that state oversight of local valua-
tion practices should lead to greater uniformity in assessment levels.

Conclusion
Several significant trends are now apparent in the role and character of the property tax:

• During the last three decades of the previous century, the property tax declined in 
importance as a source of revenue for counties and municipalities with a leveling off 
in its importance since 1997.

• The property tax base is increasingly dependent on real property, and residential 
property represents a growing share of the real tax base. That base is increasingly a tax 
on property that is easiest to discover and appraise and has the greatest potential for 
appreciating in value.

• Growth in the property tax base has been greatest in cities with higher levels of 
economic activity.

• The decline in manufacturing and the growth in service industries have not reduced 
the amount of potential business property subject to taxation. Local governments 
exercise wide discretion in how they allocate their property tax burden between 
residential and business property owners, and they appear to do so to maximize their 
competitive position with respect to other local governments.

The property tax survives despite its unpopularity with taxpayers because it (1) provides 
a stable source of revenue for local governments; (2) is exportable to absentee property 
owners; (3) is equitable to the extent that the benefits from the public services funded by 
the tax are rolled into higher property values and thus higher tax liability; (4) has several 
administrative advantages, including the difficulty of evading the tax, especially on real 
property; and (5) is largely a locally levied tax in the United States, which helps promote 
the political autonomy of local governments. One fact remains clear: the property tax is 
remarkably adaptive to the political machinations of the day. It is because of that adapt-
ability that the tax survives—and even thrives in some states.
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1. Which of the following is not true of the property tax?
 a. It falls on unrealized capital gains.
 b. It is a tax on wealth.
 c. Liability is capitalized into property value.
 d. It provides an easy mechanism for balancing local government budgets.
 e. None of the above.

2. The property tax has a benefits-received component. True or false?

3. Which of the following do not undermine the integrity and accuracy of the property tax? (Circle 
all that apply.)
 a. Fractional assessments
 b. Circuitbreaker credits
 c. Split roll  
 d. Cap on appraisals
 e. None of the above

4. One economic consequence of the property tax is that it encourages disinvestment in 
deteriorating areas. True or false?

5. Classify each of the following types of property as either real (R), personal-tangible (PT), or 
personal-intangible (PI):
 a. Inventory
 b. Timber
 c. Apartment building
 d. Certificate of deposit
 e. Company car
 f. Duplex

6. An example of a partial exemption is a
 a. Homestead exemption
 b. Circuitbreaker
 c. Senior citizen tax freeze
 d. Use-value appraisal.

7. Which of the following is not a measure of the quality of appraisal performance?
 a. Coefficient of dispersion
 b. Sales-assessment ratio
 c. Median ratio
 d. Collection rate

REVIEW QUESTIONS
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8. In the truth-in-taxation process, rank the following in the correct order of occurrence.
 a. Rollback election
 b. Notification rate
 c. Public hearing on proposed tax increase
 d. Newspaper ad on effective tax rate
 e. Adoption of final tax rate and budget ordinance
 f. Computation of effective tax rate

9. Tax lien refers to a legal claim that automatically attaches to the title of a property as a claim on 
all current and delinquent liabilities. True or false?

10. Which of the following concepts is associated with property tax collections? (Circle all that apply.)
 a. Split payment
 b. Collection rate
 c. Taxes receivable
 d. Tax lien
 e. Tax deferral
 f. Delinquent tax

11.  What is the justification for exempting nonprofits from paying local property taxes? What are the 
long-term effects to the property tax base? Several local governments have begun demanding 
payments-in-lieu-of-taxes (PILOTs) from large private universities and hospitals. Should all 
nonprofits be required to pay PILOTs? Why?

12.  One of the most common tax relief measures is the homestead exemption for senior citizens, 
veterans, and disabled citizens. What is the justification for such exemptions? What are their 
long-term effects on the property tax base? What are some alternative methods for providing 
relief that avoid adverse effects to the tax base?

13. The state legislature is giving serious consideration to capping annual increases in taxable 
value of property at 5 percent. As with any policy proposal, there are intended and unintended 
consequences of such a change. What is the intended purpose of the cap? What are the 
unintended consequences? In both cases, discuss the implications of the policy consequences 
on equity, neutrality (or economic efficiency), and administrative/compliance costs.

REVIEW QUESTIONS
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An invasion of armies can be resisted, but not an idea 
whose time has come.

– Victor Hugo

Other tax revenue

4

In addition to the property tax, other sources of revenue available to local govern-
ments are consumption taxes and income-based taxes. Consumption taxes are of 

two types: the general sales tax, which is levied on a broad range of goods and services 
sold at the retail level, and excise taxes, each of which is levied on a specific product 
or service under separate statutory authority that establishes the base and rate. Some 
excise taxes, such as those on gasoline and other motor fuels, are earmarked for uses 
that benefit the consumers of the good or service being taxed, making them a benefits- 
received tax. It is not uncommon for some goods, such as tobacco products, to be 
subject to both an excise tax and the general sales tax.

Consumption taxes distribute the cost of local government services according to 
spending levels of individuals and businesses. In most cases, vendors merely collect the 
tax from consumers on behalf of the state or local government. However, the actual 
legal relationship is more complex in state law, depending on whether the tax is on 
vendors as a business privilege levy, on consumers as a consumption levy, or on some 
combination of the two.

Income-based taxes differ depending on who is legally liable for the tax. The personal 
or corporate income tax is a liability of the person or business receiving the income, 
whereas the payroll tax—for example, the employer’s portion of the federal tax that 
supports Social Security (i.e., the FICA tax)—is a liability of the employer prior to dis-
tribution of income to employees. 
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Consumption taxes: The sales tax
Next to the property tax, the general sales tax has become the most important tax 
source for local governments, and it remains the option of first choice for tax diversifi-
cation. Nearly 9,600 local governments across the United States now levy a general sales 
tax;1 its use is most widespread in the Midwest. Counties have also increased their use of 
the tax, with more than 1,500 jurisdictions now collecting it. 

The most important reason for its relative popularity is that the sales tax is collected 
in small increments over a large number of transactions.  Another reason is that legis-
lative authorization is now almost always couched in terms of providing property tax 
relief, especially to residential property owners. Some states go to unusual lengths to 
ensure that local sales tax revenues will be used for this purpose. For example, the Texas 
legislature authorizes counties not served by a public transit district to levy a 0.5 percent 
optional sales tax but specifies that such revenue be held in escrow and used only to 
replace revenue lost through a reduction in those counties’ property tax levies.

Along with enabling governments to tax a broad range of consumer goods and ser-
vices, the local sales tax expands the number of persons and businesses subject to local 
taxation by reaching nonresidential shoppers, who do not pay a property tax but who 
benefit from local services. By reducing dependence on federal and state aid, it also 
increases local government autonomy, giving local managers added flexibility in financ-
ing their operating and capital budgets.

A sales tax is almost always adopted in tandem with a use tax.  A jurisdiction levies 
a use tax on items purchased in another jurisdiction but brought back into the taxing 
jurisdiction. Liability for the use tax is on the buyer, not the seller. In theory, use taxes 
protect retailers in the taxing jurisdiction by discouraging consumers from making their 
purchases outside the jurisdiction simply to avoid its sales tax. Enforcement of use taxes, 
however, is effective only in cases where governments maintain records of ownership, 
such as when a vehicle’s registration is transferred from one state to another. The issue 
of enforcement has assumed greater attention nationally with the advent of Internet 
purchases and the trend toward national and even international marketing by vendors 
through online sales.

The evolving role of the local sales tax
Several characteristics affect the role of the general sales tax in local government revenue 
structures:

• Once one level of local government gains access to the tax, political pressure builds 
to extend authority to other levels. Typically cities are the first to receive such autho-
rization, followed by counties and then special districts, especially public transit, fire, 
and hospital districts.

• The growth of Internet sales has complicated the ability to determine liability for the 
sales (or use) tax and to collect that tax from vendors located in another state or even 
outside the United States. 

• Tax rates tend to migrate upward as local governments face growing expectations for 
services and limitations on other revenue sources, particularly the property tax.

• Because the sales tax base is more responsive to economic growth than other tax 
bases, local governments have become increasingly dependent on it.

• Revenue yields from the sales tax are procyclical (i.e., they are income elastic, 
expanding and contracting with the business cycle), increasing the likelihood of 
midyear budget shortfalls for local governments whenever the business cycle turns 
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downward. The more dependent a local government is on the tax, the more vulnera-
ble its operating budget is to the ups and downs of the business cycle.

Local government access to the general sales tax In most cases, state enabling 
legislation is required to levy a local sales tax, although municipalities in Colorado, Illinois, 
and North Dakota rely on their home rule powers while those in Alabama and Arizona 
derive their authority from business licensing powers.2 When first authorizing the adoption 
of local sales taxes, states tend to begin with only one level of local government—often, 
selected cities or counties. With time, as the tax gains acceptance politically and administra-
tively, states expand authorization to all cities and/or counties; some states even authorize 
that revenues be shared locally among cities and counties and sometimes special districts.

Currently, thirty-three states authorize a local sales tax: twenty-nine authorize their 
municipalities (cities and/or towns) to levy the tax, and twenty-eight authorize their 
counties to do so.3 Three states—Nebraska, North Dakota, and South Dakota—still give 
municipalities exclusive access to the tax; five states—Georgia, North Carolina, Ohio, 
Wisconsin, and Wyoming—give counties exclusive access.4 Local sales taxes are virtually 
nonexistent, however, in the Northeast with the notable exception of New York.

Ten states authorize their transit authorities to levy the tax. Three states—Georgia, 
Iowa, and Louisiana—allow school districts to levy the tax, although several states now 
link their county levies to school funding. Most Georgia counties redistribute the revenue 
to their schools; Iowa also makes extensive use of a voter-approved countywide tax for 
infrastructure improvements in school districts. North Carolina, which has designed one 
of the most equitable and economically neutral local sales tax policies, requires that reve-
nue from the county tax be allocated to cities on a pro rata share of population or assessed 
value, a formula that greatly reduces intergovernmental competition for the tax base. 

Since local option sales taxes were first introduced in the 1930s, their popularity has 
spread and their use has increased. Cities now derive 7.6 percent of their revenue from the 
tax (Table 4–1), down from a peak of 8.4 percent in fiscal year (FY) 2002, and counties 
derive 9.8 percent of their revenue from the tax, essentially the same as in FY 2002. 
Several factors may account for a decline in municipalities’ rate of dependence on the 
tax—particularly, Internet sales and the significant expansion of the service sector, which 
generally lies outside the tax base. Nevertheless, the general sales tax remains the tax of 
choice by state and local governments seeking to diversify their revenue sources.

Several states give their local governments limited control over their own tax bases. 
Twenty-two states sanction local discretion over tax rates, an option that enables local 
governments to better match revenue yields to budget needs but that also greatly 
increases border-city effects. North Dakota empowers its municipalities to limit tax lia-
bility on any one transaction, and most have chosen a cap of $25 per transaction. Retail-
ers may voluntarily collect taxes up to the cap; for local taxes paid in excess of the cap, 
purchasers must apply to the state tax commissioner for a refund.  A few states also allow 
local governments to abate or remit part of sales tax revenues, particularly for large com-
mercial projects such as regional shopping centers, as a tool for economic development.

Adoption of a local option sales tax is more universal in states where voter approval 
is not required; however, the need for voter approval has not significantly deterred its 
spread. States generally specify the maximum sales tax rate that local governments can 
levy, or the maximum overlapping (combined state, county, city, and special districts) tax 
rate that can be levied in any one jurisdiction. Some states, especially those in the South, 
Midwest, and West, have given municipalities and counties access to the tax with rates 
usually in the 1–3 percent range.
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Defining the general sales tax base In most cases, the sales tax base consists of 
purchases of goods or services by households and businesses for final (retail) consump-
tion. The tax rate is assessed as a percentage of the retail value of the goods and ser-
vices purchased. State laws vary as to the types of transactions included in the tax base. 
Hawaii, New Mexico, and South Dakota tax virtually all transactions, including almost 
all services.5 By contrast, Connecticut, Massachusetts, and Rhode Island exempt all 
prescriptions, food purchased for home consumption, consumer utilities, some clothing, 
and services. Minnesota limits its utility exemption to residential use of natural gas and 
electricity purchased for heating between November and April.

Inclusion of services In the past two decades, state legislatures have expanded their 
tax bases by adding services—personal, professional, repair, computer, and amusements. 
This rapidly expanding sector of the economy—47 percent of gross domestic product 
in 2012 compared with 30 percent fifty years earlier—represents a politically tantalizing 
source of revenue for states and their local governments.6 However, states have been 
somewhat selective in bringing services under the tax umbrella: the general conclusion 
is that adding professional and business services, in particular, to the tax base is ill-advised 
because of the opportunities for tax avoidance (e.g., consumers can use an out-of-state 
law firm) and tax pyramiding (as taxing business inputs increases the cost of outputs to 
the consumer, who in most cases bears the cumulative incidence of the tax).7

Population changes Like the property tax base, the sales tax base is sensitive to pop-
ulation changes.  At least in the short term, it is less sensitive to population declines than 

Table 4–1 The general sales tax, excise taxes, and income taxes as percentages 
of local government general revenues, FY 2002 and 2007

Revenue source
FY 2002 FY 2007

Counties Municipalitiesa Counties Municipalitiesa

Property taxes   38.4   22.8   40.1   27.8

General sales tax     9.7     8.4     9.9     7.7

Selective sales 
taxes

    2.6     5.5     2.6     4.8

Income tax     2.0     5.9     2.2     6.5

All other taxes     2.9     4.4     3.4     5.0

Current and utility 
charges

  31.2   41.9   30.4   37.6

Other nontaxes   13.2   11.1   11.4   10.6

Total 100.0 100.0 100.0 100.0

Total general revenue 
(in millions)b

$161,483 $255,220 $223,203 $394,622

Sources: U.S. Census Bureau, State & Local Government Finance, Historical Data: 2002, Table 2,  
census.gov/govs/estimate/historical_data_2002.html, and State & Local Government Finance,  
Historical Data: 2007, Table 2, census.gov/govs/estimate/historical_data_2007.html.

a Combines cities and townships.

b  Combines general revenue from own sources and utility revenue.
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the property tax base because it draws on the spending of consumers from outside the 
area and thus is not as closely linked to changes in a particular city’s population. Over 
the long term, however, changes in population—growth or decline—will affect the sales 
tax base and ultimately sales tax yields.

Internet sales A national debate has grown increasingly strident over a moratorium, 
first imposed by Congress in 1998 and since renewed through 2014, on extending state 
and local sales taxes to Internet sales. The issue has its origins in the case of National Bellas 
Hess, Inc. v. Department of Revenue of the State of Illinois (1967), in which the U.S. Supreme 
Court ruled that states could not compel a mail order firm to collect use taxes if the 
firm had no taxable nexus in the state.8 Such a nexus exists if a firm has any physi-
cal presence in the state, such as a warehouse, sales representatives, or a retail outlet; 
however, merely mailing a catalog to potential buyers did not, in the Court’s opinion, 
constitute a taxable nexus. National Bellas Hess reduced the effectiveness of use taxes in 
protecting in-state retailers from unfair competition by nonresident mail order compa-
nies. Without a mechanism for collecting taxes from retailers, states are left to compel 
compliance from consumers for payment of the use tax, which is impossible except in 
cases where licensing or title transfer occurs, such as with vehicles. 

In 1998, in response to growing pressure from Internet-based vendors, Congress 
imposed a moratorium on both state and local taxes on Internet sales and on service 
fees charged for access to the Internet. Part of the justification was to prevent stifling 
the growth of this technology and of the capacity of retailers to use it. But as remote 
retailing has gained in popularity with consumers, it has placed location-based retailers 
at a competitive disadvantage to their cyber-based counterparts and eroded the sales tax 
bases of state and local governments. 

Researchers at the Center for Business and Economic Research at the University of 
Tennessee estimated losses for states at about 3.4 percent of sales tax revenues in 2012.9 
What is particularly disconcerting for state and local officials is that there is no limit on 
the hemorrhaging of sales tax revenues that can occur through Internet sales.  Although 
some consumers will always prefer to make their purchases at local retailers, conceivably 
the economy of the future could be mostly Internet transactions. Short of a congressio-
nal resolution, which is currently being debated, the issue of taxing Internet transactions 
will remain at the fore of national debate for the foreseeable future. 

Two state associations—the National Governors Association and the National Con-
ference of State Legislatures—have responded to the loss of tax revenue through Inter-
net sales by creating the Streamlined Sales and Use Tax Agreement. This coalition seeks 
to encourage retailers to collect sales taxes on all sales—especially those from retailers 
doing business in multiple states—by simplifying state and local sales tax reporting 
and remittance. The agreement focuses on improving sales and use tax administration 
systems by (1) centralizing the administration of sales and use tax collections at the state 
level, (2) making local tax bases uniform with those of the states, (3) increasing uniformity 
of major tax bases across the states, (4) simplifying tax returns for retailers, and (5) sim-
plifying state and local sales tax rates.10 

Food exemptions Evidence shows that the general sales tax is regressive with respect 
to household income. Exempting food purchased for home consumption, which thirty- 
one states now do, reduces but does not eliminate the tax’s regressivity.11 Several states 
complicate tax equity, neutrality, and administration by giving local governments the 
option of including food in their tax base. Six states—Arkansas, Illinois, Missouri, Ten-
nessee, Utah, and Virginia—have a two-tiered tax structure and tax food at a lower rate. 
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Illinois, for example, levies a 1 percent tax on food but a 6.25 percent tax on all other 
purchases.  All states include food consumed in restaurants in their sales tax base.

An alternative to exempting food is to provide an income tax credit for lower- 
income households to offset the tax paid on food purchases. Currently five states—Hawaii, 
Idaho, Kansas, Oklahoma, and South Dakota—provide such a credit.12 Although this 
approach reduces the sales tax’s regressivity more effectively than a blanket exemption or a 
two-tiered rate structure, it has not found favor with most state legislatures because of the 
compliance cost to taxpayers and the lost income tax revenue for the state.

Tax base conformance Sales tax experts strongly recommend tax base conformance—
that is, that the state and local tax base be the same.  Wherever local bases vary, border-city/
county effects follow. Consumers have an incentive to shop in areas where particular trans-
actions are exempt or taxed at lower rates, which reduces the tax’s neutrality and thereby 
creates an economic drag on the local economy.  Tax base conformance also simplifies com-
pliance for retailers since only one set of rules governs the definition of taxable items as well 
as the auditing of tax returns and the verification of tax liability by the tax enforcement unit. 
But despite the advantages of conformance, the trend among states has been to increase each 
local government’s discretion in the definition of its own sales tax base.

Sales tax holidays
First introduced by New York in 1997, a 
sales tax holiday is a tax relief measure 
that is now used in fourteen states and 
the District of Columbia.1 It offers a tem-
porary moratorium—usually two to four 
days in August—on state and usually 
local sales taxes on back-to-school items 
such as clothing, supplies, and even 
computer hardware and software. While 
the specifics vary among the states, the 
holiday has proven quite popular with 
legislators and consumers but unpopular 
with tax experts, who see it as a gimmick.

Part of the criticism arises because 
of the obvious inefficiencies that sales 
tax holidays introduce: a reduction in 
the tax’s neutrality and an increase in its 
administrative complexity. From a local 
government’s perspective, they repre-
sent further state-mandated erosion of 
the tax base and an unwelcome reduc-
tion in tax revenues. Local governments 
point out that while state legislatures fret 
about the revenue windfalls that local 

governments receive whenever the base 
is broadened, no such fretting seems to 
vex their deliberations when the base is 
narrowed—even temporarily—as in the 
case of sales tax holidays. Tax experts 
generally agree that sales tax holidays 
do not increase economic activity and 
thus do not increase sales tax yields. 
Rather, these holidays only spur consum-
ers to shift their purchases to the tax-free 
days.2

The political reality remains that these 
temporary exemptions are popular with 
consumers who see them as a targeted 
relief for working families, particularly 
those with school-age children. In fact, 
it is one of the few tax relief measures 
targeted to this group, with most other 
measures favoring more politically active 
groups, such as senior citizens. These 
moratoriums are also popular with 
retailers who capitalize on the marketing 
opportunities from the temporary sus-
pension of sales taxes on selected items.

1  Federation of Tax Administrators, “State Sales Tax Holidays” (April 2011), taxadmin.org/fta/
rate/sales_holiday.html.

2  Mark Robyn, Micah Cohen, and Joseph Henchman, “Sales Tax Holidays: Politically Expedi-
ent but Poor Tax Policy,” Tax Foundation Special Report no. 193 (July 2011), taxfoundation 
.org/sites/taxfoundation.org/files/docs/sr193.pdf. 
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Local government dependence on the tax Expected revenue yield is of par-
amount concern to local managers and elected officials contemplating adoption of a 
sales tax. Revenue from a sales tax is income elastic; its yields grow or decline at rates 
greater than the growth or decline in the local economy. If the local economy is growing, 
revenue from the tax tends to increase in importance in a local government’s revenue 
structure. The tax’s elasticity becomes particularly problematic during recessions, however, 
when sales tax yields contract at a greater rate than the economy. 

Because the tax is procyclical, local governments that depend heavily on it to finance 
their operating budgets risk incurring revenue shortfalls midyear and greater revenue 
volatility from year to year. Managers in such communities will want to set aside a larger 
budget reserve to provide more continuity in service levels during economic slowdowns.

Budget issues and the local sales tax

Once a state legislature grants one or more levels of local government access to the local 
sales tax, policy makers must resolve several issues in the tax’s design and implementation: 

• Does the tax adversely affect local retail sales?

• Does the tax reduce the property tax burden, or does it merely encourage increased 
local government spending?

• Does the tax shift the overall tax burden away from business and onto households, 
which purchase most of the taxable items?

• How much of the tax, if any, should be exported to nonresident consumers and 
businesses?

• Should revenue from the tax be dedicated to funding particular services?

Effects on retail sales The most frequently expressed concern about a local sales tax 
is that it will hurt retail sales. This issue becomes especially significant when a local gov-
ernment has a range of rates to choose from and the proposed rate is higher than those 
in surrounding jurisdictions, creating a border-city/county effect.

Several studies within the past five years suggest that the impact of rate differentials 
on a local economy increases as the difference in interjurisdictional tax rates increases, 
the driving distance to a lower tax jurisdiction decreases, and the cost of a good or 
service increases.13 In other words, border-city/county effects occur whenever it is 
economically feasible for shoppers to travel to nearby lower-tax areas to purchase more 
costly items. Because differences in sales tax rates for large-ticket items, such as cars or 
major appliances, profoundly affect consumer behavior, several states exclude vehicle 
purchases—both new and used—from the local sales tax base in order to increase the 
neutrality of the sales tax. For all other products and services, states should design legis-
lation so that local rates are relatively uniform (varying by no more than 1 percent) and 
local adoption is widespread or, ideally, universal.

Tax rate differentials among local governments may also shift more consumers to 
the Internet until out-of-state vendors are required to collect local and state sales taxes. 
Economists James Alm and Mikhail I. Melnik examined the effect of changes in sales tax 
rates on the shift to Internet purchases and found it to be modest but consistent.14 The 
shift was highest for higher-income consumers.  Alm and Melnik estimate that taxing 
Internet sales would, on average, “reduce online purchases, but only by 6 percent.”15

Effects on the property tax and on government spending  Although reduc-
ing the property tax is one common justification for adopting a local sales tax, some critics 
contend that the sales tax only increases local government spending.  A study of Texas 
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cities found that dependence on the sales tax has no effect on property tax burdens levied 
for operating purposes.16 However, a study of Illinois municipalities found that those in 
nonmetropolitan areas in particular substituted increased revenue from their sales tax for 
the property tax.17

Impact on the distribution of tax burdens Another concern about the imposition 
of a local sales tax is that it shifts a greater share of the local tax burden onto households, 
especially renters, and reduces the burden borne by the business sector.  While consumers 
perceive that they bear a major portion of state and local sales taxes, in fact most states impose 
the tax on a wide range of business purchases.  A 1999 study on this issue found that, nation-
ally, consumers’ share of the sales tax was 59 percent, although state-by-state variations ranged 
from 28 percent in Hawaii to 89 percent in West  Virginia, depending on the composition of 
a state’s tax base and exemptions.18 The remainder of the sales tax fell on business purchases. 

However, the trend in the past two decades toward narrowing the sales tax base— 
especially by removing machinery, tools, and building materials—undoubtedly shifts a 
greater proportion of the sales tax to households. Even the portion paid by business may 
be shifted forward to consumers in the form of higher prices for finished goods and 
services. Firms in the same industry that incur the same tax burden can more easily shift 
that burden forward to the final buyer as a price increase. The concern that a local sales 
tax will increase the overall tax burden of households thus has some justification.

Exportability of the tax burden Exporting the sales tax to nonresident con-
sumers—commuters, tourists, and nonlocal businesses—is one means of reducing the 
burden on local households. For example, local governments whose economies are 
based on recreational services or tourism can export a significant portion of their sales 
tax burden because consumer demand for their goods and services is inelastic; in other 
words, because tourists lack information on where to find the lowest prices, they typi-
cally pay higher prices than local residents. For this reason, Colorado resort cities such 
as Black Hawk, Crested Butte, Estes Park, Steamboat Springs, Telluride, and Vail levy 
the highest rates in the state: 4.0–5.5 percent. Utah authorizes an additional 1 percent 
levy for its resort cities, and Idaho limits local sales taxes to specific resort communities. 
A 2004 study of Fort Collins, Colorado, found that 30 percent of the sales tax revenue 
came from purchases by nonresident households and businesses.19

Where state law does not allow local governments to share sales tax revenue with each 
other, jurisdictions with sales tax authority have a strong incentive to pursue regional 
shopping centers that attract nonresident buyers. If they can export the tax burden to 
nonresident patrons, they can provide better public services without raising the cost to 
residents. Local governments in some states try to lure mall developers by devoting a por-
tion of the sales tax revenue to tax abatement incentives. But these “beggar-thy-neighbor” 
measures create sales tax winners and losers among local governments. The North Caro-
lina approach, described in the next section, minimizes these economically costly maneu-
vers while preserving local autonomy and promoting interjurisdictional equity.

A 2004 study of county sales taxes in six states—Florida, Georgia, Indiana, Ohio, 
South Carolina, and Tennessee—offers a few particularly useful insights into the impli-
cations of local sales tax policies for economic development.20 First, the largest benefit 
in increased sales taxes for this sample of counties came from the relocation of construc-
tion firms. Second, the addition of jobs in the service, agricultural, and public utilities 
sectors also had a favorable impact on sales tax yields. However, virtually no tax benefits 
were derived from the relocation of manufacturing firms or the preservation of military 



 Other Tax Revenue 87

bases, which, the study’s authors speculate, was because of the extensive exemptions and 
abatements afforded manufacturers and their finished goods generally being sold in mar-
kets outside the local community.  The study also found that commuters—both those 
working in the county but living outside (in-commuters) and those living in the county 
but working outside (out-commuters)—had significant but inverse effects on sales tax 
yields. For this sample of counties, in-commuters added an average of $2 to county 
sales tax receipts for every $1 lost by out-commuters. Urban counties experienced this 
impact more than rural ones.

Dedicated sales taxes The proliferation of local sales tax authority has been 
accompanied by more widespread dedicating of tax revenues to particular purposes. 
The chronology of Ohio’s county sales tax is illustrative.  As is typical, the initial autho-
rization in 1987 imposed no restrictions on the use of the revenue. Then in 1993, the 
legislature expanded county powers to levy an additional incremental tax with revenues 
earmarked for detention facilities. Sports facilities were added in 1995, and acquisition 
of agricultural easements was added in 2001.21 The use of dedicated sales taxes for law 
enforcement/crime control is particularly popular among local governments in Illinois, 
Louisiana, Missouri, Ohio, and Texas.

In 1994, Allegheny County and Philadelphia, Pennsylvania, were granted authority to 
become the first—and thus far the only—local governments in Pennsylvania to levy a 
local 1 percent sales tax, piggybacked onto the state’s sales tax.  Allegheny County’s reve-
nue is dedicated to the preservation of regional assets: libraries, parks, zoos, sports arenas, 
museums, and performing arts facilities.22 But while legislative dedication of revenue 
increases political support for rate increases, it complicates local budgeting. Because of 
the volatility of the tax, services benefiting from the dedication experience fluctuations 
in funding that typically vary inversely with their expenditure needs.

Coordination of local sales tax rates Locally levied general sales taxes assume many 
forms, particularly in terms of their coordination with a state sales tax (Figure 4–1). Five 
states—Alaska, Delaware, Montana, New Hampshire, and Oregon—levy no statewide 
sales tax.  Alaska is unique within this group in permitting its boroughs and cities to levy 
a local general sales tax while not imposing a tax at the state level.

States that authorize local sales taxes usually make its adoption optional, and many 
provide a range of rates from which the local governments may choose; this creates the 
potential for significant disparities in interjurisdictional revenue capacities.  A further 
complication occurs when more than one overlapping level of local government levies 
a sales tax.  Within a city’s borders, if the city, county (or parish), and transit authority all 
collect a sales tax, the three overlapping tax rates can have a significant impact on con-

No local  
control (15)

Local discretion 
over base (4)

Local discretion 
over rates (22)

Local discretion 
over liability (3)

Local 
administration (7)a

Note: Figures in parentheses indicate the number of states.

a  Local administration is available in seven states. In Alaska, which has no state sales tax, and Louisiana, local 
governments must collect their own sales tax. Most smaller local governments in the other five states opt for state 
administration while the more populous cities and counties prefer to collect and enforce the tax locally.

Figure 4–1 Variations of local control over the general sales tax
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sumer behavior.23 States have resolved interlocal rate disparities and overlapping tax rates 
in a number of different ways (Figure 4–2).

At one extreme is the approach used by North Carolina, where all one hundred 
counties levy a 2.00 or 2.25 percent state-mandated tax (three urban counties add a 
0.50 percent tax for transit services)24 but share it with their incorporated cities and, in a 
few cases, their transit authorities. Fifty-eight counties share sales tax revenues with cities 
on a per capita basis, and the other forty-two do so on the basis of a pro rata share of 
the property taxes levied. This approach reduces intercity competition for retail business 
because the sales tax benefits are distributed countywide rather than to the city where 
the sale occurred—a tax base–sharing plan at the county level. 

Several states resolve the problem of rate overlap by restricting the tax to only county 
or municipal governments. In Nebraska and South Dakota, the two states where only 
cities levy the tax, households and businesses have an incentive to shop in or relocate to 
unincorporated areas. However, this is not a serious problem where rates are kept low.

California uses still another approach to overcoming overlap while promoting 
uniformity in local rates. Cities may adopt a rate of up to 1 percent, which is credited 
against the county’s rate of 1.25 percent. Revenue from the unused portion of the 
county rate within the city limits and from the entire 1.25 percent rate in unincor-
porated areas goes to the county’s general fund.  All counties and most of the cities 
have adopted the tax, making the local rate nearly uniform statewide.  The exception 
occurs in areas served by a transit district, which may levy an additional 0.5 percent 
rate.25  Tennessee uses a similar approach, but the county rate takes precedence over the 
municipal rate within city corporate limits, and the county redistributes a portion of 
the revenue back to cities according to the point of sale.

The least coordination occurs in states such as Texas and Louisiana, where local rates 
are stacked on top of each other, with a maximum combined rate usually imposed by state 
law. For example, Louisiana municipalities may generally levy a rate of up to 2.5 percent. 
Parishes and school districts may levy a combined tax of 6 percent within city borders, 
but the city rate takes precedence. This approach creates border-city effects that skew 
business development, and it complicates tax compliance for vendors with multiple out-
lets, who must keep records on the various tax rates levied in each jurisdiction.

Considerable variation exists in the way that states resolve the problem of tax rate 
overlap. North Carolina’s approach offers the most benefits, including universal par-
ticipation by local governments, more equitable distribution of sales tax revenue, and 
reduced interlocal rivalry for retail business.

Minimum overlap   Maximum overlap

Only counties 
levy tax, but cities 
receive a share of 
revenue

Only one level 
is given access, 
with no sharing of 
revenue

City rate takes 
precedence over 
county rate within 
city’s boundaries

County rate takes 
precedence over  
city rate

Local rates are 
stacked on top of 
each other

North Carolina South Dakota (cities)
Wisconsin (counties)

California Tennessee Louisiana
Texas

Figure 4–2 Strategies for interlocal coordination of sales tax rates
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Local discretion in sales tax administration

In granting local governments access to a sales tax, state legislatures must address three 
issues concerning the adoption and collection of the tax:

• How much discretion should local governments have in choosing a tax rate?

• Should tax liability be based on the point of sale or the point of delivery?

• Should the state collect and enforce the local tax?

Setting of tax rates Most states give their local governments a range of tax rates 
from which they may choose and then limit the combined overlapping rate of all local 
governments. For example, Nebraska limits the total state-city rate to 7 percent, with 
5.5 percent claimed by the state and the remainder available to cities in 0.5 percent in-
crements: 6 percent (2 cities), 6.5 percent (108 cities), 7 percent (96 cities), and 7.5 percent 
(2 cities).26 Arkansas imposes a somewhat different cap: it limits city and county levies to 
$25 per transaction per 1 percent rate. But local governments define what constitutes a 
single transaction, and that definition varies by jurisdiction. Florida limits the 1 percent 
county tax to the first $5,000 of a single sale.

Alabama and Arizona have the highest combined state-local rate of up to 12 per-
cent.27 When only local rates are considered, combined local tax rates generally cluster 
around 2–3 percent, although there are several notable exceptions. For example, com-
bined local rates in Alabama range as high as 8 percent and in Colorado up to 7 percent. 
Local governments in Alaska, Louisiana, Missouri, and Oklahoma follow with maximum 
combined local rates of more than 6 percent. In the remaining states, maximum local 
rates are substantially less.

Tax liability If sales tax revenue is not redistributed countywide on a basis like that 
used by North Carolina, the state legislature must determine whether sales tax receipts are 
credited to the jurisdiction where the sale occurred or to the jurisdiction where deliv-
ery is made. The benefits of the latter approach are that (1) taxpayers have no incentive 
to shop in lower-tax jurisdictions and (2) communities that have little or no commer-
cial activity receive a share of the revenue. However, this approach greatly complicates 
tax compliance for retailers, who must maintain records on taxpayer residency, and it 
provides significant opportunities for tax evasion by taxpayers who claim residency in 
lower-tax areas. Furthermore, it complicates the auditing of tax returns and increases the 
chances of allocating revenue to the wrong jurisdiction. Because of these disadvantages, 
sales tax experts recommend that tax liability be based on the point of sale and not on 
the buyer’s jurisdiction of residence.

State collection and enforcement A final set of issues concerns the collection, distri-
bution, and enforcement of the local tax. Most states require state administration of the local 
sales tax.  A few states, such as Arizona, Colorado, and Minnesota, allow local governments 
to choose state collection or administer the tax themselves. Most smaller governments opt 
for state administration by piggybacking their tax onto the state’s. Larger local governments 
and those with home rule powers tend to administer their own tax.  Arizona and Colorado 
encourage state collection and enforcement by providing their services free to local govern-
ments, but Colorado collects for only non–home rule cities and most counties.28

Piggybacking collection and enforcement of the local tax onto the state’s tax is more 
cost-efficient than local administration. State collection makes it unnecessary for local 
governments to staff their own collection offices. It also simplifies compliance for ven-
dors, who need to complete only one tax return. 
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Consumption taxes: Excise taxes 
Excise, or selective sales, taxes are levies on specific products or services at rates specific to 
each type of taxable transaction.  Although revenue yields from excise taxes trail those of the 
general sales tax, excise taxes are in more widespread use among local governments. Counties 
and cities in all states except New Hampshire derive revenue from at least one type of excise 
tax.29 Unlike the general sales tax, excise taxes are usually locally administered.

The legal authority for each local excise tax is usually state legislation separate from 
that for the general sales tax. In some cases, home rule powers provide the legal basis for 
an excise tax, especially in states such as Colorado and Illinois, where local governments 
have broad discretion under their home rule statutes. Local governments in Alabama and 
South Carolina derive their authority to levy utility taxes from their business licensing 
powers, and municipalities in Oklahoma rely on their general taxing powers to levy 
certain excise taxes.30 Local governments usually do not obtain voter approval before 
adopting an excise tax.  Among the notable exceptions are the utility taxes levied by 
Arizona’s cities and towns and the optional motor fuels tax levied by Florida’s counties.

Excise taxes lack the equity and neutrality features that characterize good tax policy. 
Except for those targeted to luxury goods, excise taxes are usually regressive, falling 
more heavily on those citizens who are less able to pay. On the other hand, a number of 
benefits-based excise taxes work like prices, making them more equitable to the extent 
that users of the public service bear a pro rata share of the cost of the service. 

Moreover, because they are controlled locally, excise taxes are more likely than gen-
eral sales taxes to create border-city/county effects. However, since they tend to fall on 
products and services with few substitutes or with inelastic demand, excise taxes have 
less adverse impact on the local economy.  As a rule, these taxes persist because of their 
political appeal and the relative ease with which they can be administered locally, and 
not because of their economic benefits.

Classifying excise taxes

Excise taxes are of three types: benefits based, sumptuary, and privilege (see Figure 4–3). 
Benefits-based taxes recover at least part of the cost of a public service from those who 
benefit from it. These taxes include room taxes on hotel/motel occupancy, levies on 
gasoline and other motor fuels, and, to some extent, gross receipts taxes (or street rental 
fees) on utilities.

Sumptuary taxes, also known as sin taxes, are levied in part to discourage con-
sumption of certain classes of goods, such as alcohol or cigarettes, by rendering their 
cost prohibitive for many consumers. Taxes on gasoline and diesel fuel, although benefits 
based, also qualify as sumptuary taxes because they effectively raise the price of these 
fuels and thus reduce consumption over the long term.

Type of tax Legal authority

Benefits-based Hotel/motel occupancy (ad valorem); motor fuels (in rem)

Sumptuary Tobacco (in rem); alcoholic beverages (in rem); mixed drinks (ad valorem)

Privilege Utility franchise tax (ad valorem); occupation privilege tax (in rem)

Figure 4–3 Types of excise tax bases 
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Privilege taxes are levied on the privilege of conducting a particular type of business 
or transaction. Examples include occupational privilege taxes levied on particular profes-
sions or on individual employees. Other privilege taxes include levies on admissions, 
restaurant meals, deed transfers, and bank franchises. Even taxes on utilities constitute a 
levy on the privilege of having an exclusive franchise to provide service to local residents.

Sumptuary taxes, such as tobacco taxes, are usually levied on a per unit (in rem) basis, 
although mixed drinks taxes are based on the retail selling price (ad valorem) of alcoholic 
beverages consumed on premises, such as at a restaurant. Some benefits-based taxes, 
such as those on hotel/motel occupancy, are also levied as a percentage of the value (ad 
valorem) of the service, whereas gasoline taxes are levied on a per gallon basis. Finally, the 
tax base for excise taxes on privileges, such as those on utility franchises and entertain-
ment, tend to be levied on gross receipts, such as total charges for cable service; however, 
occupation privilege taxes are a head tax, meaning that they are levied at a flat amount 
on the employee. For budget purposes, ad valorem taxes have significantly greater income 
elasticity than in rem taxes.

The role of excise taxes in local budgets

Like the discussion of the general sales tax above, this discussion is limited to locally 
levied excise taxes and excludes the dedication of a portion of state excise tax receipts 
to local governments. Many of the questions discussed in the preceding section on the 
general sales tax resurface with excise taxes, including

• What is the revenue potential of each? What effect do excise taxes have on the local 
economy?

• Which types of excise taxes are best for local governments?

Because of the variety of excise taxes levied by local governments and the difficulty in 
obtaining information on their use, few studies have looked into their role in local govern-
ment. However, some trends can be discerned from data produced by the Census Bureau:

• Both cities and counties have moderately increased their dependence on the revenue 
from excise taxes, although these taxes represent a relatively modest source of reve-
nue in the aggregate.

• Large urban cities and resort communities make the greatest use of excise taxes. Both 
use excise taxes selectively to export their tax burden.

• The largest source of excise tax revenue for municipalities is the gross receipts tax 
on utilities. Counties make comparatively greater use of sumptuary taxes, although 
revenue from these taxes has declined in importance for both cities and counties.

• Local governments that make greater use of excise taxes with broader bases, such as 
gross receipts taxes on utilities, depend more heavily on excise tax revenue.

Like most large cities in the United States, Chicago makes extensive use of excise taxes. 
The twenty-nine excise taxes it levies, as listed on the city’s website, include a 9 percent 
amusement tax on ticketed events (5 percent on live performances), a payroll tax on 
employers of $4.00 per employee per month, and a 9 percent tax on soft drink syrup 
sales.31 Also included on the list is a bottled water tax, liquor tax, parking tax, real property 
transfer tax, and restaurant tax, which collectively account for more than 32 percent of the 
city’s total revenue.

The remaining sections consider specific excise taxes, giving particular attention to 
their desirability as revenue sources.

Gross receipts taxes on utilities Because they have a much broader base than 
other excise taxes, gross receipts taxes on utility companies offer the greatest revenue 
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potential for cities and towns and are in very common use. Many of these taxes trace 
their origins to the nineteenth century, when utility providers were regulated by city 
governments and before regulatory oversight was consolidated at the state level in public 
utility commissions.

Most states give cities the power to regulate the use of their streets, including access to 
public rights-of-way. Local governments impose a gross receipts tax on utilities as com-
pensation for the utilities using those rights-of-way to locate their service lines. Often 
the tax is part of a broader contractual agreement granting a utility company an exclusive 
franchise to provide service to consumers in the jurisdiction, and it represents compensa-
tion for the cost of administering the franchise. Taxes are usually fixed at a percentage of 
the utility’s gross receipts, although charges are sometimes based on a fixed annual fee, a 
percentage of the utility’s net earnings or dividends declared, the number of miles (or feet) 
of street used, the number of utility poles erected, or the number of units of service sold.

In addition to the more conventional taxes on such utility providers as natural gas, 
electricity, telephone, water, and cable television, gross receipts taxes are occasion-
ally imposed on taxicab companies, private solid-waste collection services, and, most 
recently, fiber-optic telephone service. Several municipalities have agreements with 
fiber-optic firms for access to the city’s rights-of-way. Usually the fee is specified on a 
per foot basis, ranging from less than a dollar to significantly higher rates in more con-
gested urban centers. Where permitted by state law, local governments should charge all 
telecommunications providers for the use of public rights-of-way or for the privilege of 
holding an exclusive franchise to provide service to local consumers.

The gross receipts tax is similar to the general sales tax in several ways. First, state and 
local regulatory bodies usually permit utility companies to pass the cost of such taxes 
forward to consumers. Thus, the tax is regressive, falling more heavily on lower-income 
households because they spend a greater proportion of their income on utility services. 
Second, revenue from the tax may be responsive to cycles in the local economy, making 
local budgets vulnerable to midyear revenue shortfalls.  As is the case with the general 
sales tax, the stability of revenue yields depends on the composition of the gross receipts 
tax base; yields for local governments with a larger proportion of residential utility cus-
tomers tend to be more stable.

Whenever utility taxes are imposed, local government managers and legislators must 
resolve three issues:

• Which receipts of the utility company are included in the tax base?

• What tax rate fairly compensates the local government for the utility’s use of public 
rights-of-way or the privilege of holding an exclusive franchise?

• What conditions should be included in the contract or ordinance to ensure more 
effective collection and compliance with the tax?

Hotel and motel occupancy taxes Although revenue from the occupancy tax on 
hotel and motel rooms is considerably less than that produced by gross receipts taxes 
on public utilities, lodging taxes have become much more commonplace among local 
governments. The occupancy excise tax, which is borne almost entirely by nonresidents, 
exports the local tax burden.  Virtually all states levy the tax, and according to hotel and 
motel industry sources, most of the largest U.S. cities do so as well.32 Most states autho-
rize their local governments to piggyback it onto the state’s tax.

The tax is often shared with local convention and visitors bureaus as a reinvestment in 
promoting tourism and conventions. While the general sales tax base often includes the 
consideration paid for a hotel or motel room, an occupancy or room tax is an additional 
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levy imposed in part to compensate the local government for expanded services, such 
as police and fire protection and highway and public transit capacity, needed to meet 
weekend or peak convention demand; in this sense, occupancy taxes are benefits based. 
The tax revenue may also be dedicated for historic preservation, the visual and perform-
ing arts, and sports stadiums and leisure services.

With the advent on online booking of motel and hotel rooms through third-party 
vendors such as Expedia.com and Priceline.com, a messy legal issue has arisen over 
whether the tax should be based on the wholesale rate that the online travel companies 
pay for the room or the retail rate that the companies charge hotel guests. Federal courts 
have ruled in favor of cities seeking compensation at the retail rate for hotel taxes.

State law usually specifies the maximum rate that local governments can impose. 
Combined state and local rates typically fall between 8 percent and 18 percent, with 
the local share usually at least half of the levy.33 Some communities impose a complex 
array of overlapping taxes. For example, Las Vegas, Nevada, levies a 9 percent combined 
local tax rate, which is composed of the Convention and Visitors Bureau, 4–5 percent 
(lower for smaller hotels); the City of Las Vegas, 1–2 percent (higher for smaller hotels); 
Clark County transit, 1 percent; and Clark County schools, 1 percent. There is also a 
state-mandated 1 percent tax, and to complicate tax administration even further, the 
Fremont Street area of the city incurs an additional 1–2 percent tax on hotel rooms in 
the area.

When considering adopting or changing the tax, local government managers and 
legislators should consider the following questions:

• Does the occupancy tax adversely affect businesses dependent on tourism, especially 
hotels and motels?

• What effect does the tax have on local government budgets?

• Who should administer the tax?

Motor fuels taxes Local taxes on gasoline and other petroleum products are au-
thorized in at least fifteen states but are levied in only eight:  Alabama, Florida, Hawaii, 
Illinois (Chicago and Cook County only), Nevada, Oregon, South Dakota, and Ten-
nessee.34 In all these states, the per gallon tax is levied at the county level with some 
formula for sharing revenue or the tax rate with cities as a way to minimize border-city 
effects. In addition, Virginia requires a 2.1 percent excise tax in counties and cities that 
participate in a regional transit district—one of the few cases of a local ad valorem tax on 
motor fuels.

Not only do counties make more widespread use of this tax but they also gener-
ally depend more heavily on it than do municipalities.  According to the 2007 Census 
of Government Finances, counties derived about $906 million from motor fuels taxes 
compared with $400 million for cities, with Cook County, Illinois, and counties in 
Florida deriving the most.35 Because these taxes are levied on a per gallon basis, their 
revenue yields generally decline in relative importance because they fail to keep pace 
with growth in the local economy.  As a result, researchers have explored alternative tax 
strategies, including taxes or fees based on the vehicle miles traveled, taxes or fees based 
on the weight and age of vehicles, and higher tolls during peak periods (congestion 
pricing).36 

Local motor fuels taxes are earmarked either for street and bridge maintenance or for 
public transit.37 In either case, the benefits-received aspect is obvious: vehicle operators 
who purchase the fuel benefit from the locally maintained streets and highways, from 
the reduced congestion on highways during rush hour, and from the reduced need to 
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expand highway capacity to meet peak demand. Chicago levies a motor fuels tax of 
$0.05 per gallon in its jurisdiction, and Cook County levies a $0.06 tax per gallon in its 
jurisdiction, and both use the revenue for streets and bridges.

Florida counties are the nation’s greatest local users of the tax, deriving almost 
$630 million annually from it.38 They may, with voter approval, impose a tax of 1 cent 
per gallon on all fuel to be dedicated for street improvements or public transit; this tax 
is now levied in two-thirds of the counties, which are required by Florida law to estab-
lish interlocal agreements to share fuel tax revenue with their cities.

The primary deterrent to making greater use of a local option fuels tax is the heavy 
use of the tax made by state and federal governments. Some legislators contend that 
granting local governments access to the tax will preempt state efforts to impose future 
rate increases. Furthermore, because most states already share a portion of their fuels 
tax revenue with municipalities and counties, some state legislators believe that a local 
option fuels tax is unnecessary. In the case of public transit subsidies, a motor fuels tax 
makes more sense on a benefits basis than a general sales tax, although the revenue yield 
is substantially less.

If a local fuels tax is under consideration, local government managers and state and 
local lawmakers must resolve the following issues:

• Will the tax adversely affect motor fuels sales in the jurisdiction?

• If both city and county governments levy the tax, how should the revenue collected 
within the city be allocated between the two levels of government?

• If the tax is adopted, should the state administer the local portion of the tax? 

Other sumptuary taxes Eight states permit a local levy on cigarette and tobacco 
sales, and twelve states permit local taxes on alcoholic beverage sales, piggybacked onto 
the state’s tax. Of these two sumptuary taxes, alcoholic beverage taxes produce more rev-
enue.39 Heavier use of tobacco taxes is made by Chicago (68 cents per pack) and Cook 
County, along with Evanston and Rosemont, which are the only local governments in 
Illinois authorized to levy the tax. Other users include cities and counties in Alabama, 
Missouri, Tennessee, and  Virginia. The highest local rate is levied by New York City: 
$1.50 per pack. Local levies are in addition to state (average of $1.25 per pack)40 and 
federal ($1.01 per pack) excise taxes.  Although the evidence is not consistent, a 2012 
study found that cigarette taxes generally reduce tobacco consumption among teenagers, 
one of the purposes often cited for adopting a sumptuary tax on tobacco.41

Most all governments still use tax stamps to certify payment and to prevent bootleg-
ging of tobacco products from tax-exempt sources, such as Native American jurisdictions. 
One study from 2000 found that commercial smuggling accounted for 3–4 percent of 
sales, a percentage that has likely increased as tobacco taxes have increased and web-
based sales have become more common.42

Of the twelve states with local taxes on alcohol products, the heaviest use is made by 
cities and counties in southern states—Alabama, Georgia, North Carolina, and Tennessee. 
Chicago, Cook County, and New York City also generate worthwhile amounts of revenue 
from their alcoholic beverage taxes.  As with tobacco, excise taxes on packaged alcohol 
create significant border-city/state effects.43 For example, New Hampshire, which sells its 
wine and spirits through state-owned liquor stores, has long benefited from selling to con-
sumers in bordering states and Canada; New Hampshire has no general sales tax or excise 
tax on alcohol, although it generates a handsome profit through its state stores.

A variation on the more traditional beverage tax, which is levied on a per unit or liquid 
volume basis, is an ad valorem mixed drinks tax levied on the retail value of drinks. For 
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example, cities and counties in Texas each levy a tax equivalent to 1.5 percent of the 
retail value of the drink. The tax is piggybacked onto the state’s effective rate of 11 per-
cent of the retail price. Tennessee also gives local governments access to a mixed drinks 
tax. Because alcohol consumption generally grows faster than the economy, so too does 
revenue from the beverage tax, providing local governments with a small but significant 
source of income.

Privilege and other excise taxes Local governments levy a host of other excise 
taxes, many of which are holdovers from the eighteenth and nineteenth centuries. Some 
of the more frequently used taxes include an admissions (or ticket) tax, a business gross 
receipts tax, an occupation privilege tax, a bank franchise tax, a parking tax, a deed 
transfer tax, and a bingo tax. For most local governments, these taxes represent minor 
sources of revenue with comparatively high administrative costs. The bank franchise tax 
is usually levied in lieu of a property tax on a bank’s intangible assets, including federal 
securities, which are exempt from state and local taxation.

Deed or real estate transfer taxes are levied by local governments in at least eleven 
states, usually at a fixed percentage of the property’s sale price.44 Pennsylvania cities, 
townships, and boroughs levy a 0.5 percent tax; school districts and the state also levy 
the tax. 

Although admission taxes are in fairly wide use by older cities, their revenue signif-
icance is usually negligible. Many central cities in metropolitan areas levy the tax as a 
way of exporting their tax burden to nonresidents, especially suburbanites.  A study of 
the 5 percent tax in Boulder, Colorado, on all public events, including movies, concerts, 
and theatrical performances, concluded that the tax was almost certainly shifted forward 
to consumers as a higher ticket price.45 The actual shifting depends on the availability of 
substitutes that are not taxed and on consumers’ elasticity of demand for the event.

Income-based taxes
As with sales and excise taxes, local income taxes come in many varieties, the variations 
largely emanating from how the tax base is defined and the tax rates are applied. What-
ever their form, however, local income taxes have never achieved the same political 
acceptance as general sales and excise taxes. 

The income tax’s role in local budgets 

Many of the same policy issues that local government leaders encounter with a sales 
tax reappear with an income tax.  Yet the local income tax has much less public support. 
Local governments in only six states—Indiana, Kentucky, Maryland, Michigan, Ohio, and 
Pennsylvania—make broad use of the tax,46 and except for California, Iowa, Missouri, 
and Oregon, only states east of the Mississippi River use variations of it. Iowa authorizes 
school districts to levy a supplemental tax on the state income tax. Table 4–2 summarizes 
the practices in those states that make the heaviest use of local income taxes. 

The most extensive use of local income taxes is in Pennsylvania, where most cities, 
boroughs, and townships levy a flat-rate tax on gross income from wages and the net 
profits of unincorporated businesses. In addition, school districts in the commonwealth 
levy a separate tax on earnings. Most municipalities in Ohio also levy the tax. Income 
taxes are levied by county governments in only three states: Indiana, Kentucky, and 
Maryland. Indiana became the last state to authorize it, giving counties the option to 
levy the local income tax in exchange for freezing their property tax levies (not to be 
confused with their property tax rates); all but one county in Indiana levies the tax. 
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Universal adoption exists only in Maryland, where counties and the independent city of 
Baltimore are required by state law to levy the tax. 

One of the strengths of an income tax is its capacity to extend a city’s tax reach to 
commuters who work in the city but otherwise bear no cost for financing city services.  As 
noted in Table 4–2, state laws vary on how they treat nonresident and commuter income. 
The accompanying sidebar discusses the special case of professional athletes’ earnings.

The deduction for state and local sales or income taxes from federal income tax 
liability complicates the economics of these local tax options. Federal tax itemizers 
must choose between deducting either their state and local sales tax liability or their 

Table 4–2 States making the greatest use of local income taxes

State
Range in tax 

rates (%)
Most common 

rate (%)

Nonresident/ 
commuter rate 

(%) Tax base Administration

Indianaa

 Counties 0.10–1.73 1.00 ¼ residential PI, NP State

Kentucky
 Counties
 Cities

0.008–2.25
0.075–2.50

1.00
1.00

Same
Same

Variesb

Varies
Local
Local

Marylandc

 Counties
 Baltimore

1.25–3.20
3.05

2.80 None
None

PI, NP
PI, NP

State
State

Michigan
 Municipalities
 Detroit

1.00–2.00
2.50

1.00 ½ residential
½ residential

PI, NP, CI
PI, NP, CId

Local
Local

Ohio
 Municipalitiese

 Cincinnati
 Cleveland

0.25–2.85
2.10
2.00

1.00 Same
2.10
2.00

EI, NP, CI
EI, NP, CI
EI, NP, CI

Local
Local
Local

Pennsylvania
 Municipalitiesf

 Pittsburgh
 Philadelphia

0.50–1.25
1.00g

3.928h

0.50 None
None
3.4985

EI, NP
EI, NP

EI, NP, CIi

Local
Local
Local

Sources: Websites of local revenue departments and telephone interviews with state officials.

Notes: EI—earned income; PI—personal income; NP—net profits; CI—corporate income.

a  Counties have exclusive authority to levy an income tax.

b  Kentucky cities and counties, at their choosing, tax wages, net profits, gross profits, or some combination. A few choose 
to tax wages at a separate rate from net profits, and one city, Caneyville, levies its occupational tax at the rate of $1 per 
week worked (kyola.org).

c  Baltimore is an independent city; Baltimore County has no jurisdiction within the city.

d  Detroit levies a tax of 1.0% on all corporate net income apportionable to the city, regardless of whether the corporation 
has an office or place of business in the city. Financial institutions and insurance companies are exempt from the tax.

e  Voter approval is required on any tax over 1%.

f  Currently, 50 cities, 833 boroughs, and 1,262 townships levy a tax on wages and on net profits of unincorporated busi-
nesses. School districts levy a separate tax on this income.

g  Pittsburgh also levies a 2% wage tax for its school district. Nonresidents of Pennsylvania pay the 1% city tax but not the 
school tax.

h  This rate includes funding for Philadelphia’s schools and, for school purposes, extends to residents’ unearned income. 

i  Philadelphia also levies a 6.45% business privilege tax on the net income of all business activity in the city.
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income tax liability—but not both. The rationale for the federal deduction is to reduce 
the occurrence of double taxation—taxing the same income more than once. Higher- 
income individuals benefit the most from this itemized deduction because they are in 
higher marginal tax brackets. The federal deduction effectively lowers the cost of these 
state and local taxes. 

The local income tax base

The local income tax is most easily distinguished from its state and federal counter-
parts by its generally narrower tax base. Figure 4–4 shows the different types of income 
potentially subject to taxation, and Table 4–2 shows the tax bases actually used by local 
governments in the six states granting municipalities and counties authority to levy the 
tax.  As with other taxes, the same relationship holds: 

Tax base × tax rate = tax liability.

The legal definition of the income tax base affects liability for the tax, which affects 
revenue yield (the sum of all liabilities). The broader the tax base, the lower the tax rate 
needed to produce a given level of revenue.

Earned and proprietary income States that authorized the income tax early 
on, most notably Pennsylvania, limited the local tax base to earned and proprietary 
income because of the relative ease of collecting the tax from employers. If the tax is 
based on gross income (no deductions or exemptions) and is withheld by the employer, 
wage earners usually do not file a tax return with the local government. 

Local taxation of nonresident professional athletes’ 
earnings
In recent years, state and local govern-
ments have begun extending their wage 
and personal income taxes to nonres-
ident professional athletes. These so-
called jock taxes occur because athletes 
earn a pro rata share of their income 
when they play in the taxing jurisdiction. 
Philadelphia, for example, extends its 
nonresident wage tax of 3.8801 percent 
to football, basketball, baseball, and 
hockey players for the portion of time 
they work in one of the city’s stadiums 
or arenas. Players have a taxable nexus 
for the time they are playing and earning 
income in the city. At least a half dozen 
cities now impose their income tax on 
athletes, and twenty states extend their 
state income tax to professional athletes.

Several intergovernmental issues arise 
because of the jock tax, which is usually 
extended to other high-dollar wage 
earners, including musicians and actors. 
Not all states or local governments give 
a credit for taxes already paid on that 
income, which creates a double tax  
on those earnings. The jock tax also 
imposes significant compliance expenses 
on nonresident athletes, who must com-
plete a tax return for each city and state 
in which they play. And it gives rise to the 
potential for discriminatory taxation. For 
example, Alberta, Canada, imposes an 
extra 2.5 percent income tax on top of its 
10 percent tax on all resident players of 
its two hockey teams, but it does not tax 
visiting players.

Source: Most of this information is from David K. Hoffman and Scott A. Hodge, “Nonresident 
State and Local Income Taxes in the United States: The Continuing Spread of ‘Jock Taxes,’” 
Tax Foundation Special Report no. 130 (July 2004), taxfoundation.org/sites/taxfoundation 
.org/files/docs/fe9737a23595921c41616df11dc3cd48.pdf. 
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The significance of the income tax in a local government’s revenue structure depends 
on the breadth of the tax base (Figure 4–5). For example, local governments in Indiana, 
Maryland, and Michigan tax the personal income (earned and unearned) of individuals 
and the net profits of unincorporated businesses. In general, these governments expe-
rience more rapid growth in income tax revenue than do those with more narrowly 
based earned income taxes, such as in Ohio and Pennsylvania. This is primarily because 
components of the tax base change in value at different rates, and data from the Internal 
Revenue Service (IRS) indicate that the greatest rate of growth occurs with unearned 
income (interest, dividends, and realized capital gains).

Personal income Although an income tax limited to earned income is less costly to 
collect and enforce, modern techniques of tax administration, especially the sharing of 
tax information between state and local revenue departments and the IRS, now make 
taxation of personal income administratively feasible. Consequently, states that have ad-
opted the income tax somewhat recently—most notably, Maryland—define the tax base 
more broadly to include both earned and unearned income. Since higher-income indi-
viduals receive a greater portion of their income from unearned sources, excluding this 
income places a greater portion of the tax burden on wage earners in the lower- and 
middle-income brackets.  A broad-based tax on personal income distributes the tax bur-
den more evenly across all income categories and is more equitable on the ability-to-pay 
basis.  All versions of the income tax, other than payroll taxes, include the net profits of 
unincorporated businesses in their tax bases (Figure 4–5).

Gross income Local income taxes differ from their state and federal counterparts in 
still another way: most are levied on gross income with no exemptions, deductions, or 
credits, which facilitates local collection and enforcement of the tax. Including ad-
justments to gross income increases the complexity and cost of administering the tax, 
especially if locally administered. On the other hand, itemized deductions for certain 
expenses and exemptions for dependents generally increase the tax’s progressivity by 
reducing the tax burden on lower- and middle-income households. 

Personal Business

 Earned (EI)
  Wages
  Salaries
  Tips
  Commissions

 Unearned (UI)
  Interest
  Dividents
  Capital gains
  Rent
  Royalties
  Inheritances
  Giftsb

 Proprietarya

  Net profits (NP)
  Gross income

 Corporate (CI)
  Net income

a  Unincorporated businesses and professions.   

b  Normally taxed separately and not included in the income tax base.

Figure 4–4 Types of income
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Piggybacking the local tax onto the state’s income tax is a cost-effective approach to 
integrating such adjustments into the local tax. For example, the Maryland Department 
of Revenue collects the counties’ taxes along with the state liability.  The local share is 
remitted to the taxpayers’ counties of residence. This approach reduces taxpayer com-
pliance costs because only one tax return is filed. It also increases the equity of the local 
tax because local adjustments to gross income are the same as the state’s. On the down 
side, state administration makes the state tax liability appear larger because taxpayers may 
not distinguish between the state portion and the local portion.

Payroll taxes Interest in payroll taxes has resurfaced as a result of Nevada’s 2003 
adoption of the tax, which is currently at 0.65 percent. Several local governments have 
levied such a tax for a number of years, but Nevada is the first state to do so. The most 
widespread use of the payroll tax is in Alabama, where twenty cities levy a municipal 
occupation tax ranging from 0.50 to 2.0 percent of an employer’s payroll. Generally, 
liability for payroll taxes falls on the employer.

Because they usually have no deductions or other adjustments, payroll taxes can be 
particularly onerous on smaller businesses that have narrow profit margins, operate in 
a highly competitive environment, and depend on highly skilled labor—for example, 
computer software developers. To accommodate such entrepreneurs, some local govern-
ments exempt a portion of the payroll from taxation. 

While employers are generally liable for the payroll tax, the tax burden is likely 
shifted to employees as lower wages, particularly in industries employing lower-skilled 
workers. However, this may not be true in businesses where the demand for workers is 
more competitive. In general, the tax does not rate well on horizontal or vertical equity, 
and it likely has a negative impact on economic growth in the long term, particularly in 
sectors that rely on highly skilled, higher-cost employees, such as those in engineering 
and technology development.

Local government dependence on the income tax

Of paramount interest to local government leaders is the revenue potential of a new 
tax or fee. Revenue yields from local income taxes have shown modest increases for 
municipalities (Table 4–1) but have held steady for counties. In those few states where 
counties do levy the tax, however, it represents a substantial portion of their revenue. For 
example, income tax revenues for Maryland counties in 2007 amounted to 32 percent 
of their general revenues and 41 percent of their tax revenues, only slightly less than the 
revenue yield from the property tax.47

The income elasticity of the tax poses a serious problem for local government 
budgets. For example, a 10 percent decline in personal income in the local economy 
may result in a 15 percent decline in income tax revenues. The more dependent a local 

Narrowest tax base Broadest tax base

Earned only Earned and 
proprietary

Personal and 
proprietary

Earned, proprietary, 
and corporate

Personal, proprietary, 
and corporate

Alabama Ohio
Pennsylvania

Indiana
Maryland

Philadelphia
Ohio

Michigan
New York City

Figure 4–5 Income tax bases used by local governmentsFigure 4–4 Types of income
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government is on the revenue from the income tax, the more vulnerable it is to mid-
year revenue shortfalls and budget instability. For this reason and others discussed in the 
following sections, local governments should avoid overdependence on the income tax. 

Budgetary issues and the local income tax
The greatest source of controversy related to a proposed income tax concerns its po-
tential effects on business and household locational decisions. The common assumption 

Getting to tax liability
Defining the income tax base involves 
more steps than is needed to define 
either the sales tax base or the property 
tax base. This is because of a number of 
adjustments designed to promote hor-
izontal and vertical equity. The process 
involves the following steps:
1. Define gross income. This involves 

listing all income subject to taxation. 
Here states can provide targeted 
relief, such as excluding from the tax 
base the interest income on bonds 
sold by local governments as well as 
by the state.

2. Deduct adjustments. Adjustments are 
reductions in gross income designed 
to reduce or eliminate double taxa-
tion, such as with alimony payments, 
or the cost of earning income, such 
as job-related moving expenses.

Result: Adjusted gross income 
(AGI), the beginning point for 
computing taxable income.

3. Deduct personal exemptions. Some 
local and state governments, as well 
as the federal government, provide 
for a fixed dollar reduction in taxable 
income for each dependent in the 
household. These deductions pro-
mote horizontal and vertical equity.

4. Deduct standard (or itemized) de-
ductions. Usually individual income 
taxes provide for a standard deduc-
tion: a fixed dollar amount for each 
category of tax filers (single, married 
filing jointly, married filing separately). 
The standard deduction is designed 
to promote horizontal equity and 
reduce the need for retaining records 
on deductible expenses.

Alternatively, tax filers may itemize 
qualifying deductions, particularly if 
they have incurred deductible expenses 
that exceed the standard deduction. 
Depending on the marginal tax bracket 
of the taxpayer, the deductions repre-
sent significant reductions in tax liability. 
Most state revenue departments pre-
pare analyses of the cost of these tax 
expenditures to state treasuries.

Result: Taxable income, the tax 
base to which the tax rate(s) is 
applied.

5. Multiply the taxable income by the 
appropriate tax rate to determine tax 
liability. In states and the few local 
governments that use graduated 
tax rate structures, each bracket of 
income is subject to a separate tax 
rate, with higher brackets subject 
to progressively higher tax rates. In 
recent decades, states and especially 
local governments have gravitated 
toward flatter rate structures because 
progressive income tax rates may en-
courage higher-income households 
to migrate to lower-tax jurisdictions.

6. Deduct tax credits. The final step is to 
apply any qualifying tax credits to tax 
liability. These dollar-for-dollar reduc-
tions in liability are particularly pow-
erful tools for tax policy. A number of 
states offer earned-income credits 
to working families with moderate to 
low income. While most credits are 
capped at tax liability—that is, the 
credit cannot be greater than the tax 
liability—some states allow the credit 
to exceed liability, creating essentially 
a negative income tax by providing a 
cash subsidy to these families.
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is that the tax will drive businesses and families out of the jurisdiction. Because of the 
greater visibility of the income tax, such fears will be especially strong, and a proposal to 
adopt the tax will likely evoke even greater opposition than a proposal to adopt either a 
general sales tax or an excise tax. Opposition will also develop because income is already 
taxed by forty-three states and the federal government.

A 2003 study of four major U.S. cities found that in the case of both New York City 
and Philadelphia, changes in income (New York) and wage (Philadelphia) tax rates 
adversely affect job creation.48 Both cities rely heavily on income-based taxes, and both 
are surrounded by communities that do not levy the tax, creating border-city effects that 
give households and businesses powerful incentives to relocate to the suburban areas. 
According to the authors’ analysis, between 1971 and 2001, New York City lost 331,000 
jobs because of income tax increases, and Philadelphia lost 173,000 jobs because of 
increases in its wage tax rate.

As noted in Chapter 2 in the discussion of tax neutrality, taxes do affect business 
investment and job creation. It is also reasonable to expect households and businesses to 
be more sensitive to rate changes in the local income tax than in the property tax. While 
the property tax is nearly universally levied and thus unavoidable, taxpayers can more 
easily avoid the income tax by locating in neighboring jurisdictions where it is not 
levied. Regional adoption of the tax plays a critical part in building taxpayer tolerance. 
In sensitive policy areas such as the adoption of a local income tax, regional precedent 
in demonstrating a policy’s viability is essential for its dissemination. 

It is somewhat curious, however, that local income taxes have gained a level of 
acceptability in some of the more politically conservative areas of the nation, such as 
Ohio and Michigan. Whether this is the result of historical events or underlying social 
mores is debatable. The fact that these taxes have become accepted sources of local 
revenue in this part of the nation and that they seem to work effectively at providing 
revenue diversity makes them worth further analysis, particularly regarding their effects 
on local spending levels.

Conclusion
The most widely used alternative to the property tax is the general sales tax. The base 
for the sales tax is procyclical, meaning that tax revenue rises and falls with the business 
cycle, creating the potential for midyear revenue shortfalls whenever the local economy turns 
downward. The trend among states has been to narrow the sales tax base by exempting 
food purchased for home consumption and business purchases of machinery and build-
ing materials. This reduces the tax’s regressivity (a gain on equity).

A fundamental requirement for an economically neutral sales tax is that state and 
local bases should be the same and tax rates should be uniform across the state. Studies 
indicate that a local sales tax lowers retail business activity somewhat, but the effect is 
insignificant when local rates are uniform or nearly so and adoption of the tax is nearly 
universal among local governments. When more than one level of local government 
levies the sales tax, one problem is how to divide the revenue (or rate) among the levels 
of government.

Excise taxes offer another alternative to reducing dependence on the property tax. 
These consumption taxes are levied on specific products—gasoline, tobacco, distilled 
spirits, hotel rooms, utilities—at separate rates. Revenue from these taxes tends to be 
dedicated to purposes that benefit the taxpayer, at least indirectly. Local governments 
with competitive advantages, such as hotel occupancy taxes in resort communities, rely 
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tobacco, although the effectiveness of such a strategy is debatable. 
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strengths of an income tax is its capacity to extend the tax reach of a city to commuters 
who work in the city but otherwise bear no burden for financing its services.

Because the revenue from the tax is income elastic, local governments become more 
dependent on the tax over time as it displaces revenue from the less elastic property 
tax.  As a result, local governments expose their operating budgets to greater instability 
whenever the local economic cycle turns downward and the income tax base contracts. 

Another issue concerns the administration of the tax. The most cost-effective 
approach involves piggybacking the local levy onto the state income tax, thereby reduc-
ing taxpayer compliance costs with the filing of only one tax return to satisfy both state 
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in which to locate.
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1. Highway financing is a major issue confronting local and state governments. Until about fifteen 
years ago, the states relied primarily on revenue from a dedicated tax on motor fuel sales 
(gasoline and diesel) to fund highway construction and maintenance. Projections now show 
that revenue from this tax will not even sustain highway maintenance in the near future. As an 
alternative, states have shifted much of the funding for highway construction to tolls on users. 
States have even sold rights to tollways to private firms or other government entities to fund new 
highway construction in the state.
 a. What effect does the shift from a dedicated tax to tolls have on equity, economic neutrality,  

 and administrative and compliance costs?
 b. Cities and counties also have a role in highway construction and usually use general revenues  

 to match grants from the state and/or federal government. Discuss the merits of and  
 obstacles to allowing a locally piggybacked tax onto the state and federal motor fuels taxes.  
 What are the economic merits of local governments shifting to tolls on local highways?

2. Considerable controversy has recently surfaced over including Internet sales in the general 
sales tax base. The issue is complicated by the fact that access to the Internet is not uniformly 
distributed among income groups in the United States. The taxation of Internet sales raises all 
the classic issues of equity, economic efficiency, and administrative feasibility.
 a. What are the equity issues involved in including Internet sales in the general sales tax base?
 b. What are the issues in economic neutrality raised in taxing such sales?  
 c. Including Internet sales in the general sales tax base raises complex administrative issues.  

 Discuss those issues. What levels of government, if any, should tax Internet sales? What  
 compliance costs are created if Internet sales are included in the tax base?

 d. Would you recommend that Internet sales be included in the general sales tax base, taxed  
 separately as an excise tax (and if so, should revenues be earmarked and for what purpose),  
 or excluded from taxation? Why?

3. Fill in the blanks with the concepts listed below: 

exported
income elastic
administrative feasibility
efficient
inelastic

regressivity
tax pyramiding
taxable nexus
market value

 a. Including food in the sales tax base increases _______.
 b. The income elasticity of excise taxes, especially on sumptuary goods, tends to be ______.
 c. Hotel/motel occupancy taxes are easily ________ to nonresidents.
 d. A use tax is levied on goods sold by vendors with no __________ in the state.
 e. A gross receipts tax on all businesses tends to cause __________.
 f. Among consumption taxes, a value-added tax scores relatively high on equity and market  

 (economic) efficiency but low in terms of _________.
 g. Excise taxes are narrow based and thus tend to be less________.
 h. Severance taxes are ad valorem in that they are based on _______ at the time of extraction.
 i. The general sales tax is _______, which means that revenue yield increases during periods of  

 economic growth but shrinks quite rapidly during economic downturns.

REVIEW QUESTIONS
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4. The diagram below shows the stages in the production process and more theoretical “stages” 
of household spending on consumables and on leisure. Below the production line, indicate what 
consumption tax from the list best fits with each stage in the production process.
 a. Tax on household spending on consumption
 b. General sales tax
 c. Use tax
 d. Tax on household spending on leisure (vacations, boats, athletic events, etc.)
 e. Motor fuels tax
 f. Severance tax
 g. Gross receipts tax

REVIEW QUESTIONS

Stage of  
production Producer Distributor Wholesaler Retailer Final buyer

Household 
consumption

Household 
leisure

Consumption 
tax
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Be not the first by which the new is tried, nor the last  
to lay the old aside.

– Alexander Pope

Service charges  
and regulatory fees

While general and excise sales taxes have gained prominence in local government 
budgets, services charges and fees represent the largest source of local revenue. This 

shift to charges has occurred in part because of taxpayers’ resistance to higher tax burdens, 
particularly increased property taxes. Service charges and regulatory fees are well suited 
to the “finance-it-yourself” environment that currently pervades all levels of government.1 

As discussed in Chapter 1, goods and services produced by government can be 
divided into three categories: public, private, and merit (or mixed). Public goods and 
services, such as snow removal, benefit all citizens, cannot be sold in units, and can be 
financed only from general tax revenues.  At the other extreme are private goods and 
services, such as water, sewerage, and electric power; unlike private goods produced by 
the private sector, which are sold in a competitive market, these services are produced 
and sold by the government because the opportunity for profit is insufficient to attract a 
private provider (as in the case of public transit) or because the large capital investment 
naturally limits provision to a monopolist (as in the case of water service). Governments 
rely on their proprietary powers, granted in state or local law, to charge consumers for 
these services. If revenue from the sale of a service is sufficient to cover its costs, the 
government tracks the revenue and expenses using a self-supporting enterprise fund.

Between public and private goods lie merit goods, which are private goods endowed 
with a public purpose. For example, a municipal airport provides individual benefits that 
can be denied to those unwilling to pay for them, yet it also benefits the whole com-
munity by improving business opportunities and thereby helping to create jobs. Thus, a 
portion of the cost of merit goods should be borne by all taxpayers, with the remaining 

5
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private portion of benefits financed through service charges to users. Public education, 
which is probably the best example of a merit good, lends itself to privatization through 
such measures as the provision of government vouchers to individual users.

Figure 5–1 shows the types of benefits-based levies that governments use.  Also as dis-
cussed in Chapter 1, local governments look to different sources of legal authority when 
adopting these levies.  A few benefits-based levies—for example, gasoline and hotel/
motel occupancy taxes—derive their legal basis from the taxing powers of local govern-
ments. State laws also grant local governments limited regulatory powers for preserving 
and promoting the health, safety, and welfare of the community by issuing licenses 
and permits.  A license authorizes an individual or business to engage in an ongoing 
activity—for example, to operate a motorcycle on local streets. By contrast, a permit 
authorizes a business or individual to undertake a particular task—for example, to use 
particular streets at a particular time for an organized parade. Within limits prescribed 
by law, governments charge a fee for a license or permit as compensation for the cost 
of regulating the activity. The accompanying sidebar addresses the distinction between 
proprietary and regulatory powers for raising revenue.

Development charges, such as impact and building inspection fees, compensate 
local governments for the cost of regulating new construction and for the impact of the 
construction on public services. In other cases, a special assessment is used to recoup 
the value of private benefits accruing to property owners. Revenue from the levy 
usually cannot exceed the increase in property value that results from the improvement, 
such as widening a street. In some states, regulatory rather than taxing powers provide 
the legal basis for a special assessment, as in the case of a sidewalk installation. 

The role of service charges and regulatory fees in local  
government
Economically, charges and fees score high marks for both equity and efficiency. Un-
doubtedly, their greatest virtue is to reduce the wasteful use of some government- 
produced services, thereby reducing the pressure to expand public facilities to meet 
artificially inflated user demand and constraining the growth of the government budget. 
When a service is financed with tax revenue, users have no incentive to limit their 
use, so they create an apparently greater demand, which governments feel obligated to 

Type of benefits-based levy Legal authority Example

Benefits-based taxes Taxing powers Gasoline tax for street 
improvements

User charges Proprietary powers Water service charges

License and permit fees Regulatory powers Health permit

Development charges Regulatory powers Zoning fee

Special assessments Taxing powers Public improvement 
assessment

Figure 5–1 Benefits-based levies commonly used by local governments 
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meet. When the same service is sold to users, citizens purchase only what they want, and 
consumption by those who use the service only because they think it is free diminishes. 
In the terms of economists, prices ration goods and services to those who value them 
the most, thereby maximizing economic neutrality. The sidebar on page 110 summarizes 
some of the advantages of service charges.

As an illustration, consider the per capita water consumption in two hypothetical cities—
Alpha and Delta.  Alpha meters water use and charges users for the full cost of the quantity 
consumed, but Delta finances all water services through its property tax. Predictably, per 
capita water consumption in Delta greatly exceeds that in Alpha because users who per-
ceive the water as “free” have no incentive to control their level of use.  The greater demand 
for water leads Delta to increase water production capacity well beyond that of Alpha.

Local government dependence on revenue from service charges

Although local governments had increased their dependence on service charges and 
regulatory fees before Proposition 13 was ratified in 1978, the tax revolt accelerated this 
trend. In the past decade, however, the combined effects of a deep recession (2007–09) 
and declining state and federal grants-in-aid have forced local governments to increase 
their use of local taxes. 

A comparison of the role of user charges (current plus utility charges) versus prop-
erty taxes indicates this shift. For municipalities, user charges represented 37.6 percent 
of general own source and utility revenues in 2007, a decline from almost 42 percent in 

Raising revenue: Proprietary versus regulatory powers
A gray line exists between a service charge 
levied under a government’s proprietary 
powers and a license or permit fee levied 
under its regulatory powers. Both involve 
an exchange (quid pro quo). In the case 
of proprietary activities, the exchange in-
volves a good or service: a service charge 
for water, tuition for credit hours, etc. In 
the case of regulatory activities, the ex-
change grants a privilege: a fishing license, 
driver’s license, or building permit.

But there are a couple of important 
differences. The proprietary exchange 
involves goods or services being pro-
vided. Each month city residents receive 
a water bill for the amount of water they 
consumed in the preceding month. Each 
semester students receive a tuition bill 
for the forthcoming semester. By con-
trast, the regulatory exchange involves 
no goods or services being received. It 
only involves the provision of a license 
or permit as a result of the regulatory 
activity (or conversely, a fine being 
assessed for violating the boundaries of 
the regulated activity).

Another difference is that the pro-
prietary activity involves governments 
providing a private good or service. A 
regulatory activity involves granting a 
privilege that is created by law. Without 
a license or permit, a person cannot 
legally engage in the regulated activity.

In the case of regulatory activities, 
governments usually issue permits for 
privileges (fishing, hunting, owning a dog, 
building a house). Privileges are granted 
by statutes (laws passed by legislative 
bodies) and can be taken away (driver’s 
license revoked). Occasionally, however, 
governments also may regulate rights, 
such as speech, or assembly, or gun 
ownership. Rights are granted by con-
stitutions (e.g., the Bill of Rights). In the 
case of the basic rights granted by the 
First Amendment to the U.S. Constitution 
(speech, religion, petition, assembly, and 
press), the U.S. Supreme Court has ruled 
that governments may regulate the time, 
place, and manner in which the right is 
used but cannot regulate the content of 
the constitutionally protected right. 
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2002. Property taxes, on the other hand, increased to 27.8 percent in 2007 from 22.8 per-
cent in 2002. For counties, user charges made up 30.4 percent of general own source and 
utility revenues in 2007, essentially the same as in 2002, whereas property taxes increased 
from 38.4 percent in 2002 to 40.1 percent in 2007.2

Generally, smaller municipalities rely more heavily on service charges than larger 
ones do, probably because the latter have more diversified revenue sources while the 
former have more limited tax bases.3 As is apparent from Table 5–1, cities rely much 
more heavily on utility charges than counties do. For many cities, especially those with 
large amounts of tax-exempt state or federal property (such as university towns), utilities 
provide an important mechanism for subsidizing their general funds. Utility operations 
are often required by local ordinance or charter to provide a return on investment to 
the city, as well as franchise fees comparable to what a private utility would incur for the 
exclusive privilege of providing utility services.

Bernd Huber and Marco Runkel use economic theory to explain the growing 
popularity of user charges, especially for such services as toll roads, higher education 
tuition, and public health care.4 They contend that in order for governments to compete 
effectively for investment capital, which has become increasingly mobile in the global 
economy, governments must keep their tax rates lower than they otherwise would in 
the absence of intergovernmental competition. Thus, to fill the gap made by forgone tax 
revenue, local governments increase service charges. Huber and Runkel conclude from 
their theoretical analysis that the more intense the competition among governments, the 
greater the reliance on user charges.

Services financed by charges and fees

When local governments review their services to identify candidates for charging fees, they 
must perform two tasks. First, they must decide which services can be sold to users (divis-
ibility). This involves identifying activities that provide private benefits and whose benefits 
can be denied, with minimum cost, to those not paying for the service (excludability).

The second, more political task involves deciding which services should be financed 
by service charges. In making this decision, managers must consider four issues:

Advantages of service charges
Charges reduce wasteful consumption 
of public services by heightening users’ 
awareness of the cost of providing the 
service.

Because service charges are based 
on the quantity consumed by each user, 
they give local governments a clear indi-
cation of the level of service preferred by 
citizens, thereby reducing the tendency 
to expand government facilities to meet 
apparently increased demand. 

Service charges are equitable: Those 
using the service pay in proportion to 
the benefits they receive from it. Those 
who do not use the service do not subsi-
dize those who do. 

Service charges improve local 
government productivity by increasing 
managers’ awareness of the cost of 
services. Charges to users also slow the 
growth of local budgets by ensuring 
that decision making is based not on 
interdepartmental budgetary politics 
but on the relationship of service levels 
to demand. 

Service charges provide a market- 
based alternative to regulating through 
rules and administrative orders. In other 
words, they can be used to influence 
private behavior toward socially desir-
able ends.  
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1. Is it more equitable to charge users for the service or to levy a tax? If the service possesses 
the attributes of a private good, it is more equitable to charge users than taxpayers.

2. Do surrounding cities, towns, or counties levy a charge for the service? Regional 
precedent makes it much easier politically for a local government to assess a fee for 
the same service.

3. How do citizens feel about increases in local taxes? Managers should require proponents 
of a new or expanded service to include the use of service charges in their proposals.

4. What effect will the charge have on the use of the service? Normally, charging for 
a service reduces demand; that is, demand is price elastic because consumers can 
choose to reduce their consumption of the service. For services that have widespread 
benefits to the community, however, such reductions are undesirable. For example, 
charging full cost for residential use of a landfill may increase illegal dumping along 
roadways and in vacant lots. When it comes to increasing prices, change in demand 
varies for different services, depending on the availability of substitutes. 

For utility services, price elasticity is low; there are no substitutes short of reducing 
consumption, and going without the service is usually not an option. But for many other 
governmental services, consumer demand is more sensitive to price changes. In general, 
the greater the change in price, the greater the effect on service use. For this reason, 
local governments should avoid large and irregular price increases. Small, annual adjust-
ments in prices have much less adverse effect on demand and thus on revenue yields.

Local government policy makers are often astounded by the lengthy list of activities 
for which charges and fees are collected. The following sidebar lists some of the more 
common services for which local governments collect charges, and the sidebar on page 
113 does the same for some of the more commonly regulated activities for which license 
and permit fees are assessed. For example, utility services, such as water and wastewater 
treatment, have long been financed by direct charges to users, including wholesale con-
sumers such as other governments. Some governments even generate a profit on these 
services, which is used to subsidize services paid for from the general fund.

Table 5–1 Service and utility charges as percentages of local government 
general revenues, FY 2006–07

Revenue source Counties Municipalitiesa

Property taxes   40.1   27.8

All other taxes   18.1   24.0

Service charges   28.3   19.0

Utility charges     2.1   18.6

Other nontaxes   11.4   10.6

Total 100.0 100.0

Total general revenue (in millions)b  $223,203  $394,622

Source: U.S. Census Bureau, State & Local Government Finance, Historical Data: 2007, Table 2, census 
.gov/govs/estimate/historical_data_2007.html.

a  Combines cities and townships.

b  Combines general revenue from own sources and utility revenue.
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Services for which local governments commonly 
charge a fee

Recreation and leisure activities 
Athletic fields (P)
Athletic leagues (F)* 
Auditorium/civic center rental (F) 
Boat harbors (F)
Concession rental (F) 
Equipment rental (F) 
Greens fees (F)
Law library (F)*
Parks (P)
Public library services (P) 
Recreation center rental (F) 
Recreation classes (F)* 
Swimming pools (P) 
Tennis courts (P)
Web-based data services (F)

Utility services
Connection (F)
Drainage (F)
Lateral permits (F)
Pro rata connection (F) 
Retail wastewater service (F) 
Retail water service (F) 
Septic tank dumping (F) 
Tap permits (F)
Temporary use of meter or hydrant (F) 
Wholesale water and wastewater (F)

Public works
Abandoned-vehicle removal (F) 
Barricades (F)
Curb and street cuts (F) 
Maps (F)
Right-of-way access (F) 
Weed cutting (P)

Police protection
Accident and offense reports (F)
DWI processing (F) 
False alarm call (F) 
Funeral escorts (F)
Other special-occasion escorts (F)
Police services at special events (F)
Serving warrants (F)
Vehicle impoundment (F)

Planning and economic development 
Annexation (F)
Development guide or manual (F) 
Fairgrounds rental (P)
Historic landmark designation (P) 
Maps (F)
Plat processing (F)
Zoning variance (F)

Sanitation and animal control 
Animal holding (F)
Animal impoundment (P) 
Carcass retrieval (P)
Euthanasia (F)
Landfill (P)
Large-item solid-waste pickup (F)* 
Litter abatement (P)
Rabies vaccination (P) 
Solid-waste collection (F) 
Street cleaning (P)

Health
Ambulance service (P)
Hospitals and nursing homes (F)* 
Inoculations (P)
Mental health services (F)*

Transportation
Airport landing (F) 
Bridge tolls (F)
Bus fares (P)
Hangar rentals (F) 
Parking garages (F)* 
Parking meters (F)* 
Special-occasion bus rentals (P)

Miscellaneous
Advertising on public space (F)
Cemeteries (P)
Commodity sales (F)
Document search (F)
Election filing (F)
Farmers’ markets (P)
Meeting room rentals (F) 
Photocopying records (F)
Public housing (P)
Vending machine space rental (F) 
Wi-Fi service (F)

Notes: (F): Price should be set at full cost of providing the service.

(F)*: Full-cost pricing should be required only for certain classes of users; a partial subsidy 
should be provided for some users, such as the elderly, children, and nonprofit organizations.

(P): Fee for service should be set so as to recover only part of the cost of the service. A partial 
subsidy is justified for any one or all of the reasons discussed in the chapter.
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The 1987 amendments to the federal Clean Water Act ushered in a new category of 
utility charges: storm-water drainage fees. To meet the federal mandate for water quality 
standards for runoff, many local governments, especially in flood-prone areas, adopted 
these fees, which are distinct from wastewater treatment fees. Fees may be a flat rate 

Activities commonly regulated by local governments

Amusement and recreation 
Bicycles (registration)
Billiard and pool halls (license)
Boats (license)
Camping (permit)
Carnivals and circuses (permit) 
Coin-operated machines for  
 entertainment (license) 
Dance halls (license)
Fireworks (permit)
Fishing and hunting (license) 
Massage parlors (permit) 
Movie theaters (license) 
Outdoor concerts (permit) 
Parades (permit)

Animal regulation 
Dog and cats (license) 
Kennels (license)

Building construction
Alarms (permit)
Billboards (permit)
Building (permit)
Building movers (license and permit) 
Concrete contractors (license and permit) 
Demolition (license and permit) 
Driveway curb cutting (permit)
Electrical contractors (license and permit) 
Elevator installation (permit)
Fence contractors (license and permit) 
Grading (permit)
Heating contractors (license and permit) 
Home repair (license) 
Manufactured-housing installation  
 (permit)
Plumbing contractors (license and permit) 
Street excavating (permit)

Food service
Alcoholic beverage sales (license)
Food handlers (permit)
Restaurants (health permit)

Businesses and occupations 
Bottled water (license)
Christmas tree sales (license) 
Collection agency (license) 
Distressed goods sales (license) 
Dry cleaning (license)
Electronic repair (license) 
Flammable-liquid storage (permit) 
Itinerant merchants (license) 
Jewelry auction (permit)
Lawn sprinklers (license)
Motor vehicle repair (license) 
Motor vehicle towing (license) 
Parking lot (license)
Pawnbrokers (license)
Residential garage sales (permit) 
Retail cigarette dealers (license) 
Rug and carpet cleaners (license) 
Sign permits (F)
Solid- and liquid-waste haulers (license)
Taxi and bus carriers (license)
Ticket brokers (license)
Tree service contractors (license)
Wood vendors (license)

Health care facilities and services 
Ambulance drivers (license)
Hospital and convalescent home (license) 
Private ambulance vehicles (permit)

Planning, zoning, and development 
Barricades (permit)
Certificates of occupancy (fee)
Floodplain development (permit) 
Plat approval (fee)
Waterway development (permit) 
Zoning variance (fee)

Other
Charitable solicitation (permit) 
Concealed weapons (permit) 
Loudspeakers (permit) 
Trash burning (permit)

Source: This is an updated version of an earlier list in Stanley E. Wilkes Jr., A Guide to Revenue 
Administration for Small Cities (Arlington: Institute for Urban Studies, University of Texas at 
Arlington, 1981).
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per lot or scaled to lot size. Fee structures that are even more sophisticated consider the 
permeability of each surface area (lot or property boundary) and the expected amount 
of runoff it generates.

As resistance has grown to a greater reliance on taxes, local governments have looked 
to other services for which users can share in the cost. Recreation and leisure, public 
works, police and public safety, planning, economic development, public health and 
sanitation, and public transit all have become candidates for at least partial cost recov-
ery through user charges. In recent years, the search for chargeable activities has been 
enlarged to include advertising in public spaces, such as on government vehicles and 
buildings. Unlike utility services, for which revenue is accumulated in separate enter-
prise funds, revenue from these governmental services is typically comingled with tax 
revenue in the general fund.

While local governments tend to have wider latitude in the rates they charge for 
services, state law and court rulings have generally limited fees for licenses and permits 
to the cost of regulating the activity. Local governments have relied on their authority to 
promote the health, safety, and general well-being of their communities to license a wide 
range of private activities, including pet ownership, amusement and recreation, new con-
struction, various professions and trades, food service, and land use. Seldom do the fees for 
these privileges cover the full cost of regulating the activity, and unless state or federal law 
stipulates otherwise, the revenues are almost always comingled with general taxes.

Constrained tax revenue has pushed some local governments into imprudent ven-
tures in their quest for nontax revenue.  As noted in Chapter 1, local governments 
operate a host of “businesses,” from radio stations to casinos, some of which have proven 
quite profitable. But other ventures have proven financially fatal. Harrisburg, Pennsyl-
vania, invested heavily in a trash-to-energy incinerator that proved unprofitable, leaving 
the city teetering on bankruptcy.5

Local governments often confront unrealistic expectations from citizens to reduce 
taxes while maintaining or even increasing services. In the case of revenue policy, gov-
ernments are best served by incremental changes tested on a small scale before being 
expanded to the jurisdiction as a whole. There are no pots of gold awaiting discovery, 
and promises to the contrary are certain to lead to disaster.

Local governments have introduced charges for the growing array of services 
spawned by new technology, such as access to online data and to Wi-Fi, a city- or 
countywide broadband wireless network that provides high-speed Internet service to 
citizens at a fraction of the cost of other modes of service. Increasingly, more trans-
actions—from paying taxes, utility charges, and traffic citations to providing input on 
strategic plans and initiatives—are occurring through online portals. Not only does this 
technology lower the cost of doing business with city hall, but it also provides cities 
with a tool for attracting technology-dependent industries. Yu-Che Chen and Kurt 
Thurmaier conclude that given the mix of private and public benefits from online 
transactions, local governments should use a combination of service charges and general 
revenues to finance their e-government services.6

Policy issues in the adoption of service charges
Service charges pose policy issues that are quite different from those that local officials 
encounter with taxes. These issues include

• Keeping charges in line with costs 

• Pricing strategies
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• Choices in cost recovery

• Provisions for a policy statement on service charges and regulatory fees.

Keeping charges in line with costs

Charges for utilities and other self-supporting services accounted for in a businesslike 
enterprise fund receive careful scrutiny because governmental accounting standards 
require that rates be sufficient to recover all costs. Often an outside firm will be retained 
to undertake a cost-of-services study to identify both the direct costs and indirect 
costs of providing a service, arrive at a defensible basis for the charges set, and ensure 
that the rate structure fairly distributes the cost of the service among users. Charges for 
general fund services, by contrast, rarely receive the same scrutiny—in part because they 
are not self-supporting and because the revenue is comingled with tax revenues in the 
general fund. Because of the infrequent scrutiny, rate adjustments—when they come—
are substantial, often to compensate for a substantial revenue shortfall; this has the effect 
of depressing user demand for the service, at least in the short term.

The following actions are recommended for keeping charges more in line with the 
cost of service provision.

List services More systematic monitoring of charges for governmental types of 
services begins by asking each department to compile a list of services for which it cur-
rently levies a charge or fee. The budget office (or finance office, if no separate budget 
office exists) should oversee this task. Departments should cite the legal basis for each 
charge, along with information on the rate and amount of revenue it yielded during the 
previous fiscal year. 

Codify charges and fees by function Because legal authorization for charges 
is scattered throughout the local code, local governments should consider codifying 
charges and fees by category or function. One approach is to list all charges in one ordi-
nance and all regulatory fees in another, making reference to the underlying ordinances 
authorizing their use.  An alternative is to group charges and fees by function and then 
adopt an ordinance setting the rates for each functional area.

Review charges and fees annually The next step involves each department re-
viewing the charges and fees it administers as part of the annual budget preparation pro-
cess. Departments should complete an online form that identifies the expected revenues 
from the service at current rates and the cost recovery ratio (revenues divided by cost). 
Periodically (although not annually), a cost-of-services study of governmental types of 
services should be undertaken to establish a baseline of the potential revenue available 
from users of each service, the portion of full cost that should be recovered from con-
sumers, and the indirect costs that should be assessed for internally provided services.

Recommend adjustments where appropriate As part of the detailed revenue 
analysis submitted to the city or county manager, the budget office should include a list 
of all governmental services for which a charge or fee is assessed and the proportion of 
cost recovered by the charge or fee. In consultation with each affected department, it 
may recommend adjusting the charge or fee to better match the cost recovery target. 

Pricing strategies

As a general rule, public managers have less experience in pricing goods sold to their 
consumers than their counterparts in the business sector. For private sector managers, 
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price decisions involve knowing the prices of competitors and positioning their goods 
so as to garner a greater share of the market. Public administrators, on the other hand, 
have less of an opportunity to learn the demand structure of their market because they 
have few or no competitors in their service area with which to compare prices and 
service quality. For example, a university offered a premium reserved parking option in 
a newly constructed parking garage; the assumption was that patrons would be willing 
to pay the $1,575 annual charge to park in a reserved space on the first level rather than 
half that rate for a nonreserved space on higher levels. Two parking spaces were sold in 
the first year that the option was available.

For public managers, the key to effective pricing of services is to know your consumers. 
As discussed in later chapters, when formulating their operating budgets, especially for 
general fund services, managers spend considerable effort trying to assess the preferences 
of their citizens. When the same level of effort is not expended to know the preferences 
of consumers, a mismatch between price and consumption is inevitable.

Most state laws and court decisions require that prices be reasonable and not arbi-
trary. In most states, local governments may earn a reasonable return on their investment 
(a profit), especially for enterprise services such as water, sewerage, and electric power. 
Deciding on the right price for a service requires that public officials resolve how rates 
should be structured so as to equitably reflect the cost of serving different types of users.

Where the level of service consumption varies among users and where the cost of 
serving different user groups varies, charges should approximate the average cost of serv-
ing each group in order to avoid inequitable and often unintended subsidization of one 
group of consumers by another.  Also, wherever possible, individual service use should be 
measured through metering or other means to ensure a more equitable allocation of the 
cost of providing the service. In addition to the equity gains, metering ensures more effi-
cient use of the service since it is the user who bears the cost of wasteful consumption.

Local governments use one or a combination of several of the following procedures 
for pricing their services. 

Flat-rate pricing In cases for which measuring use is not feasible, a flat rate is usu-
ally assessed, based on the average cost of serving each class of user. However, flat rates 
provide no incentive to reduce wasteful consumption, so they should be employed only 
in cases where it is administratively infeasible to measure use. In Denton, Texas, which 
uses a flat rate for its residential and commercial solid-waste collection (Figure 5–2), 
even the containerized service is provided at a flat rate; although the fee increases as 
container capacity increases, it does so at a declining rate because of the lower cost to 
collect each additional gallon (or cubic yard) of waste. Sometimes, a flat rate is the most 
cost-effective way of allocating the cost among users even though it has none of the 
rationing benefits associated with charges scaled to the amount of consumption.

Variable- and block-rate pricing The variable rate, or two-part tariff, charges 
users a fixed rate (or facility charge) for the fixed costs of access to the service and a 
variable rate based on the volume of service used.  A variation on this is a block-rate 
structure, in which the volume rate changes for each block as consumption changes. 
A block-rate structure reflects the fact that the per unit cost for overhead, capital, and 
operations changes as consumption changes. In some cases, as in the energy charge for 
wintertime use of electric power by residential consumers, the block price declines 
as consumption increases. In the summer, however, just the reverse occurs, and higher 
levels of consumption move consumers into a higher-priced block. Such a pricing 
strategy approximates the marginal-cost pricing model discussed below.  Water rates 
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Figure 5–2 Rate schedules for Denton, Texas, municipal utilities 
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for summertime consumption in Figure 5–2 illustrate block-rate pricing, and the 
wastewater rates illustrate a two-part tariff.

Peak-period pricing Peak-period pricing determines prices according to when a 
service is used. In cases where a service cannot be stored, such as electric power or public 
transit, peak demand means that capacity must be built to satisfy peak usage. Charging 
the same rate for such service, regardless of time of use, means that off-peak-period users 
are subsidizing peak-period users. Public transit provides a good example. Fares should 
be higher during morning and evening rush hours to reflect the additional capacity in 
bus and rail service and the additional personnel required to meet demand during these 
peak-demand periods. Local governments are increasingly using congestion pricing, 
which adjusts tolls upward automatically whenever traffic increases and downward as 
congestion eases.7 Similar capacity costs are incurred for water, sewer, electric power, 
and natural gas services. Both electric and water utilities for Denton use peak-period 
pricing in combination with block pricing (Figure 5–2). Peak-period prices should vary 
according to the cycles in use of the service, such as by hour, day, or season. 

Pricing by classification of users Classification of users may be according to 
type of user (seniors, children, disabled), location of user (resident, nonresident), or lo-
cation of service (transit zones).  Where costs vary by classification of user, prices should 
be stratified so that low-cost users do not subsidize higher-cost users. Nonresidential 
rates are usually higher than residential rates because of the greater distance required to 
deliver services to nonresidents. However, the cost of serving different classes of users is 
not always the overriding consideration in classifying users; for example, adults generally 
pay a higher admission charge for recreational services than children do, but this does 
not reflect actual higher costs in serving adults. In the case of utility services, consumers 
in Denton are generally classified as residential and commercial (Figure 5–2).

Choices in cost recovery
Another policy issue that local governments must resolve is whether to price a service 
so that it recovers all or only a portion of its cost.  The common practice, especially 
for nonutility services, is to recover only part of the cost through service charges, with 
the remainder subsidized by general revenues. The sidebar on page 112 listing services 
for which charges are commonly collected also identifies those services that should be 
priced at full (direct and indirect) cost—or at full cost for at least some users—and those 
services for which partial cost recovery is justified.

The various pricing strategies available to local governments are as follows: 

Full-cost and return-on-investment pricing Under most circumstances, enterprise 
services (e.g., utilities) should be priced at full cost, including both direct and indirect 
costs associated with service provision.  As noted above, in some cases a reasonable re-
turn on investment is legally and administratively justified. Privately owned utilities earn 
a return on their investment, and it makes sense for government-owned utilities to earn 
a comparable return. State and local laws vary in the amount of return authorized.

Partial-cost pricing For merit goods and services, a partial subsidy is usually warranted. 
This poses two issues that local governments must resolve when setting a price: (1) when 
should a subsidy be provided and (2) how much of a subsidy should be provided? For 
merit services, partial-cost pricing is justified when any of the following conditions exists:

• Some of the benefits from the service accrue to the whole community. For example, 
a rabies vaccination program reduces the risk of this disease for all pet owners, not 
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just for those obtaining the inoculation.  A portion of the program’s costs should be 
funded from general revenues.

• The local government wants to stimulate demand for the service. For example, a 
county library provides long-term benefits to a community by enriching its quality 
of life. Policy makers can encourage library use by fully subsidizing its operations 
from general taxes or possibly by charging only a token fee for users.

• Enforcement of the charge at full cost would result in widespread evasion. For exam-
ple, setting a fee for dog and cat tags at full cost may give pet owners an incentive 
to evade purchase of these licenses. This increases enforcement costs and creates an 
adversarial relationship between owners and the animal control unit. Partial-cost 
pricing may be justified under such circumstances.

• The service is used primarily by low-income households. For example, rental rates 
for public housing should be set below full cost, with the difference made up by 
subsidies from federal and state grants.

The second challenge for local governments is deciding how much of a subsidy is jus-
tified for services with spillover benefits to the community. Often political considerations 
enter into this discussion,8 with the relative political influence of the users weighing heav-
ily in the decision. Politically active groups, such as senior citizens or sports enthusiasts, 
may effectively lobby to keep a service charge lower than would otherwise be the case.

Competitive pricing A competitive pricing strategy considers the prices charged 
for comparable services by private or nonprofit providers or by surrounding local 
governments. For example, a village may set its admission price for a swimming pool 
to be competitive with the YMCA’s charge. In the case of utility services, decision 
makers give particular consideration to the prices charged by surrounding jurisdic-
tions and private suppliers. In today’s deregulated environment, especially for electric 
power and natural gas, public utilities must keep a close eye on the pricing practices of 
private providers, who have an incentive to “cherry pick” (i.e., lure away the low-cost, 
high-revenue accounts).

Marginal-cost pricing Marginal-cost pricing sets prices to reflect the cost of produc-
ing each additional unit of service. For example, higher prices for summertime electric 
and water rates, as shown in Figure 5–2, shift the additional cost for this marginal capac-
ity to those who create that need. Economists support this approach because it leads to 
the most efficient allocation of resources. Since the price reflects the marginal cost, only 
consumers who value that additional unit will purchase it. However, this strategy poses 
significant administrative difficulties in determining the marginal cost of each service. It 
also leads to prices that do not always recover the full cost of producing a service. Some 
pricing structures, such as peak-period and two-part tariff pricing, may approximate 
marginal-cost pricing, but pure marginal-cost pricing is rarely used in either the public 
or the private sectors.

Provisions for a policy statement on service charges and fees

Politically and legally, a cost-of-services study or rate analysis provides a defensible basis 
for the price charged to users. It can buttress a government’s contention that its prices 
were not set arbitrarily, particularly in cases where different rates are charged to differ-
ent classes of users. In the case of merit goods and services, knowing the full cost also 
provides the manager with an indication of the value of the subsidy going to the service. 
Finally, knowing the cost of providing services heightens administrators’ awareness of 
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the need to control costs. It aids managers in reviewing cost trends and the effect of 
those trends on budget allocations.

Costs to include The objective of a cost-of-services study is to identify the cost of 
providing a service, but governments seldom maintain accounting information on the 
basis of costs (or expenses). Instead, such information is usually maintained on the basis 
of expenditures (the value of goods and services purchased during the budget peri-
od), which must be converted into costs (the value of the inputs used to produce the 
particular service during the budget period).  Accountants identify two types of costs: 
direct (those associated with the direct provision of the service, such as wages, benefits, 
supplies, equipment) and indirect (those associated with supporting operations, such as 
general management, accounting, purchasing, human resources, payroll, utilities). Direct 
costs include those expenses that would be eliminated if the service were discontinued. 
Indirect costs result from the support (or staff) services provided by one department to 
other government departments.

For utility services, local governments generally set rates so as to recover both direct 
and indirect costs. For services other than utilities—for example, park and recreation 
services, animal control, toll roads, public transit, and public health services—local 
governments almost never recover indirect costs, and even recovery of full direct costs is 
problematic because most of these services provide community-wide benefits. 

One of the thorniest issues in cost analysis is the equitable allocation of indirect 
costs to each chargeable service. Support services, such as personnel or accounting, 
constitute indirect costs not only for line services but also for other support services. 
For example, the finance department provides accounting and payroll services to the 
water department and also to the personnel department, which is itself a support 
service for the water department. This complexity suggests the need for a series of 
simultaneous equations to determine the proper allocation ratio for the indirect costs 
of all government services.9 Cost studies usually use two less sophisticated procedures 
for allocating indirect costs: the consolidated allocation method and the step-down 
method.

Consolidated allocation method The consolidated allocation method involves 
summing the cost of all support services, including services sold for a price, and then 
allocating these costs to each activity using some allocation criterion, such as each 
activity’s share of the total budget or share of total salaries and fringe benefits. However, 
consolidated allocation completely ignores the interdependence of support services and 
thus allocates more support service costs to line activities (including chargeable services) 
than is justified.

Step-down method The step-down method gives some consideration to the 
benefits that support services derive from each other. Support services are first ranked 
according to the amount of service each provides to all other support services. Line 
activities are not ranked. The benefits of each support service are then apportioned to 
all support services ranked below it.  At least some compensation is thereby made for the 
benefits that support services derive from each other before indirect costs are allocated 
to line activities. Properly allocating indirect costs will yield more accurate estimates of 
the true cost of providing services and provide a more accurate basis for pricing those 
services. However, the success of any allocation ratio ultimately depends on whether 
department heads are convinced that it is fair.
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Administering service charges and regulatory fees
Many of the issues associated with the collection and enforcement of service charges 
parallel those associated with the property tax, and most of the recommendations for 
improving the collection of current and delinquent property taxes apply to service 
charges as well, especially those for utility services. 

Collection

Service charges are collected in one of two ways: at the point of sale (such as a rental charge 
for the use of recreational equipment or an admission charge to an ice skating rink) or on 
a periodic basis for the service used (such as a monthly statement for the quantity of water 
consumed). While the first approach eliminates the problem of delinquency, it is usually 
more costly to administer relative to the amount of revenue collected. Periodic billing of 
users yields the largest portion of revenue from service charges, especially for utility services. 
However, managing these accounts receivable creates many of the same problems that a 
private firm encounters when it extends short-term credit to its customers. 

Local governments typically piggyback several utility and related service charges onto 
one billing system. For example, charges for water, sewer, solid-waste (refuse) collec-
tion, and electric power may be listed on one statement. While water usage is usually 
metered, sewerage charges are usually based on a proxy measure, such as the average 
volume of water used during the winter months.

Local governments should achieve at least a 95 percent collection rate on current 
accounts. That is, no more than 5 percent of the current charges for billed ser-
vices should be delinquent.  As with the property tax, achieving this collection rate 
depends on local economic conditions, including the unemployment level, and on 
the aggressiveness of the collection effort.  The accompanying sidebar summarizes 

Strategies for improving collection of charges and fees

Current accounts
Design the utility statements to catch  
the attention of users and clearly com-
municate the amount of payment and 
the due date.

Keep account records current, especially 
mailing addresses; consider developing 
a consolidated database of utility and 
taxpayer accounts.

Provide for web-based payment and 
automatic bank draft options now com-
monplace with many private firms. Allow 
payment by credit or debit card.

Adopt penalties and interest charges that 
make delinquency unrewarding.

Consider the cost-effectiveness of con-
tracting out collection of current and 
delinquent accounts.

Delinquent accounts
Establish a legal basis and procedure for 
collecting delinquent accounts.
1. Establish liability for utility charges.
2. Specify the steps for collecting de-

linquency charges, and increase the 
intensity of each step in the process.

3. Use discretionary powers, such as setoff 
provisions in contracts and liens on the 
property of delinquent customers.

4. Require a deposit.

Consider contracting out collection  
of delinquent payments to a private  
law firm.

Consider developing an amnesty 
program to reduce the backlog of de-
linquent accounts, especially for parking 
and traffic citations. 
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the strategies for effectively administering the collection and enforcement of service 
charges.

Designing a policy for service charges and fees

Managers may want to propose a broad policy covering all types of charges and fees, 
with separate sections devoted to particular service areas, such as utility services, parks 
and recreation, sanitation, and health. The alternative is to adopt separate policy state-
ments for each major service area.  A policy statement on charges and fees should 
address the following issues.

Integration with the budget process Because a review of all charges and fees 
should be integrated into the budget preparation process, the policy statement should 
assign responsibility for overseeing implementation and review of this task. The respon-
sibility may be assigned to the budget office, or it may be shared with units that have 
administrative oversight, such as internal auditing or performance management.

Schedule for cost-of-services studies The policy statement should specify the 
frequency with which a cost-of-services study will be undertaken and the cost-of-living 
index that will be used in the intervening years to adjust rates.

Levels of subsidy The policy statement should provide guidelines on the types 
of services that will be priced at less than full cost and the level of subsidy provided. 
Thornton, Colorado, classifies its park and recreation services into one of three catego-
ries: self-sustaining activities, partially sustaining activities, and services for which a token 
fee is charged.

Collection The policy statement should provide guidelines on the collection of 
charges and fees. Guidelines are particularly important for utility services, where delin-
quency is a problem.  At a minimum, the policy should specify the amount of deposit 
required from new customers, the procedures for collecting delinquent charges, and the 
sanctions to be used against delinquent customers.

Development charges 
Local governments that are experiencing rapid population growth are increasingly 
relying on development charges and fees to finance the capital cost of additional public 
facilities. Traditionally, the cost of adding facilities to accommodate growing populations 
has been borne by all users through increased charges and taxes. However, the tax lim-
itation movement and the retrenchment in federal aid have made it much more difficult 
for local governments to sustain this approach. 

Impact fees are collected from developers, often under a local government’s reg-
ulatory powers, for off-site improvements that are needed to serve the new develop-
ment. Impact fees were initially used to finance off-site expansion of water and sewer 
treatment facilities. Their use was extended to cover the cost of expanding arterial roads 
serving a new development; solid-waste disposal capacity; storm drainage; beach and 
park acquisition; and police, fire, school, and public transit facilities. While these fees are 
unpopular with developers, they are understandably popular with current residents, who 
see them as a more equitable way of providing additional service capacity than imposing 
taxes and service charges on all residents. 

Cities in Colorado have the longest experience with impact fees, although the fees 
are most widely used by cities and counties in California. Florida holds the distinction 
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of having the most well developed case law on the use of impact fees, whose legality 
has been challenged on both statutory and constitutional grounds. State courts have 
generally held that impact fees do not deny due process or equal protection as long as 
a rational nexus exists between the need for additional capacity in public facilities and 
the growth from new development. To provide a clearer legal basis for local authority to 
assess these fees, states have shifted to granting explicit authority for the fees in statute 
rather than relying on local governments’ more vague regulatory powers.  At least twenty 
states have adopted enabling legislation since Texas first did so in 1987.10

Economically, impact fees raise contentious issues about their effect on the cost of 
housing, especially for first-time home buyers. Opponents contend that impact fees 
increase the cost of housing, are potentially unfair to new residents, and provide a wind-
fall in benefits to current residents. In fact, except under unusual market conditions, 
impact fees are capitalized into lower land values, especially in competitive markets with 
housing options, rather than being shifted forward to buyers (or renters) as higher prices 
for housing or commercial space.11

The ordinance that levies the fee should specify the types of improvements financed 
by the fee, the basis for determining liability, and whether rates should be stratified by 
the type or the location of property. It should also specify when in the development 
process the fee will be collected. Most governments collect it at the building permit 
stage along with other development-related fees. Local governments should develop 
accounting procedures capable of documenting that fees were used to finance projects 
directly benefiting those paying the fee.

Connection charges are another type of levy used to recover the cost of off-site 
improvements. While impact fees provide up-front financing for the expansion of public 
facilities, connection charges allow the developer to buy into the existing capacity of 
public facilities.

A third approach is to require developers to dedicate improvements—such as new 
streets, lighting, and drainage—as a condition for local government approval of the new 
subdivision. Historically, developers have been required to dedicate on-site facilities as 
a condition of approval.  As an alternative to impact fees, local governments may extend 
that responsibility to include off-site improvements, such as arterial roads or expanded 
sewer treatment and water facilities needed to serve the new development. 

Special assessments
Special assessments, another form of benefits-based financing of public facilities, are levies 
on property owners for the increased property values attributable to a public improve-
ment. For example, a city-funded street widening project increases the market value for 
commercial property along the improvement. (More traffic means more business, which 
increases the locational value of the property.) Some local governments use assessments 
to partially finance the installation of water and sewer lines and the construction of 
recreational facilities and off-street parking. Heaviest use of these levies is made by local 
governments west of the Mississippi River, especially those in Pacific Coast states.

Special assessments differ from other benefits-based levies, including impact fees, in 
that the maximum assessment is the increase in property value created by the improve-
ment, regardless of the extent to which beneficiaries use the facility. 

In the past twenty years, states have introduced variations on special assessments as a 
way to shift the financing of infrastructure to those benefiting from the improvements. For 
example, Texas authorizes cities to establish municipal management districts (MMDs) that 
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blend the financing mechanisms of special assessments with the governance structure of 
tax increment financing districts. MMDs may use a combination of special assessments and 
impact fees on those properties that benefit from improvements in the district.  Additional 
dedicated property taxes may be levied by the district’s governing board. 

A special assessment may be applied to each property owner as a pro rata share of the 
cost of the project.  An assessment equal to the increase in each property’s value eliminates 
any windfalls that these property owners would otherwise have received at other taxpayers’ 
expense.  And by shifting part of the cost of public improvements to property owners who 
benefit from increased property values, special assessments promote horizontal equity. 

Rarely do special assessments recover the full cost of a project. Essentially, they cap-
ture the private benefits from an improvement financed in part by general revenues. But 
in so doing, they promote intrajurisdictional equity and also lower developers’ financing 
costs by giving developers access to tax-exempt debt backed by the assessments.

Authorization and implementation

Unlike impact fees, special assessments are levied under the taxing powers granted to 
local governments in state law. Every state grants municipalities the authority to levy 
assessments, and most extend the same authority to counties and, less frequently, to 
independent special districts such as utility districts.12

Projects financed by special assessments may be initiated by property owners (includ-
ing developers) or by the local government.  At a developer’s request, the local gov-
ernment creates a special assessment district to obtain tax-exempt financing for public 
improvements in the district.13 Enabling legislation specifies the general procedures that 
local governments must follow to levy an assessment, the method for allocating the costs 
of the project, and the terms of payment for property owners affected by the project.

While impact fees are generally collected before the facility is constructed, state laws 
usually prohibit collection of special assessments until the project is completed, at which 
point property owners have the option of paying their assessments in installments over 
a number of years, usually at very favorable interest rates. When financing a project with 
assessments, a local government must finance the construction phase with general reve-
nues and then reimburse itself as special assessments are collected. When impact fees are 
used, beneficiary financing is up front, which places less of a drain on the local govern-
ment’s general revenues.

Once a feasibility study has been completed for the proposed project, a public hear-
ing is held to determine property owners’ level of support for it. During this period, an 
assessment roll is prepared identifying the affected properties and their owners and esti-
mating each property’s assessment. Property owners are notified of their assessments and 
given an opportunity to contest them at a public hearing. The final step is certification 
of the assessment roll by local government policy makers and the issuance of assessment 
certificates to property owners.

Allocation of costs

The aspect of special assessments that property owners contest most often is the allo-
cation of construction costs. State law usually specifies the basis for allocating a proj-
ect’s cost among property owners, which is almost always according to the number of 
feet fronting the improvement (i.e., a front-foot basis).  Although by law the maximum 
assessment can equal the increase in value attributable to a public improvement, local 
governments rarely levy assessments at this level. Moreover, an appraisal study may reveal 
that the project’s benefits are not uniformly distributed, in which case each property 
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assessment must be adjusted to reflect any differences. Costs may also be allocated on 
a per acre or per lot basis, especially for water and sewer installations. In some cases, a 
zone method may be used whereby properties closest to the improvement bear a greater 
portion of the cost.

Administratively, assessments are costly, particularly for improvements in residential 
areas, where the increases in property value are less apparent, or for projects that involve 
a large number of property owners. Local governments are advised to use special assess-
ments only when they can gain some economies of scale by spreading administrative 
costs among several projects.

Conclusion
Local governments should make greater use of service charges because such charges 
provide an equitable source of revenue (those using the service pay in proportion to the 
benefits they receive) and promote efficiency by discouraging wasteful use of govern-
ment services. Charging for a service reduces the demand for it: the greater the price 
change, the greater the effect on service use.  And charges to users slow the growth of 
local budgets by ensuring that decisions are based not on interdepartmental budgetary 
politics but on the relationship of service level to demand. The greatest benefit from 
service charges comes with regular adjustments in prices that reflect the cost of serving 
various types of consumers. Service charges also improve local government productivity 
by increasing managers’ awareness of the cost of services.

A barrier to the increased use of service charges is the political imbalance between 
the negligible benefits to taxpayers from a new charge and the noticeable cost to users 
of the service; consequently, elected lawmakers may find it politically difficult to support 
the imposition of a visible service charge if there are no significant benefits from a 
reduction in taxes.

Local governments should adopt a policy statement on service charges and fees. Such 
a statement should assign responsibility for annually reviewing rates as part of the budget 
process; specify the frequency with which a cost-of-services study will be undertaken; 
and provide guidelines on the types of services that will be priced at less than full cost, 
the level of subsidy provided, and the collection of current and delinquent charges, 
including the amount of deposit required from new customers.

When the cost of serving different groups of users varies, charges should be strati-
fied to approximate the average cost of serving each group.  A flat-rate pricing structure 
is the simplest to design, but it has the least effect on efficiency because users have no 
incentive to ration their use of the service. Moreover, it is less equitable because those 
using less of the service subsidize those using more.  Alternative pricing structures that 
more efficiently and equitably allocate costs include a variable rate structure, peak- 
period pricing, and classification of users.

For services providing only private benefits, such as utility services, full-cost pricing 
(with possibly a return on investment) is appropriate. Partial-cost pricing is appropriate 
for services with some spillover benefits to the community or services for which local 
governments want to encourage demand.

A sensitive issue in the costing of services is the allocation of the indirect costs of 
support services, such as those associated with the manager’s office or accounting.  An 
equitable basis should be found for allocating these costs to all activities, including those 
for which charges are not collected.

Development charges and fees, such as impact fees, provide an equitable alternative 
for financing public improvements required by new development.  The critical stage in 
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the process of adopting an impact fee is documenting the cost of capital improvements 
needed to serve new residents. 

The principal objection to fees and charges for new development is that they will 
increase the cost of housing in the community.  Although in the long term, fees are cap-
italized into lower prices for undeveloped land, in the short term builders bear the fee’s 
cost on their existing inventory of property.  To reduce this burden, local governments 
should phase in the fee over a two- or three-year period, giving developers and builders 
an opportunity to adjust their bid prices for raw land to compensate for the fee.

Special assessments and their more recent adaptations such as MMDs offer a benefits- 
based strategy for recouping at least part of the costs of public improvements. Successful 
use requires that affected property owners be involved early in the process. The local 
government may want to survey owners about their attitudes toward a proposed project 
and their willingness to pay an assessment for part of its cost. Because special assess-
ments are costly to administer, there should be a sufficient volume of projects capable 
of being financed in part by assessments to provide some economies of scale in their 
administration.
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1. If a university raises graduate tuition by $50 per semester hour and the number of hours in which 
graduate students enroll then declines dramatically, the demand for graduate education is said 
to be _____________ (elastic or inelastic). Express this relationship mathematically.

2. A facility charge recovers mostly what kind of cost? A volume charge recovers mostly what kind 
of cost? What is meant by indirect costs?  Which type of charge—facility or volume—will include 
indirect costs?

3. Which of the following pricing strategies best approximates the marginal cost of a service? 
Provide a justification for each answer.
 a. $18.20/thirty days for residential solid-waste service, or variable rate by container size
 b. Water rates that combine a facility charge, or wastewater rates based on 98 percent of volume  

 charge during wintertime usage 
 c. Airport parking fees based only on length of stay, or parking fees based on length of stay by  

 proximity of lot to terminal
 d. Tuition rates that are the same for fall, spring, and summer, or tuition rates that are higher for  

 fall and spring than for summer

4. Which of the following services should recover full cost?  Why?  Which of these should use block-
rate or peak-period pricing or some combination?  Why?  For which services is partial cost pricing 
justified?
 a. Public library
 b. On-demand genealogy research services offered by public library
 c. Public transportation (bus and rail)
 d. Public swimming pool
 e. Public water park with wave pool and slides
 f. Senior citizens center
 g. Space for senior citizens to exhibit and sell arts, crafts, and antiques
 h. Toll bridge
 i. Mosquito spraying to control West Nile virus
 j. Public housing
 k. Disaster shelter
 l. Large item (refrigerators, sofas) disposal in landfill
 m. Household hazardous-waste disposal

5. The parking office at a major university has proposed a range of double-digit increases in 
parking fees for each type of parking permit for the next academic year. The price of a parking 
permit is on a per semester or per year basis and varies depending on (1) proximity of the 
parking lot to campus buildings, (2) whether the parking space is reserved, and (3) type of user 
(employees, commuting students, resident students). 
 a. What are the various pricing strategies that governments use for divisible goods and services,  

 and what are the pros and cons of each?  
 b. What type of pricing strategy is used by this university for its parking services? What are its  

 pros and cons?
 c. Identify three goals of parking services at a university and discuss how prices can be used to  

 encourage each goal.

REVIEW QUESTIONS
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Now the Israelites had been saying, “Do you see how this 
man keeps coming out? He comes out to defy Israel. The 

king will give great wealth to the man who kills him. He will 
also give him his daughter in marriage and will exempt his 

father’s family from taxes in Israel.”

– I Samuel 17:25

Strategic choices: 
Using taxes for 
economic and 
political purposes

Local and state governments invest heavily in attracting and retaining business 
investment.  Yet the Great Recession of 2007–09 spawned a wave of municipal 

bankruptcies and exposed the vulnerability of local and state budgets to economic  
cycles. In the midst of this financial unrest, taxpayers are demanding relief and busi-
nesses are shopping for the best package of incentives to relocate their operations.

Not only do taxes provide the resources needed to finance local government oper-
ations, but they also have become tools in two politically powerful but potentially 
antithetical trends: stimulating new investment by businesses and providing tax relief for 
citizens. The former finds expression in the array of economic development incentives 
offered by local and state governments. The latter is seen in such measures as tax limita-
tions, beginning with Proposition 13 in California, and targeted relief to select groups of 
citizens, particularly senior citizens.

This chapter examines the role of local taxing decisions in economic development 
and tax relief, specifically as it relates to these issues:

• What criteria do businesses use when making locational decisions?

• Do locally financed tax incentives, such as tax abatements and tax increment financ-
ing, attract new business investment?

• How effective are targeted incentives—for example, for sports stadiums and arts 
venues?

• How has the tax limitation movement affected local government budgets? Do limitations 
on taxing powers stimulate an increase in household income and new job creation?

6
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Taxes and economic development: Finding the balance
This chapter begins where it ends: No amount of creative financing to attract busi-
ness investment will compensate for poor budgeting practices. The most cost-effective 
economic development strategy that local governments can pursue is to maintain sound 
budget practices, competitive tax and utility rates, and professional leadership.

Pursuing an aggressive economic growth policy makes good political sense.  A suc-
cessful economic development initiative communicates to industries making locational 
decisions that the business environment is a favorable one. If one industry is attracted to 
a community, related industries are likely to follow. Economic development initiatives 
also express to voters that public officials are concerned about job opportunities and are 
making efforts to expand them.

However, a more fundamental objective underlies the effort to attract business invest-
ment: to improve the local government’s revenue condition by expanding its tax base. 
Investment in plant facilities and equipment expands the property tax base and creates 
new employment opportunities. New jobs bring more workers—or at least help to retain 
the existing workforce—and that further expands the local tax base. If the municipality or 
county has access to an income tax or a sales tax, it will reap even greater budget returns 
from economic development as a result of increased income and consumption.

Defining a favorable business environment raises two fundamental questions: (1) how 
do local taxes affect business investment and (2) under what circumstances should local 
governments offer tax incentives? Both issues have been the focus of considerable 
research, and studies can be found to support almost any position on these questions: the 
issues are complex, and isolating the effect of local taxes or tax incentives on business 
locational patterns requires highly sophisticated techniques and theories.  Anecdotal 
analyses that compare the number of jobs or the size of the business tax base before and 
after completion of a major business investment but that do not simultaneously control 
for other factors should be disregarded. 

Factors affecting business locational decisions

Although business leaders often contend that different tax policies at the state or regional 
level have a significant bearing on their investment decisions, the research generally shows 
that “this effect is fairly small and easily outweighed by differences in other factors.”1 How-
ever, once a firm has narrowed its locational choice to a particular region, that region’s tax 
burden—and particularly its property tax burden—becomes more important, even if not 
paramount. Firms that are otherwise indifferent to two or more possible sites may consider 
the effective local tax burden of the finalists in their evaluation. Thus, at the margin, a local 
government’s tax burden does affect business investment decisions. 

However, no firm rule can be offered because a lower tax burden does not necessarily 
lower the cost of doing business in a jurisdiction. If lower taxes mean fewer public services, 
particularly those used by businesses, the operating costs may be much higher for businesses 
that have to absorb the cost of providing those services. Moreover, state and local taxes usu-
ally represent a just small component of the cost of doing business, and those expenses are 
deductible for federal income tax purposes, which further lowers businesses’ marginal costs.

The inefficiencies of local tax incentives

From a political perspective, providing tax breaks to businesses is a win-win proposition. 
Businesses reduce their operating costs, and the local community expands employment 
opportunities for its citizens, augments its tax base, and promotes its reputation for hav-
ing a favorable business climate. 
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From an economic perspective, however, local government use of tax abatements, tax 
credits, and tax increment financing (TIF) is inefficient for two reasons: (1) It represents 
government interference in the marketplace, and (2) the benefits from new job oppor-
tunities that inevitably spill over into surrounding or overlapping governments are paid 
for by taxpayers only in the jurisdiction providing the tax incentives.

Market interference A locally financed tax abatement lowers the cost of production 
for qualifying firms, which makes the jurisdiction more cost competitive with another city 
or county. However, even in the absence of a government-provided incentive, a business 
will choose the location for new investment that minimizes its production costs. Energy- 
intensive firms search for locations with lower energy costs; labor-intensive firms seek 
out locations with low labor costs; and technology-dependent firms locate in areas with 
an ample supply of technologists. The point is that not all locations are equally desirable 
alternatives for firms seeking to relocate. Economic incentives interfere in the decision- 
making process by enhancing a community’s locational advantages beyond what they 
would have been without such incentives, and in so doing, these incentives may lure 
business investment to less than optimal locations. In other words, tax incentives reduce 
the neutrality of local revenue policies.

Spillover benefits People and money move unhindered across state and local bor-
ders. If a city uses a tax-incentive package to attract a new business, the cost of those 
incentives is borne by local taxpayers while the benefits may accrue to a much broader 

Summary of research on local taxes and business location

• In a firm’s initial search for possible 
sites, taxes have virtually no bearing 
on locational decision. As the number 
of possible sites is narrowed, however, 
differences in the effective tax rates 
of local governments increase in 
importance.

• Nontax factors such as labor supply 
and cost, energy cost, transportation 
networks, space availability, 
agglomeration economies, and 
educational level of the workforce are 
more central to a firm’s final locational 
choice than tax-related factors.

• The effect of local taxes on business 
investment decisions varies with 
the type of business. Firms in 
manufacturing and wholesale trades 
are more sensitive to effective property 
tax rates (property tax liability as a 
percentage of the property’s market 
value) than are firms in other types 

of industries. Tax incentives to attract 
new manufacturers do increase local 
economic activity, especially where 
agglomeration economies exist.1

• Inordinately high local tax burdens 
may affect business investment 
indirectly by promoting the emigration 
of labor. As workers leave, so too 
will manufacturing firms, followed by 
retail and service industries, in order 
to be closer to the labor supply and 
consumers.

• In the long term, above-average 
property tax burdens prompt 
businesses and households to 
relocate to lower-tax areas, thereby 
causing property values to decline. 
Thus, to maintain a competitive level 
of public services, governments with 
declining property values must levy 
even higher tax rates, precipitating a 
further decline in the tax base.

1  Michael Greenstone, Richard Hornbeck, and Enrico Moretti, “Identifying Agglomeration 
Spillovers: Evidence from Winners and Losers of Large Plant Openings,” Journal of Political 
Economy 118, no. 3 (2010): 536–598.
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area. For example, job creation financed by a city benefits job seekers from surrounding 
areas, too. No economic development initiative has ever successfully included a residency 
requirement for job beneficiaries.

Revenue windfalls that can accrue to overlapping governments are another type of 
spillover benefit. For example, locally financed tax relief enhances a firm’s profitability, 
resulting in increased income tax revenue for state and federal governments. State sales 
tax revenue also increases as businesses and households increase their consumption. 

Why local governments use tax incentives

Given the inherent inefficiencies of locally financed incentives for economic growth, 
why do so many jurisdictions use these incentives? Local government managers must 
formulate decisions and make policy recommendations in the context of public percep-
tions that business “pays its way” and that a tax incentive will more than “pay for itself ” 
in the long term as new jobs and additional business investment follow.

Research supports these perceptions. In a study of midwestern states, William Oak-
land and William Testa found that, on average, businesses pay 2.4 times in taxes what they 
receive back in tax-supported services. The minimum ratio in their sample was 1.9, mean-
ing that in the worst case, businesses pay almost $2 in taxes for every $1 in tax-supported 
benefits they receive.2 Tax incentives provide local governments with a mechanism for 
better aligning the tax burden that businesses incur with the public benefits they receive.

A second reason for the popularity of tax incentives is the need to signal a hospitable 
business environment. Tax incentives provide compelling evidence of a local govern-
ment’s commitment to keeping existing jobs and attracting new ones.

A related reason is that businesses may pressure local leaders to offer incentives, 
playing one local government against another.3 Municipalities in economic decline are 
especially vulnerable to such pressure: they can afford neither the tax incentives nor the 
political consequences of refusing to offer them.

Thus, the issue for city and county leaders has become not whether to influence the 
locational decisions of businesses but rather how to create a favorable business environ-
ment.  And in this respect, interlocal competition for business investment and the mobil-
ity of business capital have made tax incentives a standard tool in the local economic 
development toolbox.

Tax relief for business investment
The fundamental purpose of tax incentives is to encourage a firm to reduce its cost 
of doing business by relocating to the host city or state. Incentives for business invest-
ment fall into two general categories: (1) tax incentives, such as TIF, tax abatements, tax 
exemptions, and tax credits; and (2) nontax incentives, such as subsidized loans, industrial 
development bonds (IDBs), land acquisition, site preparation, preemployment training, 
and publicly provided infrastructure. The following discussion considers only the four 
types of tax incentives.

Initially, local and state governments used specifically designated federal aid to target 
their economic development initiatives and stimulate reinvestment in blighted areas. 
With the decline in that aid, those governments have increasingly broadened their use of 
incentives to include nonblighted areas and have sought other revenues, such as the sales 
tax and development and utility charges, to support economic development. Meanwhile, 
states have reduced their own economic development expenditures by giving local 
governments the financial responsibility to provide incentives on their own and the dis-
cretion to determine the type and amount of incentives they will offer.  This has allowed 
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states to avoid mandating that local governments provide such aid while knowing that 
interlocal competition will compel them to make concessions available. 

Types of tax incentives offered by local governments

Next to IDBs, tax incentives are the most frequently used method for promoting 
economic growth. They are relatively easy to implement, and unlike IDBs and public 
financing for infrastructure, they immediately improve a business’s income statement by 
reducing its operating costs. Of course, if all competing firms in an industry receive the 
same tax incentives, competition will lower prices for the firms’ products rather than 
increase the firms’ profits.

Tax incentives enjoy widespread public approval when presented as aids to job 
creation.  As mentioned earlier, most people assume that incentives more than pay for 
themselves. Whether this is true, however, must be determined on a case-by-case basis 
and only after careful analysis of the economic impact of the firm’s investment. The 
accompanying sidebar summarizes the range of tax incentives used by state and local 
governments, and the sections that follow focus on the three most popular locally pro-
vided incentives: abatements, exemptions, and TIF. 

Tax abatements Tax abatements, the most popular incentive and the least costly 
to administer, temporarily reduce the property tax burden of a business.  They work in 
several different ways, depending on state law. One common method is to exempt all or 
a portion of the taxable value of the new investment in a building and equipment for a 
specified number of years (usually ten to fifteen), after which the property is assessed and 
taxed at the prevailing rate.  An alternative involves freezing the tax liability at its prede-
velopment level for the abatement period; in exchange, developers must make contractu-
ally agreed-upon improvements in the designated area, which may include hiring from 
the local labor pool.  Yet a third approach is to abate all tax liability but require payments 
in lieu of taxes (PILOTs) on the predevelopment value of the tax base. PILOTs, which 
would constitute a provision of the abatement agreement, are subject to negotiation. 

A typology of tax incentives
One way to classify tax incentives is by the 
component in the basic tax equation (tax 
base × tax rate = tax liability) that is initially 
targeted by the incentive. Ultimately, all 
incentives are intended to influence tax 
liability, but they differ in what component 
is targeted. The following typology profiles 
tax incentives by whether they initially 
alter the tax base, tax rate, or tax liability. 
For example, a tax exemption excludes 

a portion or all of the value of a category 
of property, sales, or income from the tax 
base. A split tax roll, by contrast, creates a 
multitiered rate structure that levies a lower 
tax rate on preferred types of property, 
sales, or income—for example, the two-
tiered property tax rate used by Michigan 
for public education (discussed in Chap-
ter 3). A tax credit, on the other hand, is a 
dollar-for-dollar reduction in tax liability.

Tax base Tax rate Tax liability

Tax abatement
Tax exemption
Tax increment financing
Tax base sharing

Split tax roll
Tax rate freeze

Tax credit 
Tax rebate
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Tax abatements were originally used for property taxes. More recently, local govern-
ments have abated sales taxes, or at least a portion of them, for new retail developments 
such as big-box retailers. In this case, the abatement typically takes the form of a tax 
credit. The retailer retains a portion of the sales taxes collected rather than remitting the 
full amount to the local or state government.

According to state and federal reports, thirty-seven states now sanction the use of tax 
abatements by local governments.4 These states may also provide for the partial abate-
ment of state taxes.  Although states and their local governments usually pursue their 
economic development initiatives independently of each other, states that permit local 
tax abatements typically require that local governments adopt policies to guide their use 
of abatements. These policies specify the qualifications for an abatement, the approval 
process, and the terms of the abatement agreement. 

Qualifying businesses Most states allow a broad range of industries to participate, 
especially if the abatements are targeted to blighted areas. Some states or local policies 
may restrict abatements to predetermined reinvestment zones where business investment 
is targeted to stimulate economic growth. Iowa and Illinois restrict their abatements to 
new firms moving into a local jurisdiction from another state or country or to an exist-
ing firm expanding its production capacity by adding to an existing facility.

In stipulating the qualifications for a partial or full abatement of property or sales 
taxes, the local policy may specify a minimum investment that must be made in new 
construction or renovation, which may include new equipment; the number of new 
jobs to be created by the proposed investment; and the economic life of the proposed 
project (i.e., the number of years the facility is expected to be operational). Some poli-
cies may impose even more specific criteria, especially where a municipality or county 
has already well-established agglomeration economies. Even if a business qualifies for 
an abatement, however, local governments typically have the discretion to grant such 
benefits on a case-by-case basis.

Approval process States typically give their municipalities or counties responsibility 
for approving abatements. But other overlapping local governments, such as schools 
and special districts, also levy property or sales taxes. Thus, for its benefits to be max-
imized, the abatement should be extended to these other jurisdictions—an issue that 
has become the focus of considerable disagreement and litigation. Those on one side of 
the issue say that all local jurisdictions, including school districts, should participate in 
encouraging redevelopment of an area because all will enjoy the future revenue benefits 
from the increased property value. Those on the other side contend that maintaining or 
improving the urban environment is the responsibility of a municipality, not a school 
district. Not surprisingly, overlapping jurisdictions resist the loss of tax revenue, and 
states often give them the choice to participate in an abatement.

Louisiana is the only state in which the state commerce department may exempt new 
or expanding firms from local property taxes without the approval of the local govern-
ments affected by the decision.  At the other extreme, to the extent that funds are appro-
priated by the state legislature, Maryland compensates local governments for up to half the 
lost revenue from property tax credits approved for firms locating in enterprise zones.

Terms of abatement agreements Once an abatement is approved, local governments 
usually enter into contractual agreements that specify the improvements or restorations 
that both government and business are to make as a condition for abatement. These 
agreements, which are typically made with the developer of the property, should specify 
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the amount of exemption and the method of calculating it; the improvements to be 
made and the time line for completion; any documentation that the property owner 
must provide to demonstrate compliance with the agreement; the number and types of 
new jobs, if any, that must be added by the project; the provisions for access and inspec-
tion by city personnel; and the terms for recovering lost property tax revenue should 
the owner fail to honor the contract’s terms.

Tax exemptions Tax exemptions permanently exclude from the tax base particular 
types of transactions or property. For example, building materials used in construc-
tion may be exempted from a local-option sales tax.  A common form of property tax 
exemption—a freeport exemption—extends to inventory items, both raw materials 
and finished goods, that move across state borders for fabrication or sale. By targeting 
exemptions to businesses with inventories, local governments can stimulate significant 
agglomeration economies. For example, a community that serves as a transportation 
hub—either by highway, railroad, or airline—may use its competitive advantage to be-
come a center for warehousing. Most states now extend some sort of partial exemption 
for goods in transit, but the parameters vary.

In Texas, for example, the freeport exemption is a local option for cities, counties, 
and school districts. One, two, or all three overlapping local governments may extend an 
exemption, which is available on all inventories brought into the state for “fabrication, 
assembling, manufacture, storage or processing” and then exported outside the state 
within 175 days. If the local governing body adopts the exemption by ordinance, Texas 
law provides that the exemption can never be revoked. 

Of the four types of tax incentives, exemptions are the most powerful at stimulating 
growth.  At the same time, they are the least amenable for targeting economic devel-
opment efforts because they almost always exist as a blanket provision (covering all 
inventory or all sales of a particular type) in state law. Moreover, they deprive a local 
government of the discretion to target its tax incentives to industries that will provide the 
greatest benefits to its economic development goals. Businesses, however, generally prefer 
tax exemptions because those businesses that meet the provisions of state law qualify for 
the exemption, and the exemption, once approved, is virtually impossible to repeal.

Tax increment financing TIF is authorized in forty-eight states; only Arizona does 
not authorize TIF and California has terminated its use.5 Although California was the 
first to adopt TIF in 1952, the state disbanded all 400-plus redevelopment agencies in 
2012 after a report prepared by the Legislative Analyst’s Office concluded that they had 
not been effective at attracting business development to California.6 

Purpose and design Unlike tax abatements, which are typically awarded to busi-
nesses on a case-by-case basis, TIF targets local tax incentives to an area that has lagged 
in development; this area is thus designated a TIF district. The design of TIF is basically 
the same across all states: the increased property tax revenue resulting from redevelop-
ment in the TIF district is dedicated to financing the development-related costs in that 
district.  TIF divides that tax revenue into two categories. Taxes on the predevelopment 
value of the tax base (the tax increment base) are kept by each taxing body, while taxes 
from the increased value of property after redevelopment (the tax increment) are de-
posited by each jurisdiction into a tax increment fund, which is usually maintained by 
the city. Property owners in the TIF district incur the same property tax rate as owners 
outside the district. Preferential treatment is granted only in that tax revenues from the 
district are dedicated to financing public improvements in the district.
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Typically, tax-exempt TIF bonds are sold up front to provide financing for the pur-
chase and preparation of the land, including preparation for industrial, commercial, or 
residential development and for the installation of public infrastructure, such as streets, 
lights, water and sewer lines, curbs, gutters, and landscaping. Once prepared, the land is 
sold to developers at a price that is often below the local government’s cost of preparing 
the site, a technique known as a land write-down. The predevelopment costs, includ-
ing write-downs, are recouped through the tax increment fund over the life of the 
project, and the money in the fund is usually used to repay TIF bonds.

The underlying assumptions of the TIF approach to economic development are that 
locally financed improvements will draw private investment into the TIF district, and 
that without those improvements, private investment would not occur. Whereas a tax 
abatement draws business investment by lowering the property (or sales) tax burden, TIF 
lures such investment by providing a ready-made site for construction, usually at a sub-
sidized price. The up-front financing for site preparation is repaid by developers, whose 
property taxes on the incremental increase in property values are earmarked to repay the 
bonds as they mature over several years.

Responsibility for costs Although TIF is more complex and costly to administer than 
tax abatements, private firms generally prefer it. With TIF, the local government shares 
the financial risk of the TIF district’s failure with developers who invest in the district. 
But should the increment in property tax revenues be insufficient to meet the annual 
debt service costs, the city is responsible for repayment of the outstanding debt—in 
which case it must find some other source of funds to prevent a bond default. Local 
governments also use TIF to stimulate agglomeration economies in and adjacent to the 
redevelopment district, a strategy essential to building a sustainable local economy.7

State laws vary on whether overlapping local jurisdictions, such as counties and 
school districts, that levy property taxes on the TIF district must share in the cost of 
redevelopment by forgoing the tax revenue captured by the district. Without TIF, cities 
bear the full cost of redevelopment while overlapping jurisdictions reap revenue wind-
falls from increased property values. Opposition to TIF comes primarily from those 
overlapping jurisdictions that are required to share in the costs.

Effectiveness in stimulating economic growth A number of studies have examined 
the effectiveness of  TIF at increasing taxable property values in the TIF district as well as 
throughout the city or county. Unlike the mixed results of earlier studies, findings from 
more recent studies show increasingly consistent results. For example, one of the more 
rigorous analyses found that, among Illinois municipalities, increases in commercial 
property investment within a TIF district came at the expense of reduced investment in 
commercial property outside the district.8 This result was not found for industrial devel-
opment, however; property values in TIF districts dedicated to industrial development 
were lower than they otherwise would have been in the absence of TIF.  The researchers 
attribute this to lower demand for industrial-only TIF districts as opposed to districts 
where investors have more discretion in how the land is developed.

Another study, which focused on Wisconsin cities, found that while TIF stimulated 
the growth of property values within the TIF district, it did not change the aggregate 
property values for the host city.9 One explanation could be that TIF causes development 
to move from one part of the city to another, resulting in no net gain in total property 
values.10  The Wisconsin study also found evidence that, unlike commercial development, 
residential and manufacturing TIF districts provide no net gain in property values. 



Procedures for creating a tax increment financing or  
redevelopment district

State laws specify the procedures that cities must 
observe when creating a tax increment financing (TIF) 
or redevelopment district. 

Proposing the TIF district
States typically restrict TIF to blighted areas of a city or 
county, such as areas with substandard housing. How-
ever, laws are usually lax in their definition of blight. 
Once a city proposes the creation of a TIF district, all 
states require that it notify overlapping local jurisdic-
tions and hold a public hearing where affected individ-
uals and governments may weigh in on the proposal.

State laws sometimes limit the amount of a city’s 
property tax base that can be included in reinvestment 
districts. In some states, the full tax increment does 
not have to be committed to the tax increment fund. 
By agreement, overlapping local jurisdictions may 
retain a portion of the tax increment for their own gen-
eral funds. Several states compensate school districts 
for revenue lost through the creation of a TIF district.

Preparing a redevelopment plan
Critical to the success of a TIF district is the prepa-
ration of a plan that guides the implementation of 
projects in the district and formally identifies the 
commitments made by public, nonprofit, and private 
sector participants. Typically the host city or county 
appoints a board of directors, whose primary respon-
sibility is developing detailed project and financial 
plans for the district. The project plan should include 
a description of any changes in zoning, planning, or 
building codes required by improvements; maps of 
the project area; estimates of nonproject costs; and 
methods of relocating households or existing busi-
nesses displaced by the project. The financial plan 
should include realistic estimates of the proposed 
public expenditures; the costs of site preparation, 
including acquisition, relocation, and demolition; and 
the cost of project administration.

Creating the TIF district
Once public hearings have been completed and input 
from other local governments has been provided (if 
appropriate), the city must formally establish the TIF 
district by ordinance. This will include authorizing the 
creation of a fund to track associated revenues and 
expenditures. Once the district is established, the 
predevelopment value of its tax base is determined 
and all affected local and state agencies are notified 
of that value. The city council may also adopt an ordi-
nance authorizing the issuance of TIF bonds.

Implementing the TIF district
Funding for acquisition and preparation of land in 
a TIF district has historically come from TIF-backed 
bonds. The tax increment plus any other revenues 
from the sale or operation of facilities in the district 
may be pledged as the source of funds to repay the 
bonds. A common practice is for the district’s board 
of directors to enter into formal agreements with 
developers to undertake the construction of various 
projects in the district. 

To reduce the risk that tax increment revenue 
will be insufficient to repay outstanding TIF bonds, 
the host city or county may enter into agreements 
in which developers in a TIF district agree to pay 
property taxes based on a minimum value of the 
development regardless of the actual value. Should 
revenues from the TIF district be insufficient to cover 
the debt service on the outstanding bonds, cities 
should have in place a reserve, possibly accumulated 
from other successful TIF district projects, to cover 
such exigencies.

Another issue is whether the predevelopment tax 
base represents a minimum for establishing revenue 
owed to overlapping jurisdictions. Property values 
in a TIF district could drop below the predevelop-
ment base, so overlapping local governments would 
receive less tax revenue after development than 
before. The unresolved legal issue is whether cities 
have to make up the difference in lost revenue to 
overlapping governments.

Regular reporting of the financial activities of the 
TIF district should be required with an annual audit of 
the report. The report should include information on 
the amount and source of revenues in the tax incre-
ment fund, the amount and purpose of expenditures 
from the fund, the amount of principal and interest 
due on outstanding TIF bonds, and the tax increment 
base and current appraised value of property in the 
district.

Terminating the TIF district
Most states place a maximum life on either TIF dis-
tricts or the bonds used to finance redevelopment. 
Illinois limits the life of redevelopment districts to 
twenty-three years or until all project costs are paid, 
whichever comes first. Wisconsin limits TIF districts to 
twenty years or until the city’s bond obligations have 
been satisfied. Texas places no constraints on the life 
of TIF districts but limits TIF-backed bonds to twenty 
years.
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Tax credits The fourth approach to tax incentives—tax credits—provides a dollar- 
for-dollar reduction in tax liability. From a business perspective, the appeal is the direct 
effect that a credit has on a company’s bottom line. From a local government perspec-
tive, the appeal is that the business shares in the success of the development initiative.  A 
common approach for sales tax abatements, for example, is to give a retailer a tax credit 
on sales tax receipts in exchange for the business investment. The retailer shares in the 
success of the venture by sharing a percentage of the sales tax revenue generated by the 
retail business. Property tax abatements may also be provided on a tax credit basis.11 The 
company receives a remittance for a predetermined percentage of the property taxes 
paid over the life of the agreement.

The downside of credits is that the city or county must make a cash payment to the 
business, and that payment often must be accounted for in the operating budget. That 
visibility raises the political stakes for the city or county, especially from competitors 
who do not receive the largesse.

Assessment of locally financed tax incentives

Tax incentives can be used to negotiate benefits for the local economy.  As has been 
noted, tax incentive agreements commonly stipulate the number of new jobs that a firm 
must create and even the percentage of new hires who must reside within the city or 
county. Enforcing these agreements, however, has proven challenging for city adminis-
trators. For example, after conducting a compliance audit of incentive agreements, the 
City of Fort Worth found that several firms had not met their employment require-
ments. In such situations the city must decide whether to void the agreement and suffer 
even further reductions in its tax base, modify the agreement to reflect more realistic 
employment targets, or disregard the terms of the agreement.

But agreements notwithstanding, public finance experts disagree about the cost- 
effectiveness of tax incentives. It is indisputable that tax concessions improve the com-
petitive position of a local government, but are their costs, measured in forgone revenue, 
worth the benefits from the business investment? Are tax incentives essential to attract-
ing new business investment? The general conclusions about tax incentives can be 
summarized as follows:

• Tax incentives are economically most easily justified in marginal cases, where a firm 
is otherwise indifferent to the choice between two or more possible locations. Yet 
even in these instances, competing local governments tend to offer nearly compara-
ble incentives that effectively cancel each other out.

• Tax incentives are politically most appropriate for state and local governments with 
relatively high and persistent rates of unemployment. Unfortunately, these govern-
ments are the least able to bear the cost of tax incentives, particularly when compet-
ing with more prosperous jurisdictions.12

• Tax incentives are also most appropriate near state or local boundaries, which is 
where governments often encounter the most intense competition for business 
investment (i.e., border-city/state effects), and especially in retail centers such as 
shopping malls. This is also why a number of states have curious exceptions to their 
tax policies, such as no state income for residents of Texarkana, Arkansas, which 
shares a border with Texarkana, Texas, where there is no state income tax.

• To the extent that local taxes on businesses exceed the benefits in public services that 
those businesses receive, tax incentives provide local governments with a mechanism 
for more equitably aligning the tax burden on business, particularly for mobile sectors. 
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Thus, tax incentives make the most sense, politically and economically, for high-tech 
industries and services and the least sense for retail and residential development.13

• Once a city or region establishes agglomeration economies, the necessity for tax 
incentives declines. However, anecdotal evidence suggests that politically it is nearly 
impossible to turn off the incentive spigot once it has been opened.14 And if a local 
economy is heavily dependent on one industry or service—for example, the enter-
tainment industry in Nashville, auto manufacturing in Detroit, oil refining in Hous-
ton—city and county budgets become more vulnerable to the cycles in that industry.

• Local governments with taxing powers limited to the property tax are less able to 
recover the cost of a tax incentive through increased revenues than those with access 
to an income tax or a sales tax.

• Local governments in economically linked metropolitan areas retain fewer benefits 
from tax incentives within their jurisdiction. For example, a tax abatement offered 
by a central city will produce spillover benefits in surrounding suburban communi-
ties that supply some of the labor force. The smaller the geographic size of a city or 
county, the more the benefits of tax incentives are exported to surrounding commu-
nities. The same is true for a rural community surrounded by an unincorporated area. 
In order to distribute the benefits of commercial and industrial development more 
equitably, a few metropolitan regions, such as Minneapolis/St. Paul, Minnesota, have 
adopted tax base–sharing plans, in which increases in the property tax base from new 
business development are shared with all local governments.

• Political expediency requires that local governments offer some type of tax incentive 
if for no other reason than to send a message that they have a “favorable business 
environment.” For public managers, however, the issue is more complex: they must 
consider what it costs in tax incentives to lure new business investment without 
alienating existing businesses.

Tax incentives for professional sports and the arts
Professional sports stadiums and performing and visual arts centers that demand 
tax-supported assistance present special challenges to local governments. Even the 
spreading use of subsidies for outdoor displays—Cincinnati’s pigs, Dallas’s cantilever 
bridge—raises questions about the extent of public support for such community sym-
bols. Just how long is the “arm of economic development”?

Such symbols have their origins in antiquity.  The Athenians built the Parthenon and 
the Romans, the Coliseum—both monuments to their cultural accomplishments. But 
the past three decades have witnessed a significant increase in public funding in the 
United States for such initiatives under the guise of economic development. Of the 
thirty Major League Baseball teams, twenty-four play in stadiums built since 1989;15 
fourteen stadiums alone were constructed between 2000 and 2012, many partially 
or fully funded by the host city. Between 1992 and 2012, twenty-one stadiums were 
constructed for teams in the National Football League (NFL), many with substantial 
tax subsidies, mostly sales and hotel/motel tax revenue.16 The two most recently built 
stadiums cost over $1 billion each.  And in 2012 the Los Angeles City Council unani-
mously approved building a $1.5 billion stadium for a yet-unknown team. (Los Angeles 
is the largest city in the United States without an NFL team.) Only two of the NFL’s 
thirty-two teams—the Green Bay Packers and the Chicago Bears—play in stadiums 
constructed before 1960, although both stadiums—Green Bay’s Lambeau Field, built in 
1957, and Chicago’s Soldier Field, built in 1924—have been extensively renovated.



140 Strategic Choices: Using Taxes for Economic and Political Purposes

Performing and visual arts centers also receive dedicated tax revenue to subsidize 
their operations or capital improvements.  Americans for the Arts, a national advocacy 
organization, estimates that 96 percent of the 5,000 local arts agencies in the United 
States partner with at least one public or community agency.17  The most common form 
of local tax support is a hotel/motel tax, although occasionally local governments may 
dedicate a portion of the property tax or sales tax for local arts and historical preserva-
tion. For example, the City of Denton, Texas, dedicates 3 percent of its 7 percent hotel/
motel tax to the annual operating costs of the arts. This support is over and above the 
locally funded facilities that are owned by cities but leased to sports franchises or arts 
organizations, such as Cowboy Stadium, which the City of Arlington, Texas, owns and 
leases to the Dallas Cowboys for $2 million per year through 2038.

But again the question is whether these investments provide economic returns 
greater than their cost in public subsidies.  And the resounding answer from numerous 
studies—particularly those analyzing the economic benefits of professional sports teams 
to household income and job creation—is no.18 So if they are not justified economically, 
what justifies such massive public investment in these facilities?

Assessing the case for government financing
The case that is made for public financing of stadiums and arts venues is that these facili-
ties either (1) provide public (collective) benefits or (2) contribute to the economic growth 
(job creation, increases in property values, growth in personal income) of the commu-
nity. For true public goods, or even merit goods with substantial collective benefits, tax 
support is justified up to the value of the collective benefits. But professional stadiums 
and arts complexes, however meritorious, do not meet the criteria of nondivisibilty and 
nonexcludability.  Admission tickets are required to their events, and nonsubscribers are 
excluded from enjoying any direct benefits. Thus, they do not qualify as pure public goods.

A more convincing case might be that because of the intangible public benefits they 
provide—a professional sports team or symphony orchestra, like a library or a museum, 
enriches the life and character of a community and contributes to civic pride—these 
facilities qualify as merit goods and so a partial subsidy is justified. In an analysis of 
attitudinal data for residents in the Indianapolis area, one study found that “attendance 
is an important element in determining pride.”19 That is, those who attend sporting and 
cultural events derive more pride from the event than those who do not attend.  And a 
study of Portland, Oregon, found modest collective benefits from hosting a major league 
baseball team, although the value of those benefits were much smaller than the huge 
public subsidies that stadiums typically receive.20

In terms of the second justification for public subsidies—the impact of sports stadi-
ums and arts venues on economic development—the research is conclusive: not only do 
the benefits to economic growth fall short of the cost of the subsidy, but these venues 
may even have an adverse effect on economic growth.21 Whether measured by job 
creation, changes in consumer spending, or revitalization of a blighted area, independent 
analyses consistently show that public investment in stadiums, in particular, has no effect 
on economic growth.22

Part of the reason is that household spending for entertainment is limited. If people 
buy more tickets for professional sports, they simply reduce spending for other entertain-
ment purposes, and the result is no net economic gain for the region. Only 5–20 percent 
of the fans at professional athletic events are from outside the area.23 While some visual or 
performing arts events may have a strong regional draw, it is unlikely that, on average, the 
percentage of out-of-area patrons is any greater.  Thus, apart from rare events such as the 
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World Series and the Super Bowl, athletic and arts events are not effective mechanisms 
for exporting the burden for financing stadiums and performance halls. 

Finally, the benefits of professional athletics and the arts to economic development 
are constrained by the absence of significant multiplier effects. While the relocation 
of a manufacturing or technology firm may yield as much as a $2 impact on the local 
economy for every $1 in new investment, professional sports teams have a much lower 
multiplier effect.24 This is explained by their limited season, use of lower-skilled labor 
for services, and narrow opportunities for agglomeration economies.

Civic symbolism

Why do local government leaders acquiesce to the demands of professional sports team 
owners for new and increasingly more costly stadiums? Why do cities feel compelled to 
build and operate concert and opera halls, theaters, and art museums? In fact, cities and 
civic leaders, from pharaohs to presidents, have always erected monuments as a visible 
legacy of their leadership. What greater testimonial can there be to your tenure as a 
leader than to have your name on a brass plaque discreetly but visibly displayed near the 
main entrance of a new facility?

Seen in this historical context, sports stadiums and arts centers serve much the same 
function—particularly in Western culture, where benefits to the whole are valued over 
the immortalization of individual leaders. Beyond the civic pride, quality of life, and 
“bragging rights” that these venues bring to a community, they serve as permanent 
reminders of the community’s past accomplishments and as proclamations of anticipated 
achievements. Just as the arch defines St. Louis and the Eiffel Tower Paris, so too does 
Bass Hall symbolically herald Fort Worth’s cultural achievements and Madison Square 
Garden New York City’s athletic and artistic triumphs.

Regardless of what team owners and arts proponents may say, the value of stadi-
ums and arts venues is symbolic, not economic. These facilities have tangible—albeit 
political—value, particularly for those leaders responsible for their development and 
construction. But Americans’ preoccupation with economic growth and general lack 
of historical perspective complicate the local leader’s task of rationalizing the construc-
tion of new facilities. When such initiatives are presented as civic symbolism, arguments 
faulting their lack of value as engines for economic growth fall by the wayside. But 
promoting them as symbolic tributes to a community’s accomplishments poses political 
hurdles that the more pragmatic would prefer to avoid. Not surprisingly, when put to a 
vote, such initiatives result in highly contentious elections with each side making dubi-
ous claims about expected benefits and costs.

Guidelines for using tax incentives
Every local government has a unique set of attributes that make it a more attractive 
location for some types of industries than for others. When considering the use of tax 
incentives to enhance a community’s attractiveness for new business development, local 
government leaders would do well to keep the following guidelines in mind:

• Before launching an economic development program, local leaders should develop a 
strategic plan that identifies (1) the community’s economic strengths, weaknesses, 
opportunities, and threats; (2) their economic development goals, measurable objec-
tives, and strategies for achieving those objectives; and (3) measurable benchmarks for 
assessing the progress toward achieving their goals. Local leaders should commit to 
annually reviewing the strategic plan and revising its elements where warranted.  An 



142 Strategic Choices: Using Taxes for Economic and Political Purposes

analysis of cities in Massachusetts found evidence that those cities with more growth 
management policies had higher credit ratings for their bonds.25

• A local government offering tax incentives should have access to at least one broad-
based nonproperty tax, such as a general sales tax or an income tax, in order to 
capture more revenue benefits from economic growth.

• The larger the jurisdiction, the better the match between those taxpayers bearing 
the cost of the incentives and those benefiting from the increased economic activity; 
by implication, counties are better suited for providing tax incentives than are cities, 
towns, or villages.

• Economically declining jurisdictions are the most vulnerable to “giving away too 
much” when negotiating with a business that is contemplating the relocation or 
expansion of an existing facility.

• Incentives may be appropriate as a strategic measure to diversify the local tax base 
and thereby reduce a local government’s budget to the vulnerabilities of the business 
cycle. The greatest benefit of tax incentives comes when they are used sparingly and 
strategically to build agglomeration economies. For urban areas already benefiting 
from agglomeration economies, it is not necessary to use tax incentives to attract 
other firms in the same industry.

• TIF is preferred to tax abatements and tax exemptions as a more equitable approach 
to attracting business investment. Numerous studies have shown that tax incentives do 
not add to the overall taxable value of property in a city. However, they do increase 
the value of property within the TIF district. 

• In the long term, locally financed tax incentives may prove counterproductive 
because they shift the cost of services to other taxpayers, who then have an incentive 
to move to a lower-tax jurisdiction.

For cities and counties with vibrant economies and moderately growing population, 
the best approach to promoting economic growth is to maintain property tax rates at 
competitive levels. Tax incentives are no substitute for prudent budget policies that pro-
mote responsible financial management practices. 

Tax relief for citizens
While local governments have pursued tax relief for business through targeted tax incen-
tives, citizens have grown increasingly resistant to paying more taxes, particularly property 
taxes.  The groundswell of resistance began in 1978 when Californians ratified Propo-
sition 13, rolling back property tax rates to a combined maximum of 1 percent for all 
overlapping local governments and limiting annual increases in taxable (assessed) values 
to 2 percent or to the purchase price whenever the property is sold.  Tax and expendi-
ture limitations (TELs) have drawn on the California approach.  Although states have 
always imposed limitations on the taxing capabilities of local governments, the following 
discussion focuses on recent efforts to limit the local tax base, tax rates, and tax levies. 
Efforts to limit growth in local expenditures have also been undertaken; however, these 
have proven less attractive politically as strategies for constraining local budgets. 

Tax relief for citizens has the potential to undo the gains made through tax incentives 
designed to attract business investment.  The local manager walks a tightrope, addressing 
the political need to provide such relief while not unduly shifting the burden to more 
mobile businesses. Much of the relief has targeted taxes paid by individuals and house-
holds, as summarized in the accompanying sidebar.  While each state has pursued its own 
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approach to providing relief, their various approaches can be grouped into broad-based 
measures and more targeted measures.

Broad tax relief measures
Four states—Colorado (1992), Missouri (1996), Nevada (1996), and Oklahoma (1992) 
—responded to citizens’ pleas for tax relief by adopting a requirement that tax rates could 
not be increased without voter approval. Colorado’s Taxpayer Bill of Rights (TABOR) 
not only requires voter approval for any increases in local tax rates but also restricts 
revenue growth in local governments to inflation plus population growth—unless voters 
approve otherwise. Missouri’s Hancock Amendment, one of the more sweeping local 
revenue limitations in the nation, requires voter approval not only of taxes but also of 
fees. Nineteen states limit annual increases in the taxable value of property, but the limit 
usually applies only to single-family residential property.26 

A number of states cap tax rates, particularly for the property tax. Thirty-seven 
states limit property tax rates—some to a fixed percentage (as in California) and some 
with limits that can be overridden by a majority or supermajority of the council or 
of voters—and some states limit the percentage increase in the property tax rate.27 
Although many states have constitutional limits on the maximum rates that particular 
types of local governments can impose, such as $1.50 for cities in Texas not operating 
with a home rule charter and $2.50 for those with a home rule charter, Proposition 
13 unleashed citizen efforts to limit the combined tax rates of overlapping local gov-
ernments. Massachusetts limits the overlapping tax levy to 2.5 percent of the tax base, 
and yields in the property tax cannot increase by more than 2.5 percent annually unless 
approved by at least two-thirds of the voters. Idaho and Arizona both impose a com-
bined cap of 1 percent of the tax base.

Thirteen states use some variation of truth-in-taxation to hold local councils and 
commissioners more accountable for increases in the local property tax burden.28  Two 
states, Kentucky and Texas, give voters the power to overrule their local governments 
should their lawmakers approve an extraordinary increase in the tax revenue.  The 

A typology of tax relief measures for citizens
As with tax incentives, tax relief measures 
initially target one of the factors in the ba-
sic tax equation (tax base × tax rate = tax 
liability). Ultimately, all tax relief measures 
are designed to alter tax liability, but they 

differ in what component is targeted. As 
in sidebar on page 131, the following 
typology profiles tax relief initiatives by 
whether they initially alter the tax base, 
tax rate, or tax liability.

Tax base Tax rate Tax liability

Cap on increases in  
 taxable value
Acquisition appraisals  
 (Proposition 13)
Tax exemption
Homestead exemption
Fractional assessments
Sales tax holiday

Split tax roll
Tax rate freeze
Tax rate freeze
Truth-in-taxation
Voter approval

Tax credit (circuitbreaker)
Tax levy freeze
Tax dividend
Tax rebate
Tax amnesty
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advantage of truth-in-taxation—particularly in states such as Florida and Utah, where a 
mailed notice is sent to each property owner before a final tax rate is approved—is that 
it elevates the visibility of the tax rate–setting process while preserving local autonomy 
from state fiat.

A comparative analysis of the effectiveness of TELs in Kansas made the interesting 
discovery that truth-in-taxation is more effective at limiting increases in per capita prop-
erty taxes than the presumably more rigid tax levy limitation.29  The researchers con-
clude that “these results would seem to support the notion that local officials in Kansas 
demonstrated a clear measure of self-imposed fiscal restraint when given greater local 
choice and flexibility in budgetary priorities” that comes with truth-in-taxation.30

Targeted tax relief measures

In recent years, a number of states have also pursued tax relief measures targeted to 
specific classes of citizens, particularly senior citizens. For example, Pennsylvania’s Act 77 
freezes property assessments of senior citizens in counties levying a sales tax.  As part of a 
sweeping tax reform initiative, Michigan adopted a two-tiered rate structure for school 
property taxes that was designed to reduce the burden on homeowners. In lieu of lo-
cally set school taxes, the state now imposes a 6 mill tax on all primary residences and a 
24 mill tax on secondary homes and businesses that fund schools. Still other states, such 
as Texas, freeze the school taxes of senior citizens at the amount they pay in the year 
that either spouse turns 65. In 2003, Texas voters amended the state constitution to give 
cities and counties the option to extend the senior tax freeze to their property tax levies. 
City and county officials have been slow to adopt the freeze because of the long-term 
adverse impact it has on local budgets.

The impact of tax and expenditure limitations

Proponents of TELs contend that reductions in state and local taxes will increase 
economic growth. Specifically, they contend that increases in per capita income will 
mean more consumption and investment so that more resources will shift to the private 
sector, and since the private sector is assumed to be more productive than the public 
or nonprofit sectors (an assumption that has little support from research), the increased 
consumption and investment will lead to greater growth in job creation and per capita 
income. This is a testable proposition: Do tax limitations lead to increased economic 
growth at the state and local levels?

A related question concerns the effect of TELs on state and local budgets. Do they 
lead to reduced spending by state and local governments? Do they affect states’ capacity 
to counter the adverse effects of recessions?  These are also testable research questions 
that, not surprisingly, have captured the interest of public administration researchers.

Turning to the first question, if the theory underlying the tax limitation movement is 
accurate—that lower taxes lead to greater economic growth—then those states with the 
most restrictive TELs should experience the greatest economic growth. Therese McGuire 
and Kim Rueben specifically tested this hypothesis using data from Colorado after the 
state adopted its highly restrictive TABOR in 1992.  While they found “some limited 
evidence for short-term increases to growth (in employment but not household income), 
these were not sustained in the long term.”31 In fact, five years after TABOR’s adoption, 
job growth in Colorado lagged significantly behind that in other states with comparable 
economies. In another study, researchers used data from 1985 to 2005 to study the effect 
of  TELs in the forty-eight contiguous states and found that these limitations had no effect 
on per capita personal income or level of employment.32 In other words, there was no 
evidence that TELs affect job growth or household income at the state level.  And in yet 
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another study, the more restrictive TELs were found to slow economic growth at the state 
level and actually lead to a decline in economic growth at the local level.33 

As for the second question—the effect of TELs on state and local budgets—the evi-
dence is also substantial. Limits on the use of the property tax cause local governments 
to shift to other resources, especially service charges and user fees. To the extent that 
some of those revenue sources are more volatile, they put state and local budgets on a 
roller-coaster, experiencing greater and greater swings in revenue yields across the busi-
ness cycle.34 TELs also lead local governments, especially school districts, to depend more 
heavily on state aid, which increases their vulnerability to budget reductions in recessions.

Do tax limitations work?
There are two general answers to this 
question: First, it depends on the type of 
tax limitation, and second, tax limitations 
almost never work as proponents intend 
and often have unintended and coun-
terproductive consequences. Although 
no comparative analysis of tax limitation 
measures has been undertaken, casual 
observation suggests that the measures 
that limit increases in the tax burden 
most effectively are those that require 
voter approval to change tax (or fee) 
rates, followed by those that require 
extraordinary majorities of legislative 
bodies to change the rate or base.

Formal analyses of tax limitations 
suggest, however, that these measures 
have consequences that are often 
unanticipated and even antithetical to 
the proponents’ original intentions. For 
example, several studies of California’s 
Proposition 13 have found that the 
amendment has resulted in
• Greater concentration of decision 

making at the state level
• A significant reduction in the fiscal 

and political autonomy of local 
governments, particularly school 
districts and counties, thereby 
impeding the home rule capabilities of 
local governments and their capacity 
to shape their local economies

• Less accountability for local 
governments as they shift dependence 
to more indirect (hidden) taxes and to 
property exactions such as impact fees

• Marked increases in horizontal 
inequities between new buyers of 
property, whose property is assessed 
at its purchase price, and long-term 
residents, whose increases in property 
assessments are limited to 2 percent 
per annum (resulting in tax burdens 
for comparable properties that are 
as much as five times greater for the 
recent buyer)

• A significant shift in the property tax 
burden to homeowners and away 
from business owners because of the 
more frequent turnover of residential 
property

• Chronic housing shortages, especially 
for multifamily units, because of the 
punitive tax burden for new housing 
and thus the lower profit margins for 
newer developments compared with 
existing developments

• Competitive advantages for 
established retail and service industries 
over newer commercial businesses for 
the same reasons cited immediately 
above. As a result, retail markets in 
California are less competitive, which 
means higher prices for consumers.1

1  Gregory D. Saxton, Christopher W. Hoene, and Steven P. Erie, “Fiscal Constraints and 
the Loss of Home Rule: The Long-Term Impacts of California’s Post–Proposition 13 Fiscal 
Regime,” American Review of Public Administration 32 (December 2002): 423–454; Carol 
Douglas, “Proposition 13—25 Years Later,” State Tax Notes 30 (October 20, 2003): 222–226; 
Lenny Goldberg and David Kersten, “Huge Disparities Found in California Commercial 
Property Taxes,” State Tax Notes 31 (May 10, 2004): 437–457; Randall G. Holcombe, “Tax 
and Expenditure Limitations: Issues for Florida,” Policy Report no. 932 (April 2001); Terri A. 
Sexton, Steve M. Sheffrin, and Arthur O’Sullivan, “Proposition 13: Unintended Effects and 
Feasible Reforms,” National Tax Journal 52 (March 1999): 99–111.



Sustainable and resilient community development

Since the mid-1980s, there has been a growing sense of 
collective anxiety about the world’s diminishing supply of 
nonrenewable energy and inability to support, for the long 
term, the growing affluence of developed and developing 
nations. Sustainable economic development—providing 
incentives at the community level to promote ecofriendly 
growth by shifting production to renewable resources—
has gained adherents in some cities, especially in North 
America.1 At its most basic level, sustainability is a resource 
allocation issue: “meeting the needs of the present without 
compromising the ability of future generations to meet 
their own needs.”2 Some local governments have modified 
their economic development policies to attract ecofriendly 
industries and provide incentives for existing industries to 
convert to more resource-efficient technology. 

Sustainable economic development uses many of the 
conventional tools described in this chapter but targets 
them for sustainable purposes. For example, sustain-
able tax incentives would target new development that 
promotes in-filling (using vacant land within a city’s core 
area), the production of locally grown food, the creation 
of cooperative ventures, or the financing of a microen-
terprise loan program. Alternatively, incentives may be 
used for research and development of new ecofriendly 
technology. Whatever approaches are taken, citizens will 
increasingly look to their local government to encourage 
innovation and experimentation through tax incentives.

Managers have recognized that in communities 
prone to natural or technological disasters, the goals of 
sustainability are closely aligned with those of disaster 
resiliency.3 Resiliency means the ability to anticipate, 
withstand, and recover from the consequences of a 
disaster so as to reduce its cost and the disruption to 
normal activity that it may cause.4

Sustainable economic development and disaster resil-
iency share a common goal of adapting communities and 
their economies to their natural environments. In both 
cases, budget issues, and specifically local revenue issues, 
should be part of the planning and decision-making pro-
cesses. Although each community’s vulnerability to natural 
and technological disasters is unique, including policies that 
promote budget resilience in a comprehensive emergency 
plan will mitigate the long-term effects of those events on 
the local economy and its capacity to return to normal.5 
Like businesses, a local government needs to have a plan in 
place for maintaining and financing continuity of operations.

Even after their communities have been destroyed by 
natural or man-made forces, people have a curious habit 
of returning to rebuild their homes—what might be called 

the “anthill phenomenon.” This pattern of redevelopment 
raises interesting questions for city leaders engaged in a 
discussion of sustainable economic development. Eco-
nomic growth cannot be sustained forever. Cities reach 
build-out and have no further available space for expan-
sion. Should they try to recreate themselves as they age? 
Venice, Italy, was once a glorious center of culture and 
trade. But no amount of investment can stop the inevi-
table demise of this once glorious jewel of Europe as it 
slowly sinks into the Adriatic Sea. Should sustainable eco-
nomic development accept the inevitability of change?

While federal and, to a lesser extent, state aid help to 
offset the cost of responding to and recovering from a di-
saster, much of that cost goes uncompensated. A major se-
ries of disasters, such as the multiple hurricanes that hit the 
Gulf Coast in 2005, impose long-term costs on local gov-
ernments that must be absorbed locally through delayed 
growth and ultimately higher state and local tax burdens. 
Thus, when assessing the city’s or county’s disaster resiliency, 
the manager should consider the following questions:
• Is our insurance coverage sufficient for large-scale 

losses of city or county property?
• What impact would the most likely types of disasters 

or emergencies have on the property tax base? Sales 
tax base? Water and wastewater service charges? 
Other major revenue sources?

• What level of budget reserves is appropriate given 
our community’s vulnerability to particular types of 
disasters or emergencies?

• What protection should be available to cover debt 
service costs in the event of a disaster?

• What is the cost and what procedures should be 
followed to restore collections and enforcement of 
revenues in the event of a disaster?

• Do mutual aid agreements include assistance with 
revenue administration in the event of a disaster?

• What agreements should be in place with local 
nonprofits whose mission is to assist households and 
businesses in times of disaster?

• Under what conditions can the local government 
incur short-term debt to cover the operating costs 
associated with an emergency or disaster?

• What loans or grants are available from the state or 
federal government to ensure continuity in operations 
for the local government?

• What tax relief options should be considered for 
households and businesses in the event of a disaster?

1 Susan M. Opp and Jeffery L. Osgood Jr., Local Economic Development and the Environment (Boca Raton, Fla.: Taylor & 
Francis Group, 2013).

2 World Commission on Environment and Development, Our Common Future (New York: United Nations, April 1987).

3 Steven D. Stehr, “The Political Economy of Disaster Assistance,” Urban Affairs Review 41 (March 2006): 492–500.

4 Philip Berke and Gavin Smith, “Hazard Mitigation, Planning, and Disaster Resiliency: Challenges and Strategic Choices for 
the 21st Century,” in Sustainable Development and Disaster Resiliency (Amsterdam, The Netherlands: IOS Press, 2009). 

5 Shayne Kavanagh, Building a Financially Resilient Government through Long-Term Financial Planning (Chicago: Govern-
ment Finance Officers Association, circa 2011).
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Accumulated evidence from several tax limitation initiatives suggests that their full 
impact is often delayed by several years—in the case of Proposition 13, even decades—
but that their effects become cumulative and most apparent in recessions. It was during 
the recession of 2001 that Californians began to experience the cumulative effects and 
drag on economic growth from Proposition 13, effects that built up to a crisis level 
during the Great Recession of 2007–09.  A study of the property tax cap in Illinois 
found that in the first few years following its adoption, the cap slowed the growth in 
property tax revenues for municipalities and school districts, an effect that was even 
more pronounced ten years later.35

Finally, tax limitations, while providing relief to some fortunate taxpayers, shift the 
burden to other, often less equitable and economically efficient revenue sources—in 
particular, more narrow-based excise taxes. Most disconcerting is their long-term 
impact on state and local government capacity to pursue countercyclical measures. 
Casual observation suggests that recessions are steeper and more protracted in states 
with limited tax and spending options. TELs make it more difficult for state and local 
governments to take preemptive action to restore economic stability and strengthen 
employment opportunities.

Conclusion
Local government tax policy pursues two strategies: (1) providing tax incentives to busi-
nesses to advance economic prosperity and (2) providing tax relief to residents to curry 
political favor. Both place heavy demands on local budgets in forgone revenues.

When making locational decisions, businesses are most influenced by business oppor-
tunities—the cost of land and labor, the availability of transportation networks, and the 
presence of agglomeration economies—especially in manufacturing and warehousing. 
Once they have narrowed their locational choices, especially to a regional or metropol-
itan area, taxes become an increasingly important factor.  At the margin, a local govern-
ment’s tax burden does affect business investment decisions. 

And it is at the margin, where a firm is otherwise indifferent to the choice between 
two or more possible locations, that locally financed tax incentives, such as tax abatements 
and TIF, are economically most justified.  Among local governments, TIF is the most 
widely used tax incentive; while it is more complex to administer, it creates the least ineq-
uities with existing businesses. But studies on the effectiveness of tax incentives, especially 
TIF, show that while they may increase property values within the redevelopment district, 
citywide property values do not show any change that can be attributed to TIF.

Similarly, although public subsidies for professional sports and artistic venues have 
assumed overbearing influence in some large-city budgets, studies consistently find that 
these venues also add nothing to the local economy (no net increase in jobs or house-
hold income). In this case, however, the subsidies are justified because these venues 
provide intangible benefits: civic pride, symbolic tributes to a community’s artistic and 
athletic accomplishments, and, not unimportantly, tributes to the elected leaders who 
pushed them through.

While much attention has been focused on strategically using tax incentives to 
promote economic growth at the state and local levels, taxpayers have intensified their 
demands for tax relief. Much of the relief has targeted taxes paid by individuals, partic-
ularly owners of single-family residences. But because tax relief to citizens shifts more 
of the local burden onto businesses, it has the potential to undo any gains made through 
tax incentives designed to attract business investment. Thus, the local manager must find 
an acceptable balance between the political need to grant tax relief to households and 
the economic need to attract, encourage, and retain successful business ventures.
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Although advocates of TELs contend that reductions in state and local taxes will 
increase economic growth, a number of studies have found that TELs in fact lower eco-
nomic activity, especially at the local level, and that their adverse effects accumulate over 
time. Limits on the property tax in particular cause local governments to shift to other 
resources and lead to greater dependence on state aid, increasing their vulnerability to 
budget reductions in recessions.

For cities and counties with vibrant economies and a stable to moderately growing 
population, the best approach to promoting economic development strategy is to maintain 
their property tax and utility rates at competitive levels. Tax incentives are no substitute for 
prudent budget policies that promote responsible financial management practices. 
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1. The continued constriction of local government budgets has prompted a number of cities 
around the country to look at their tax expenditures—the exemptions or other tax relief 
measures provided to businesses, individuals, and nonprofits. What is the justification for 
exempting nonprofits from paying local property taxes? From paying state and local sales 
taxes? What are the long-term effects to the property tax base of exempting nonprofits from 
the property tax? Several local governments have begun demanding payments in lieu of taxes 
(PILOTs) from large private universities and hospitals. Should all nonprofits be required to pay 
PILOTs? Why or why not?

2. Another tax expenditure receiving increased scrutiny is tax incentives to businesses. When 
are tax incentives justified? What are the most common sources of problems (political and 
economic) that arise from local governments’ use of tax incentives? What measures should 
public administrators take to minimize the occurrence of these problems?

3. A number of local governments have taken an aggressive approach to the use of tax incentives 
to promote economic development. Not surprisingly, the use of these incentives has been 
accompanied by considerable debate among managers, local and state lawmakers, and 
taxpayers as to their efficacy, especially in rapidly growing regions of the country.
 a. What effect do tax incentives, such as tax abatements and tax increment financing, have on  

 equity? On tax neutrality?
 b. According to the research, what effect do tax incentives have on economic development at  

 the local level? Under what circumstances should tax incentives be used?
 c. Briefly summarize the policies and procedures that a local government should have in place  

 before using tax incentives.

4. All of the following are evidence of intergovernmental tax competition except
 a. Offering tax incentives to attract business investment
 b. Locking in voter approval on general obligation bonds before overlapping local governments  

 have the opportunity to do so
 c. Tax exportation
 d. Agglomeration economies
 e. Tax base sharing.

5. The border-city/border-county/border-state effect 
 a. Occurs in a federal system of government
 b. Reduces tax neutrality
 c. Occurs as tax rates vary across jurisdictions
 d. Adds to the administrative cost of collection and enforcement.
 e. All of the above.
 f. All but D.

6. Tax incentives offered by local governments make the most sense
 a. For commercial and residential development
 b. For industrial and technology development
 c. When agglomeration economies are present
 d. For relatively small jurisdictions in metropolitan areas.

REVIEW QUESTIONS
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One cannot speak of “better budgeting”  
without considering who benefits and who loses  

or demonstrating that no one loses.

– Aaron Wildavsky

Budget choices: 
Principles to guide 
the manager

No other aspect of public administration has undergone as much reform or been 
the focus of as much attention from political leaders—from city and county 

managers to presidents—as the budget.  As was noted at the beginning of Chapter 1, 
the budget document is foremost a tool for maintaining financial accountability, and 
its preparation has evolved into a forum for establishing strategic goals and perfor-
mance expectations.

The quality of budget decisions made and policies formulated, however, depends 
fundamentally on the quality of information fed into the budgeting process, and that 
process tends to produce far more information than is used in decision making.  Thus, as 
the chief budget officer for the organization, the chief executive must identify the cen-
tral issues to be resolved in the budget process and the essential information needed to 
resolve them.  As Edward Lehan, former finance director for the city of Rochester, New 
York, observed: “Formats are important. People tend to think about what is put in front 
of them. Budget classifications tend to define reality for budget makers and reviewers, 
channeling their attention and thought.”1

A thoughtfully designed and strategically oriented budget process results in more 
complete and accurate documentation. Not insignificantly, it also reduces resentment 
toward budget preparation among those department heads who bear the burden of 
compiling and presenting information.  The views debated throughout the budget pro-
cess and the interpretation of the data generated from that process shape the allocation 
of resources. Managers know that this process is the one common thread that links the 

7
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parts of the organization together and steers them toward common goals.  The budget is 
the rudder for any public organization.

A common misperception is that governmental budgeting is like budgeting in the 
private sector and so most of the innovations developed in the business sector can be 
easily transferred to the public arena with the same laudable results.  All that is needed 
to improve government productivity is to import the financial management innovations 
developed in the private sector.  As the accompanying sidebar makes clear, however, this 
is a false equivalency.

Public sector budgeting versus private sector budgeting
As with most administrative practices, 
budgeting fulfills fundamentally different 
purposes in the public sector than it 
does in the private sector. In the private 
sector, it fulfills a limited internal man-
agement function: providing targets for 
a firm’s sales volume. Often businesses 
create responsibility centers and charge 
them with preparing a budget based on 
both the cost of production and the ex-
pected revenue from sales. These center 
budgets are then compiled into a single 
document, which becomes a statement 
of the firm’s sales and profit targets by 
each month or quarter for the year.

Governmental budgeting, by con-
trast, is more than a process of costing 
out public services and then setting a 
tax rate. It involves building consensus 
among citizens on what services govern-
ment should provide and at what level 
of effort; finding compromises among 
powerful interest groups over their 
relative share of taxation; and recon-
ciling the public will with what leaders 
in the budget process perceive as the 
long-term public interest. Governmental 
budgeting also differs from private sec-
tor budgeting because of the nature of 
services provided (public and merit) and 
the need to provide them equitably.

Even accounting practices reflect 
differences in the way the two sectors 
track and report their financial affairs. 
Whereas businesses track their financial 
transactions by treating the organization 
as a single, unified entity, virtually all 
governments in the United States use 
fund accounting, which breaks transac-
tions into separate funds, each with its 
own revenues, expenditures, and finan-

cial reports. Unlike businesses, which 
have a single bottom line for the whole 
company, governments must contend 
with multiple bottom lines, one for each 
fund.

Rigid and sometimes excessive 
controls have been compounded at the 
local level by mandates—requirements 
from the state and federal governments 
that specify which services local govern-
ments must provide and at what level. 
Mandates typically contain regulations 
with which local governments must 
comply, often at great expense. Some 
of the requirements reflect the effective-
ness of lobbying groups that find it more 
efficient to deal with a state government 
than with multiple local governments.

Ultimately, however, comparing 
public and private sector performance 
is pointless because the two sectors 
produce fundamentally different types of 
goods. Government produces goods for 
which there is no profit incentive and/or 
that address political or social concerns 
for fairness. This greatly complicates the 
public manager’s task of managing and 
budgeting. Moreover, unlike the private 
sector manager, the public manager 
cannot make budget decisions solely to 
maximize the organization’s profit; while 
efficiency is important, it is not the only 
consideration. And further complicating 
the public manager’s task is the fact that 
decision making in government is much 
more open to outside influence than it is 
in the private sector. This means that the 
public budgeting process will be more 
riddled with conflict, requiring public 
managers to possess superb negotiating 
skills if they are to be effective leaders.



 Budget Choices: Principles to Guide the Manager 155

A century of budget innovations
Budgeting in the twentieth century was characterized by a series of innovations that 
parallel many of the innovations in management practices. Modern budgeting began in 
New York City in 1906, when the city’s Bureau of Municipal Research called for all city 
agencies to use a budget. Since then, what began as an accounting function has become 
an executive tool for implementing strategic plans and promoting entrepreneurial gov-
ernment. Particularly at the local level, the tendency has been to retain those elements 
of an innovation that work well and to discard those that are less suitable. The result is 
that local budgeting practices are often layered with elements of various innovations 
that, much like an archaeological dig, reveal successive stages in budget development.

Budget reforms fall into one of two general categories: (1) innovations designed to 
improve budget data—that is, the content and presentation of budget information (bud-
get focus), and (2) innovations designed to improve the budget process (budget locus) 
(Figure 7–1).2 In practice, these categories overlap.

In his classic 1966 article, “The Road to PPB:  The Stages of Budget Reform,” Allen 
Schick traced the evolution of the budgeting function from (1) imposing control to 
(2) improving the management of operations to (3) improving the prioritization of 
programs.3 With the transformation in budget focus came an increased reliance on more 
and different kinds of data, particularly data that help top management and lawmakers 
better connect the impact of their spending decisions to conditions in their community; 
this has led in turn to changes in the organizational location of the budget function 
to accommodate new informational needs. Thus, the budget has evolved from being 
a tool for accounting and financial management to being a tool for strategically and 
logistically positioning a community to capitalize on historical strengths and emerging 
opportunities.

Line-item budgeting

The line-item (object-of-expenditure) budget, the format most often associated 
with budgeting, originated in the late nineteenth century in response to the excesses 
of the political machines that controlled many state and local governments. This format 
shifted power away from political bosses to legislative bodies, which were more account-
able to voters. It is still the most widely used budget format.

The line-item budget collects and reports information on inputs (resources) used 
in the production of government goods and services (Figure 7–2). It lists the goods or 
services to be purchased—labor, supplies, utilities, capital items, and miscellaneous. Its 

Budget 
locus Accounting Finance

Independent  
budget office

Chief executive’s 
office

Budget 
focus

• Line-item 
budgeting

• Zero-base 
budgeting

• Target-base 
budgeting 

• Performance 
budgeting

• Management 
by objectives

• Program  
budgeting

• Entrepreneurial 
budgeting

• Balanced  
scorecard

• Budgeting for 
outcomes

Figure 7–1 The evolving locus and focus of budgeting
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focus is the objects of expenditure allowed for each department or agency; once the 
council appropriates the funds (i.e., approves the proposed budget), department heads 
can acquire the objects authorized in the line-item budget. The locus of budgeting is 
the accounting office, where the detailed line-item information is collected and made 
readily available.

It is clear why a line-item budget format is associated with a control-oriented budget 
process: the line items correspond to the accounts in the accounting system and make it 
easy for budget overseers to compare budgeted amounts with actual levels of spending. 
The more detailed the objects of expenditure, the greater the governing body’s control 
over administrative agencies.

Zero-base budgeting In response to pressure to limit government spending,  
zero-base budgeting (ZBB) emerged in the 1970s as an adaptation of the line-item 

Figure 7–2 FY 2013 operating budget, Syracuse, New York 

Source: Budget for the City of Syracuse for the Period of July 1, 2012–June 30, 2013, 139, syracuse.ny.us/ 
uploadedFiles/Departments/Budget/Content/Budget_Documents/Final%20%202012-13%20Budget.pdf.
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budget. Initially developed in the private sector by Texas Instruments, ZBB quickly spread 
to local and state governments. Much of its popularity was due to the fact that it relies on 
existing accounting information and is simple to understand and implement.  Although 
many local governments had moved budgeting out of the accounting department by the 
1970s, ZBB reasserted the value of accounting information to budget deliberations.

ZBB focuses on budget inputs (i.e., the resources used by local governments to 
produce goods and services), organizing them into decision packages that reflect 
various levels of effort and cost. In theory, each department (or decision unit, which is 
the lowest level in the organization at which budgetary decisions are made) prepares 
at least three packages: a base-level package, which meets only the most basic service 
needs (hence, the term zero base); a current services package, which ensures delivery of 
services at the current level; and an enhanced package, which allows the decision unit to 
extend its services to currently unmet needs. Decision units can prepare more than one 
enhanced package, each representing a different level of expanded effort. Packages from 
all the decision units are then ranked according to the perceived need for the package; 
rankings are based on the subjective judgment of decision makers, who annually evalu-
ate each program’s purpose and priority, weighing the program against all other spend-
ing possibilities.

As a consequence of this evaluation, decision makers may decide not to renew fund-
ing for an existing program, choosing instead to fund an enhanced spending package 
for another decision unit or even to provide base-level funding for an entirely new 
initiative. In fact, however, such reallocation rarely occurs.4 Chief executives quickly 
found that department heads were unwilling to provide them with estimates of the 
base package because, as the department heads argued, the estimates were already at the 
minimum level and any further reductions would make it difficult to continue provid-
ing service. Thus, the base-level (or minimum) package has all but disappeared from the 
scene. But vestiges of ZBB still persist in many local governments, particularly in the use 
of enhancement packages, which receive separate and more thorough scrutiny from top 
administrators and lawmakers.

Target-base budgeting Target-base budgeting (TBB), which entered the pic-
ture in the 1980s, reversed the trend toward increasingly complex budget innovations. 
It was intended to simplify budget preparation, mitigate interdepartmental conflict, and 
reduce gamesmanship in the preparation of budget requests. Under the simplest form of 
TBB, the budget office gives each department a maximum dollar figure for its budget 
request,5 basing its targets for each department on revenue estimates for the coming 
fiscal year and on any changes in policy makers’ priorities (e.g., more for public safety, 
less for park maintenance).

The more complex part of TBB involves estimating each department’s current ser-
vices budget, which is defined according to rules that are sometimes rather elaborate. 
Generally, the current services budget is the department’s appropriation for the current 
year unless it happens to contain funding for one-time purchases or for a position 
that was filled well into the fiscal year. Once the current services budget is established, 
the target is typically set at some percentage of that level—for example, 95 percent if 
the program has a lower priority in the current year or 105 percent if it has a higher 
priority.  Although TBB includes some elements of ZBB, it greatly reduces the level of 
conflict and the role of subjective judgment found in ZBB: departments know from the 
outset what their likely level of funding will be for the coming year.



158 Budget Choices: Principles to Guide the Manager

Performance budgeting
While line-item budgets are effective at controlling expenditures, they provide no in-
formation on outputs (how much work gets accomplished) or level of efficiency (how 
much input is required to produce each unit of output). Local governments had already 
begun experimenting with performance budgeting in the 1950s, when the approach 
gained popularity after the second Hoover Commission issued a report that recom-
mended collecting and reporting output measures in the federal budget as a tool for 
controlling costs.6 They began to use performance measures to monitor the use of funds 
and to identify ways to improve productivity and the management of public programs.

In the 1990s, performance budgeting experienced a resurgence in interest as a result 
of the national performance review undertaken by the Clinton administration. In both 
its original and more recent incarnation, performance budgeting is designed to improve 
program efficiency, evaluate the outcomes of program operations, and provide decision 
makers and the public with better information on what they are getting for their tax 
dollars. Budgets not only report information at the line-item level but also indicate what 
is to be accomplished with those funds.

Budgeting has thus become a financial management tool (Figure 7–1), and local 
governments increasingly locate the budget function where they can ensure that the 
necessary information on performance and outcomes (actual results achieved) is being 
provided in a form appropriate to the organization’s needs. The trend has been to move 
budgeting out of the accounting area and align it with other finance functions that share 
a broader management focus. 

Management by objectives (MBO), an innovation of the legendary management 
scholar Peter Drucker, had a short-lived courtship with budgeting in the 1960s and 
early 1970s. MBO is a top-down process: each level in the organization develops perfor-
mance objectives for the coming year. Employees negotiate a performance agreement 
with their supervisors, which becomes the basis for evaluating the employee’s year-end 
job performance. The intent is for all employees to have a clear understanding of both 
the organization’s priorities for the fiscal year and its expectations for their individual 
contributions to meeting those priorities. MBO is more of a personnel management 
tool than a budgeting tool, but the budget process provided a suitable forum for negoti-
ating the performance agreements.

Program budgeting
Performance budgets focus attention on outputs, but they do not address more funda-
mental policy questions, such as whether a program is necessary at all or how best to 
allocate limited resources among competing purposes. The quest to add a policy focus 
to budgeting gained momentum in the 1960s with the introduction of planning, 
programming, budgeting systems (PPBS), or program budgeting for short.

Program budgeting organizes government activities into programs—activities or ser-
vices with a common goal—and identifies alternatives for achieving each goal, determines 
the costs and benefits of each alternative, and selects the alternative that maximizes net 
benefits. In short, it seeks to interject policy analysis into fundamental budgetary deci-
sion making—that is, to determine how much to allocate to activity A as opposed to 
activity B.7

To accommodate this new analytical focus, the budgeting function grew independent 
of accounting and even of finance, and the independent budget office emerged, reporting 
directly to the city or county manager or to an assistant manager over administrative 
services.  The newfound autonomy of the budgeting function opened up opportunities 
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for more independent analysis to guide budget deliberations. The merger of budgeting 
with management was now complete organizationally (locus) and functionally (focus).

While a few local governments continue to build their budgets using the program 
format, most have abandoned that format, at least as it was originally designed. Like 
other budget reforms, program budgeting has morphed into other approaches, one of 
which is total quality management (TQM).

Entrepreneurial budgeting

As strategic planning gained widespread acceptance among local governments as an ef-
fective tool for harnessing and channeling the energy of their organizations as well as for 
containing their growing costs, managers began to cast about for ways to use the process 
to prioritize programs and reallocate funds to those priorities.  Attention quickly turned 
to the budget process as the vehicle for merging strategic planning with the indicators of 
demand provided by a competitive market.  The cutting edge in budget innovation over 
the past decade has been the attempt to transform local governments into entrepreneur-
ial enterprises (Figure 7–1); this effort has introduced competition into the process for 
setting spending priorities—an area where a competitive market does not exist.  At the 
same time, governments have added a community value perspective to budgeting: how 
do spending proposals achieve the strategic priorities of the city or county to the satis-
faction of customers? (Note the transition of residents from “citizens” to “customers of 
government services.”) Given the new information and management needs, some budget 
personnel are now finding their duties mingled with those of the chief executive’s office. 

Two different approaches to entrepreneurial budgeting have gained attention in 
the past few years: the balanced scorecard and budgeting for outcomes.  Although 
the two methods are very different, they both introduce a kind of competition into 
budgeting and management.

Balanced scorecard Robert Kaplan and David Norton, two Harvard management 
experts, developed the balanced scorecard as a tool for translating an organization’s 
mission into a series of action plans that link together financing, customer satisfaction, 
internal operations, and the learning and growth of employees.8

In a fully operational balanced scorecard approach, a local government begins by 
developing a mission statement that clearly articulates the organization’s purpose and 
values. Then it carefully assesses the expectations and needs of its customers (citizens and 
businesses, presumably) and develops a strategic plan (goals, objectives, and strategies), 
while the administrator prepares a budget that allocates funds to the strategic priori-
ties. In accordance with its mission and strategic plan, the local government leadership 
develops ten to fifteen key measures of success that the organization will pursue, and 
each department develops performance measures that show how it will contribute to 
the expected outcomes.

Since the balanced scorecard was designed for private business, customer satisfaction 
is a key indicator of success. To fully develop the scorecard concept, a local government 
must know how a change in performance—for example, the fire service reducing its 
average response time to top-priority fire alarms by ten seconds—will affect citizen 
satisfaction. The organization is expected to learn from its experiences and improve its 
internal processes in order to achieve its key measures of success. One local government 
that has implemented the balanced scorecard is Charlotte, North Carolina, and Fig-
ure 7–3 is an excerpt from the city’s balanced scorecard report for two of its corporate 
objectives.
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Budgeting for outcomes Budgeting for outcomes, also called priority-based 
budgeting,9 is a relatively recent adaptation of several previous budget reforms.  The 
goal is to provide better information that helps council members make better decisions, 
provide better procedures to increase the accountability of local governments to their 
citizens, and thereby increase the efficiency and effectiveness of government. Budgeting 
for outcomes relies on competition among city departments as well as with businesses 
and nonprofits outside government to bid on the provision of city services.

Budgeting for outcomes begins with the council articulating the community-wide 
outcomes, or priorities, that it wants to focus on in the coming year.10  The city council 
of Fort Collins, Colorado, for example, developed seven such outcomes to which all 
budget requests are anchored: improve economic health; improve environmental health; 
improve neighborhood quality; improve community safety; improve cultural, recreational, 
and educational opportunities; improve transportation; and create a high-performing 
entrepreneurial city government.11 

The next step involves determining the “price of city government.”  This is the 
percentage of personal income in the city that should go to pay for city services. In 

Appendix C- CRC-Balanced Scorecard Report
Reporting Period: July 1, 2010 to November 30, 2010 

Corporate Objective 
KBU Initiative  

(* indicates Focus Area 
Initiative)

Measure
Prior 
Year

Actual 

Lead
or

Lag 

Performance Data 
 Comments/Explanation 

(To be completed at mid-year and 
year-end reporting))

Target YTD Status $  

* in KBU initiative column indicates Focus Area initiative  

Se
rv

e 
th

e 
C

us
to

m
er

 

C1. Strengthen 
Neighborhoods 

Investigate housing 
discrimination 

Number of fair housing 
cases investigated. 

Percentage of new fair 
housing cases closed 

within 100 days 

48

52% 

Lag

Lead 

50

65% - 100 
days 

18

69% 

Prevent housing 
discrimination

Number of fair housing 
trainings

Number of persons 
educated on fair 

housing practices and 
protections

52

906

Lead 

Lag

50

800

19

249

R
un

 th
e 

B
us

in
es

s 

B1. Develop 
Collaborative Solutions 

Increase service 
capacity through 
leveraged city tax 

dollars 

Increase service 
capacity through 
leveraged city tax 

dollars 

Number of volunteer 
hours 

(CRC members and 
volunteer mediators) 

1697.5 Lag 2000 849

Number of dollars 
saved through 

volunteer’s service 
($20.85) 

34,374 Lag 35,000 
$17,701.65 

Amount of public  & 
private revenue 

secured 

221,291 Lead 200,000 
$

Total taxpayer dollars 
saved (CJS + 
Volunteers) 

208,974 Lag 210,000 
$100,101.65 

Figure 7–3 Excerpt from the balanced scorecard report of Charlotte, North Carolina

Source: City of Charlotte, North Carolina, “Balanced Scorecard,” charmeck.org/city/charlotte/CRC/Scorecard%20
Updates/11_2010_Nov.pdf.
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Fort Collins, the city collects about 5 percent of residents’ personal income in taxes and 
charges to support city operations.  The council tries to hold that percentage constant 
over time. Revenue projections for the biennium are prepared, and that revenue target 
becomes the spending limit for the budget period. The projected funding is then allo-
cated to the seven outcomes based on the council’s priorities. 

At this point in the process, city departments and, where relevant, businesses outside the 
city government prepare bids or requests for results (RFRs) to meet the council’s prior-
ities and deliver the targeted results. Most spending requests in a city’s budget have to be 
part of a bid offer, and each offer has to include quantifiable measures of the results to be 
delivered. Much like the decision packages in ZBB, RFRs form the city’s budget building 
blocks. Department and program managers are recast as “sellers” in this budget construct. 

Bidders compete with each other on the basis of their RFRs. They may also form 
partnerships with other units, inside or outside government, to prepare an RFR for 
a particular service need. If a bidder does not cost out its RFR accurately, it may not 
meet its performance requirements. The RFRs are then ranked by the budget office and 
manager, and the manager uses them to prepare a budget for submission to the council 
based on the revenue target established at the outset. Those proposals above the revenue 
target cutoff line receive funding; those below the line do not—a process analogous to 
ZBB’s ranking of decision packages.

Budgeting in the twenty-first century represents a rich blend of all these innovations. 
Especially at the local level, where budget format and process are substantially shaped 
by the chief executive’s management philosophy, the budget is likely to contain some 
combination of line items, performance measures, and even enhancement packages for 
new spending initiatives, and departments are likely to be given target funding levels at 
the outset of budget preparation.

Discovering budget linkages
Budgeting involves converting data and information on community needs and wishes 
into an action plan with resources. Economically, the budget process converts the factors 
of production—labor and capital (money, fixed assets, technology)—into goods and 
services. The process of preparing a budget is about discovering the linkages between 
budget inputs and outcomes. For example,

• Does an increase in police officers reduce crime and make our city safer?

• How will a reduction in park or recreational services affect the livability of our 
community?

• Does an increase in the number of code enforcement officers improve property values?

• Will a mosquito spraying program reduce the incidence of West Nile virus?

Divining the link between budget inputs and the impact on the community is the 
key budget problem that leaders at all levels of government must wrestle with as they 
sort out various spending requests.

Inputs, outputs, and outcomes
The “probable linkages” in a particular city, town, or county are determined by the 
community’s unique mix of economic, social, political, cultural, and historical events. 
For example, changes in spending for law enforcement have an impact on outcomes 
(response times, crime rates, recovery of stolen property rates), but that impact will be 
unique for every city or county.  Through the budget process, community leaders learn 
what works effectively in their communities and what does not.
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The budget process is not only about understanding the linkage between inputs 
and outcomes, but also about reducing unintended effects. Every budget decision has 
unintended consequences, and budget deliberations help community leaders ferret out a 
better, albeit still imperfect, understanding of both the intended and unintended conse-
quences of their choices. It is through this learning process and the conflict inherent in 
budget deliberations that budget data are converted into budget decisions.

The true cause-and-effect links between spending and outcomes—budget “truth”—
are never known with certainty.  As leaders, public administrators and elected officials 
make informed decisions about what will work. But they don’t really know; nor does 
anyone else. It is, as characterized by Charles Lindblom more than fifty years ago, man-
agement by “muddling through.”12 Good leaders continuously search for more data and 
better interpretations of those data. They intuitively know that the better the informa-
tion, the better the decisions that will follow. 

The role of the budget analyst
In this context, the budget process is the public sector’s commodity exchange, and 
budget analysts are its commodity brokers. But their brokerage skills entail providing 
an independent assessment of the linkage between proposed appropriations and antici-
pated results. Governments (and in many cases nonprofit boards) use the budget process 
to sort out their collective values, determine the quantity of services to produce, and 
set prices for those services. Rather than being traded in a few centralized commodity 
exchanges in the financial centers of  America, public-produced commodities are val-
ued, priced, and authorized in thousands of decentralized exchanges in cities, counties, 
special districts, and states across the nation. The cumulative impact of these annual or 
biennial budget processes determines the mix of services produced by government. 

As brokers, budget analysts and those responsible for overall budget preparation 
collect data, interpret it, and compile it into the budget document that becomes the 
focus of legislative deliberations. Unfortunately, the budget analyst works in a world 
of incomplete information. First, as noted above, the organizational locus of the budget 
office shapes the focus of subsequent deliberations.  A budget prepared by an accounting 
office will have a much different focus than one prepared by the strategic management 
division in the city manager’s office. Each locus has its preferences for the type of data 
collected, analyzed, and reported.

Second, while department heads grapple with converting budget inputs—labor and 
capital—into outputs, it is the budget office and ultimately the chief executive who 
must reconcile inputs and outputs with outcomes. The budget analyst must formulate 
answers using limited data and an imperfect knowledge of the causal linkages among 
inputs and outputs and the more critical inputs and outcomes. These are the relation-
ships that command the attention of legislators, the media, and community activists. Will 
a household hazardous-waste collection program reduce illicit dumping and encourage 
conservation? More fundamentally, will such a program significantly help protect the 
environment? Is the cost of such a program worth the benefits? And what will be the 
unintended consequences? A manager who is successful at helping the community dis-
cover its budget linkages will be more successful in his or her professional career.

Third, the analyst works in a world where discovering comparable standards of per-
formance has been difficult. Budgets report a manager’s best guess as to the optimal mix 
of labor and capital at a particular time. Because each community has a unique production 
function—the combination of inputs that gives rise to outputs—comparing performance 
across jurisdictions becomes problematic.  The spatial location of fire stations, building 
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density, and age of vehicles can readily explain why a fire department has a slower (or 
faster) response time than its neighbor across the river. Budget innovations are import-
ant if for no other reason than trying to acquire better data and subjecting it to more 
exhaustive analysis.

Budgeting is, in essence, social science inquiry.

Lessons for budgeting
Several implications for budget theory and practice emanate from this discussion:

• The quality of the data and information coming into the budget dialogue is critical 
to the successful discovery of a community’s budget linkages. The manager performs 
a pivotal role in authenticating information and providing budget participants with 
credible sources.

• The fewer the resources available to a community, the less room the community has 
for error in discovering budget linkages.

• Comparisons of performance across cities and counties are fraught with problems. 
The uniqueness of every community makes it improbable that the link between inputs 
and outputs or between inputs and outcomes will be the same for any two communi-
ties. The most defensible comparison is historical trends within a city or county.

• The search for the linkage among inputs, outputs, and outcomes is iterative and 
unending.  As communities age, the relationships among the three factors also change. 
Budgets reflect a community leadership’s best guess as to what those relationships are 
at a particular point in time.

• While businesses can measure with some degree of accuracy their production func-
tion (the relationship between labor and capital and their profitability), the complex 
interaction among public services suggests that local governments face a greater 
challenge when measuring their performance. 

The budget office
For the most part, budget offices provide accurate, timely, and comprehensive budget 
analyses. Where those analyses fail to accurately or fully anticipate the costs, benefits, or 
collateral effects of a proposal, it is usually because of poor or incomplete data, insuffi-
cient time, a lack of expertise, or a lack of knowledge about the causal linkages among 
the inputs, expected outputs, and the desired outcomes. In those relatively rare instances 
where the failure is the result of human error, the cause is often traceable to under-
staffing or to insufficient training and investment in technical support for analysts.  And, 
of course, political spinning may alter budget estimates or at least foster a tendency to 
cherry-pick those estimates that most closely align with an advocate’s political agenda, 
creating the potential for good analyses to be misrepresented.

Budget accuracy also suffers because of the unpredictability of economic cycles. 
Accurately forecasting the turning points of a recession, not to mention the recession’s 
depth or length, is nearly impossible. Forecasting the yields for the more elastic revenue 
sources—income and consumption taxes—is particularly problematic for analysts.  And 
each local and state economy reacts differently to economic cycles.

Seeking truth in budgeting

In the 1960s, the Advisory Commission on Intergovernmental Relations promoted a 
reform dubbed “truth-in-taxation,” which was designed to make the property tax more 



164 Budget Choices: Principles to Guide the Manager

transparent and accountable to taxpayers.  Although imperfect, the idea behind truth-in- 
taxation was laudable, and the policy is used today in various forms by thirteen states. It 
may now be time for governments to embrace truth in budgeting: an organizational 
culture that ensures that the budget office is a dependable and credible source of analyses.

What measures can managers take to pursue an organizational culture that promotes 
truth in budgeting? First, the budget office must be protected from political influence. While 
it is naïve to expect complete insulation, there must be a clear boundary around the budget 
office to ensure that its analyses are completed independent of any political agenda. Man-

Budget lessons from recessions
Financial crises, such as the Great Reces-
sion of 2007–09, drive home the lesson 
that recessions have widely varying effects 
on state and local budgets. The collateral 
damage of a recession, like that of an 
earthquake, reverberates long after the 
initial shock wave. And aftershocks con-
tinue for many months thereafter, striking 
unsuspecting communities and states. 
Our lack of knowledge about budget 
causality makes it nearly impossible to 
gauge with precision the impact of a re-
cession on any one government’s budget. 
But local governments do control their 
budget processes, and they can adopt 
recession-resistant policies that mitigate 
the financial impact of recessions.

The 2007–09 recession exposed the 
disconnect between the political forces 
calling for more and better government 
services and the political will to finance 
those services over the long term. Budget 
analysts provide the key to reconciling 
these two opposing forces by bringing 
truth to budgeting estimates. What are 
the long-term costs of the proposed new 
program or service? Will the long-term 
revenue base provide sufficient resources 
to meet this new commitment? Do the 
benefits of the new service outweigh 
the costs? Truth in budgeting means 
providing public officials and citizens with 
the full budgetary impact of a proposal 
and the revenue requirements needed 
to support it over the long term. It means 
accurately assessing the impact of the 
proposal on the current operating and 
capital budgets and knowing up front 
what revenues will be needed to support 
the initiative in prosperous as well as less 
prosperous times.

Because recessions make state and 
federal aid highly vulnerable to reduc-
tion or elimination, they expose the peril 
of depending on that aid to balance 
local budgets. Those local governments 
most dependent on state and federal 
aid are also the most vulnerable to its 
elimination. State revenue structures are 
not capable of financing both state and 
local operations. 

Recessions reveal that delaying 
difficult budget decisions only narrows 
the options available in subsequent 
years and elevates the magnitude of 
the adjustments needed to bring about 
budgetary balance. In the absence of 
credible analyses and a commitment to 
truth in budgeting, it becomes politi-
cally expedient to defer making difficult 
spending and taxing decisions and leave 
them to the next administration. The 
2007–09 recession shortened the time 
line and elevated the urgency to resolve 
political impasses involving past budget 
decisions on issues such as federal and 
state entitlements, unfunded pension li-
abilities, and programs that have fulfilled 
their mission.

Democracies depend on making 
quality information available to citizens. 
The key to better financial decision 
making is better analyses up front of the 
short- and long-term budgetary effects 
of new or expanded initiatives. It means 
investing in analysts who can provide rig-
orous analyses of the budgetary effects 
of proposals and promoting an organi-
zational culture that advocates for truth 
in budgeting. It means pursuing budget 
policies and procedures that make local 
budgets more recession resistant.
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agers will likely be uneasy about giving the budget office too much independence because 
of its central role in managing operations. One possibility is to create a quasi-independent 
research unit made up of analysts drawn from inside and outside the organization. 

Second, progress has been made in evaluating and rating budget information and 
documentation.  A next step may be to evaluate the quality of work performed by bud-
get offices, particularly their analyses of policy and administrative issues. Just as criteria 
have been developed to evaluate budget documentation, criteria would be needed to 
guide external evaluators of budget analyses. 

The key to good budgeting is recruiting good people and providing them with the 
technology to support their work. Qualified analysts bring an array of analytical and 
intuitive skills to their tasks, and they must have access to the data and the methodolo-
gies needed to accomplish those tasks.

Finally, every local economy is unique, and the mix of revenues and expenditures 
responds differently to economic cycles. With experience, the budget office accrues 
institutional expertise in understanding the interaction among the economic factors that 
influence its budget and is better able to predict how its budget will respond to eco-
nomic cycles. That experience must be nurtured and rewarded if the organization is to 
achieve a reputation for accurate and thorough analyses.

Organizing the budget office

When budgeting first became an accepted financial management tool of government 
in the late nineteenth century, it typically entailed a clerk in the accounting department 
who was responsible for preparing a list of expenditures by department; this list was pre-
sented directly to the legislature for review and approval. Budget preparation involved 
tabulating requests and required only a few weeks of attention.  As has been described, 
however, the role of budgeting has since expanded, and responsibility for it has shifted 
from a subunit in accounting and finance to, in some cases, an independent executive- 
level agency with a budget director reporting to the chief executive.  At the same time, 
the focus of the budget process has expanded as well—from controlling spending (e.g., 
by means of a line-item budget) to implementing the strategic plan.

Location, values, and functions The most fundamental issue for the manager is the 
organizational placement of the budget function. Once again, locus shapes focus, and 
the budget office’s locus has undergone considerable transformation over the past cen-
tury. Figure 7–4 shows the different organizational placements commonly used by local 
governments today; each has its merits and advocates.

A budget office located in an accounting or finance department focuses on financial 
controls, reporting, and line-item expenditures; its core values are controlled spending 
and financial accountability for the use of funds. In smaller local governments, budget-
ing responsibility may be assigned to an accountant who, for most of the year, records 
and reconciles transactions, and for the rest of the time prepares the budget, including a 
revenue forecast.

An alternative model, more often found in mid-sized cities and counties, places the 
budget office in an administrative services department that brings together a number of 
other support services, such as purchasing, risk management, tax administration, finance, 
and information technology. In this organizational scenario, the budget office is a unit 
on a par with finance, internal auditing, and other finance-related activities. The core 
value is now productivity improvement: budgeting is seen as an opportunity to improve 
management performance by optimizing outputs relative to inputs.
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A variation on the administrative services model is the independent budget depart-
ment, whose head reports to the city or county manager or assistant manager.  As an 
independent unit, the budget office has the most latitude to shape its agenda and can 
add responsiveness to community priorities as a core value along with productivity 
improvement. Its budget analysts assume a wider range of duties: measuring and mon-
itoring program performance, assessing citizen preferences and satisfaction with public 
services, determining community needs and their relative priority, and finding ways to 
better link program and agency goals to addressing those needs.

Some governments opt to locate the budget office in the chief executive’s office. (A 
quick way to assess a chief executive’s priorities is to examine an organizational chart to 
see what activities report directly to the city or county manager.) In this setup, it is quite 
common to find the budget office’s focus on big-picture issues of strategic planning, 
mission, and vision. Budget analysts may be more directly involved in policy analysis, 
particularly in those areas that hold political importance for the governing board. Not 
surprisingly, the budget function in this environment will have a more political focus 
than it would in a unit located further down in the organization.

In a few rare cases, primary responsibility for budget preparation lies with an elected 
council or board rather than with the manager; in such cases, a comptroller may assist in 
preparing the proposed budget.  A few governments, most notably at the state level, rely 
on a legislature-initiated rather than an executive-initiated budget proposal and have a 
separate legislative budget office with its own analysts.13  Where dual budget offices exist—
one that assists the executive and the other, the legislature—they usually work closely 
with each other, at least through the budget preparation phase. However, the norm in the 
United States is for a single budget office that is located in the executive branch.
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Figure 7–4 Impact of budget location on core values and focus
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The focus of the budget office depends not only on the location of the office but 
also, to some extent, on the size of its staff.  Where the budget office consists of just 
one person, it usually does not carry out any functions other than budgeting—not 
even finance functions, such as accounting, treasury, purchasing, or internal auditing. 
If it employs several analysts, it may include some program and performance evalua-
tion functions. In larger governments, the budget office typically employs a larger staff, 
many of whom hold graduate degrees in public administration. Each staff member 
may specialize in a particular area of the budgeting process—for example, long-term 
financial forecasting, revenue estimation, grants administration, or capital planning and 
budgeting. 

Larger governments also have budget analysts to help provide objective assessments of 
departmental performance and capabilities; these analysts advise departments on policy 
issues, review their requests for the next budget period, and help them tighten their 
spending requests.  A particular budget analyst may be responsible for several depart-
ments. In larger governments, the departments will also have their own budget special-
ists, who represent the department head on budget matters and who interact closely 
with their assigned analyst in the budget office.

Principal duties Regardless of its location or size, the budget office has traditionally 
collected spending requests from departments and, with the advice of the chief execu-
tive, trimmed those requests to meet expected revenue levels. Even though the focus of 
the budget office has expanded over the years, its main duties remain constant: estimat-
ing revenues, preparing a budget calendar, reviewing and compiling budget requests into 
a proposal, ensuring that total requests do not exceed estimated revenues, monitoring 
compliance with the budget during implementation, and periodically preparing a status 
report comparing actual revenues and expenditures with what was budgeted.

In carrying out these duties, the budget office typically assumes a number of roles: 
it educates participants about the budget process, adjudicates among participants both 
within and outside government, manages data processing, promotes accuracy and integ-
rity in budget requests, provides information to budget participants, and reports on how 
well the approved budget plan is being followed.

When the primary function of the budget office is monitoring departmental budget 
requests, conflict between it and the various departments is inevitable: departments 
advocate for more resources, but as guardian of the treasury, the budget office scans 
budget requests for waste and excess. In the past, the budget office’s denial of requests 
prompted department heads to devise strategies—padding the budget, making partial- 
year requests, seeking a state mandate or regulatory requirement—in order to outma-
neuver the budget office and ensure that their departments got the resources needed 
to meet the expectations of the community, its elected representatives, and the chief 
executive. This budget gamesmanship created an adversarial relationship between budget 
analysts and department heads.

To reduce this conflict, administrators introduced TBB and variations of ZBB to let 
department heads know up front the boundaries of their budget requests.  At the begin-
ning of the budget cycle, the budget office gives each department a target that its pro-
posed budget cannot exceed. New initiatives that exceed the target may be proposed as 
separate requests for the budget office to consider on a case-by-case basis. TBB enables 
the budget office to limit total budget requests to expected revenue levels while giving 
department heads an opportunity to make a case for extraordinary needs.

The budget office of the twenty-first century seeks a collaborative relationship with 
departments that promotes and models good management throughout the organization.  
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A clearer division of labor has lessened antagonism, and the budget office provides tech-
nical expertise to departments on such matters as strategic planning, developing perfor-
mance measures, analyzing policy choices, and even identifying entrepreneurial options 
for raising needed revenue.

The budget cycle 
The system of checks and balances between the executive and legislative branches of 
government that has emerged in most Western democracies is evident in the four phases 
of the budget process (Figure 7–5). The seesaw relationship begins with the executive 
proposing expenditures and the legislative branch then empowering the executive to 
enter into financial commitments; it culminates with the council verifying the execu-
tive’s compliance with its wishes. The four-phased cycle—characterized by the acronym 
PLEA—is nearly universal among state and local governments regardless of size or the 
organizational location of the budget function:

1. Preparation. A proposed spending and operational plan for the coming budget period 
is drafted, usually under the guidance of the manager or elected chief executive.

2. Legislative approval. The council or governing board approves the spending plan 
through an appropriation act.

3. Executive implementation. The executive branch implements the approved spend-
ing plan by approving contracts, purchase orders, and other agreements that legally 
commit the government to the disbursement of funds once goods and services are 
delivered.

4. Accounting and auditing. All transactions, both expenditures and revenues, are tracked, 
tallied continually, and summarized into financial reports.  At the end of the fiscal 
year, a CAFR of all city activities is prepared and audited for accuracy.

The next three chapters discuss the elements of these four phases in detail; prepa-
ration and legislative approval, which occur in tandem, are topic of discussion in the 
Chapter 8. Chapter 9 then turns to the third phase of the budget cycle, executive imple-
mentation, and Chapter 10 examines the final phase, accounting and auditing. 

Phase Product Key participants Time frame

Preparation Executive's proposed 
budget

Budget director; chief 
executive, department 
heads

3 to 6 months before  
FY begins

Legislative adoption Appropriation act Council; governing board 2 to 3 months before  
FY begins

Executive 
implementation

Encumbrance and 
disbursement of funds

Department heads; 
budget office

The fiscal year (12 
months)

Accounting and 
auditing

Comprehensive annual 
financial report

Accounting office; 
comptroller

Fiscal year plus 3 to 6 
months after year ends 
to complete audit

Figure 7–5 Phases of the budget cycle 
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Conclusion
Elected leaders, often those newly elected to public office, incur considerable frustra-
tion as they try to remake governmental budgeting to look more like the processes and 
methods used by businesses. In a representative democracy, governmental budgeting 
performs the essential social functions of building consensus among citizens on what 
services government should provide and at what level of effort; formulating compromises 
among powerful interest groups; and reconciling the public will with what leaders in 
the budget process perceive as the long-term public interest.

Since 1906, when New York City’s Bureau of Municipal Research required all city 
agencies to use a budget, innovations have changed both the focus and locus of budget-
ing. Line-item budgeting remains the focus of municipal budgeting, and the accounting 
unit remains the primary locus of budget decisions. However, as the focus of the budget 
has expanded to include performance measures, policy analysis, and even entrepreneur-
ial approaches, the budget has increasingly become the responsibility of an independent 
department that reports directly to the manager, or of a unit in the manager’s office that 
brings together strategic planning and performance monitoring.

One of the most important decisions that a manager can make is the placement of 
the budget function within the organization. That decision shapes the core values that 
will guide the unit as well as the way in which the unit defines and carries out its duties. 
The budget function has become the locus of arbitration between the government and 
those it serves.

The budget cycle consists of four distinct phases that involve an interplay of checks 
and balances between the executive and legislative branches: preparation, legislative 
approval, executive implementation, and accounting and auditing. The next three chap-
ters examine these phases in greater detail.
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1. In what ways does budgeting in the public sector differ from budgeting in business? Discuss 
the implications of these differences for the argument that “government can’t be run like a 
business.”

2.  This chapter has discussed the search for budget linkages—an understanding of the relationship 
among inputs, outputs, and outcomes. Using the evolution of budget innovations, discuss the 
linkages that each of the following innovations seeks to understand. The first one is done as an 
example.
 a. Line-item budget: Links proposed with actual spending; enables comparisons of relative bud- 

 get shares over time by departments and programs.
 b.  Zero-base budget
  c.  Target-base budget
 d.  Performance budget
 e.  Program budget
 f.  Balanced scorecard
 g.  Budgeting for outcomes

3. Discuss how you would organize the budget process (both operating and capital) if you were 
chief executive of a public or nonprofit organization. Include in your discussion how you would 
(1) organize the budget office, (2) involve the public (or stakeholders) in budget deliberations,   
(3) integrate performance measures into budget deliberations, and (4) involve your governing 
board in the budget process—and when. Be specific. 

4. Budget processes reflect the political values of their times. The current emphasis on 
entrepreneurial budgeting—budgeting for outcomes, balanced scorecard—epitomizes that 
relationship. In an essay, discuss
 a. The current political values that are shaping the budget process
 b. The pros and cons of using an entrepreneurial approach to budget decision making
 c. The effect, if any, on budget decisions that can be expected from entrepreneurial budgeting.

5. No other aspect of public management has been the target of reform more than the budget 
process. Discuss the historical progression of innovations in the budget process. How have these 
developments been shaped by changes in the broader thinking about public administration? 
While many budgeting practices have changed over the past century, actual practices in 
budgeting have remained remarkably stable. Explain why this is the case.

REVIEW QUESTIONS
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There is always something to upset the most careful of 
human calculations.

– Ihara Saikaku, Japanese poet

The budget cycle: 
Preparation and 
legislative approval

8

The top priority in the preparation and legislative approval phases of the budget 
cycle is to create a process that produces information and, ultimately, decisions 

that reflect the priorities of elected representatives while also advancing the long-term 
interests of the community. Close behind this priority is the need to ensure that budget 
deliberations proceed constructively, efficiently, and prudently.  As noted in the previous 
chapter, part of the challenge is ensuring that the budget staff has adequate information 
with which to evaluate options objectively and provide a credible assessment of the link 
between budgetary inputs and the most likely outputs and outcomes. The key to good 
budgeting is making certain that the process provides a forum for vetting responsible 
ideas and building consensus on the best course of action.

This chapter covers in depth the first two phases of the budget cycle: budget prepara-
tion and legislative approval. Because conflict is endemic to budget deliberations, partic-
ularly during these first two phases, this chapter also examines the sources of conflict and 
the importance of well-crafted budget policies in helping managers deal with conflict.

Preparation phase
Budget preparation begins well before the start of the new fiscal year. For example, if 
the fiscal year begins on October 1, larger governments begin preparing the proposed 
budget as early as the preceding January; smaller ones, in early summer. State law or local 
charter may specify the time frame, but the timing for launching budget preparation is 
more commonly dictated by historical precedent.
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The preparation of a budget requires these critical tasks, most of which originate 
with the budget office:

• Publish a calendar identifying deadlines for tasks and the individuals responsible for 
meeting those deadlines.

• Prepare and update revenue projections.

• Develop budget instructions and targets if applicable.

• Design and revise a budget manual with instructions and forms.

• Update web-based templates and macros for departments to use when submitting 
budget requests online.

• Review departmental requests for accuracy and consistency with guidelines.

• Conduct budget hearings first with analysts and then with the executive team.

• Prepare the final executive budget request, and make it available on the website.

Budget calendar

Although budget preparation is never popular with department heads because it takes 
them away from running their departments, the budget calendar provides a roadmap to 
the preparation and adoption of the budget for the next fiscal year. It establishes dead-
lines for key activities in the process and names those responsible for completing the 
tasks. 

Departments commonly make their initial requests for funding, especially requests 
that exceed their target base, to a team of budget analysts and the budget director in an 
informal meeting.  The budget calendar specifies the date and time for making these 
requests; due dates are typically staggered to create a more uniform workload for budget 
personnel during this peak period and to give departments with more complex budgets 
a longer time to compile their requests.  The budget office may respond with a set of 
questions that require further research and analysis by the department.

The next step may be more formal hearings before the city or county manager 
and a team of senior executives. Usually the budget director will join these hearings, 
and the department will be expected to address the questions that were raised in the 
earlier meeting. The formal hearings provide a forum for resolving any lingering con-
flicts between the recommendations of the budget office and a department’s spending 
requests. They are included in the budget calendar to give participants sufficient notice 
to clear their schedules and prepare for them.

Revenue projections

Without exception, revenue forecasting is the most important task in budget prepara-
tion. Because, as discussed in the accompanying sidebar, most state and local govern-
ments have some type of balanced budget requirement, available revenues determine the 
level of spending for the fiscal year or biennium.

The beginning point in budget deliberations is the available revenues for the coming 
year. If revenues have dropped, the governing board, with the manager’s advice, must 
immediately look for ways to reduce spending levels. If revenues have risen, the board 
typically looks for ways to approve tax cuts while also accommodating modest spend-
ing increases. State and local governments sometimes have no choice but to seek new 
revenues, such as a tax or fee increase, or to try to shift the cost of services to another 
government or to consumers—for example, through higher tuition for a state or local 
university.  Tax revenues can be increased by broadening the tax base or increasing tax 
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Defining budget balance
The issue of a balanced budget—one 
in which current revenues cover current 
expenditures—has been at the fore of 
public debate for several decades as a 
result of the continuing deficits incurred 
by the federal government. Those 
annual budget deficits must be funded 
somehow, and the federal government 
chooses to fund them with debt—that 
is, by borrowing through the issuance 
of Treasury bills, notes, and bonds. (The 
Bureau of the Public Debt’s website, 
publicdebt.treas.gov, contains details on 
the amount of debt and who owns it.) 
Local governments, however, are usually 
required to adopt a balanced budget. 
There have been numerous calls for an 
amendment to the U.S. Constitution 
requiring the same discipline from the 
president and Congress.

There are several points in the life of 
a budget where it can be balanced (see 
figure below). But a balanced budget is 
elusive. For example, the manager may 
be required to propose a balanced bud-
get, but the council may have the lati-
tude to approve an unbalanced one. Or 
state or local law may require that both 
the proposed and approved budgets 
balance but allow deficits at year-end to 
be carried over to the next year. (Coun-
cils typically amend the budget during 

the fiscal year and approve supplemental 
appropriations, but a local government 
may still conclude the fiscal year with a 
deficit.) The most stringent balanced bud-
get condition specifies that the budget 
must be in balance when it is proposed, 
when it is adopted, and at year-end.

Because there are no uniform and en-
forceable standards for budgets as there 
are for financial reports, budgets are 
much more amenable to manipulation.1 
Local governments facing a budget 
crisis may resort to financial sleight of 
hand to temporarily achieve budget-
ary balance: they may approve overly 
optimistic revenue forecasts, shift the last 
payday of the fiscal year to the next fiscal 
year (thus saving one pay period in the 
current budget), accelerate the due date 
on taxes, defer payments for pensions or 
other obligations, book the sale of assets 
as revenue before the sale actually oc-
curs, defer maintenance expenditures, or 
borrow against a future revenue source.2 
These actions may temporarily balance 
the budget. However, budget shenan-
igans have consequences. Unless the 
local government changes its budget 
practices, the imbalance will return with 
a vengeance, leaving local leaders with 
fewer options and increasingly more 
costly remedies.

Preparation phase Legislative phase
Executive 
implementation

Accounting and 
auditing 

1.  Chief executive 
must submit 
a balanced 
budget.

2.  Budget 
approved by 
council must be 
balanced.

3.  Budget signed 
by elected 
chief executive, 
after any 
vetoes, must 
be balanced.

4.  Budget 
amendments 
and 
supplemental 
appropriations 
must include 
offsetting 
revenue 
sources.

5.  Fiscal year 
must end with 
a balanced 
budget.

1  Yilin Hou and Daniel L. Smith, “A Framework for Understanding State Balanced Budget 
Requirement Systems: Reexamining Distinctive Features and an Operational Definition,” 
Public Budgeting & Finance 26 (Fall 2006): 22–45.

2  Karl Nollenberger, Evaluating Financial Condition, A Handbook for Local Government 
(Washington, D.C.: ICMA, 2003), 149–152.
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rates. Occasionally governments will reduce or remove a tax break—perhaps by reducing 
a homestead exemption on the property tax or by eliminating a tax exemption.

Well before the budget preparation is officially under way, the budget office begins 
compiling estimates of yields from the major sources of revenue (property and sales 
taxes for most cities and counties). These estimates are regularly updated throughout the 
budget preparation and legislative approval phases and into executive implementation. 
The budget office also solicits estimates of expected yields from departments that collect 
revenue—for example, investment income (from the treasurer), park and recreation fees, 
library fines, airport fees, municipal court fines, utility charges (water, wastewater, storm 
drainage, electric, and in some cities natural gas). 

For some revenue, a range of forecasts may be appropriate.  The amount of rainfall 
anticipated in the coming year, for example, affects the forecast for water use.  Thus the 
water department may prepare three scenarios for revenue yields: one for above-average 
rainfall, another for below-average rainfall, and a third for an average year.  This gives 
budget planners a better idea of the sensitivity of revenue yields to changes in external 
conditions. 

Revenue forecasting involves a variety of measures, which are described in the 
accompanying sidebar. Some measures, such as econometric modeling, involve sophis-
ticated statistical methodologies; others, such as informed judgment, are more intuitive. 
Typically the budget office will use two or more techniques in combination to estimate 
the major revenue sources. Sales (and income) taxes pose the greatest challenge to 
revenue forecasters because of the difficulty of predicting changes in the local economy, 
especially downturns.

While the budget office has administrative responsibility for preparing and updating 
revenue projections, these projections can become political issues, especially if revenues 
are falling. Should that be the case, the safest approach for the budget office is to keep 
revenue projections conservative—that is, somewhat below what it actually anticipates 
receiving. On the other hand, sometimes the city or county administrator and council 
prefer more optimistic revenue forecasts—projections that assume more favorable eco-
nomic conditions—because an optimistic revenue forecast makes it easier for them to 
balance the budget. 

The chief executive plays a key role in bringing integrity to revenue forecasts and 
discouraging their manipulation, which can become counterproductive. In the long 
term, the manager’s most prudent course is to insist on accuracy in all revenue forecasts 
and to stand firm against their manipulation, whether it is done to protect the budget 
office or to promote the council’s agenda. In revenue forecasting, your sins find you out, 
and they do have a cost.

Budget preparation instructions and manual

To help departments develop their budget requests, the budget office, in consultation 
with the top management team, develops detailed guidelines for preparing requests. 
These guidelines present general information on the budget environment: the expected 
changes in demand for services, trends in the major revenue sources, unemployment 
trends, major projects affecting the operating (or capital) budget, and any shift in em-
phasis on community-wide goals.  They also include instructions on preparing a base 
budget request, supplemental (or enhancement) requests, revenue estimates for depart-
ments with revenue-generating activities, and performance indicators and other program 
measures, as well as instructions on entering budget data into an online database. In 
addition, they provide contact information for specific types of questions.



Revenue forecasting techniques
Local government expenditures are revenue driven–
that is, the total amount of available revenue frames 
budget deliberations throughout the preparation and 
legislation phases. For this reason, estimating the 
amount of revenue available for the budget year is 
one of the first steps in budget preparation. Typically, 
a revenue forecast is prepared for each major revenue 
source, such as the property or sales tax and each 
utility service. For smaller revenue sources, such as 
license or recreation fees, a forecast is prepared for 
the combined totals, often based on historical trends.

Because local governments collect revenue from 
dozens, even hundreds, of sources, they often prepare 
a revenue manual that provides detailed information 
on each source: its legal basis, collection and rate his-
tory for the past five years, principal payers, and the 
entity in local government responsible for collection 
and enforcement.

The methods used to project revenues can be 
classified into four generic types: informed judgment 
(professional guess); deterministic, or formula-based, 
projections; time series, or trend, analysis; and econo-
metric, or causal, modeling. Most budget offices use 
several methodologies in combination, depending on 
the type of revenue source.

Informed (professional) judgment comes with 
experience and careful observation and is essential 
to preparing defensible estimates regardless of what 
other methodology is used. Even the most elaborate 
statistical projections require the discerning eye of an 
experienced budget director. Budget directors and 
local government managers who have been caught 
short in the past learn to watch for changes in the local 
economy or in state and federal laws that could affect 
revenue yields. In addition, a panel of local experts and 
business leaders can be recruited to assess the busi-
ness environment for the coming budget period and 
predict its likely effect on local employment and capital 
investment decisions. The budget office may recon-
vene the panel periodically during the year to update 
projections for the current and future fiscal years. For 
certain types of revenue, such as from the sale of elec-
tric power or water, a local government may tap the 
expertise of a consultant whose experience provides a 
better basis for making an informed judgment of the 
expected revenue for the budget period.

Deterministic (formula-based) revenue projection 
relies on a simple mathematical formula to provide 
an estimate of expected revenue. The property tax, 
which is usually the most important source of general 
revenue for local governments, is calculated on a for-
mula basis (total assessed value x tax rate = tax yield). 
The assessed value represents the taxable value of all 
property—both real and personal—in the taxing juris-
diction. Typically, the property tax rate is set concurrent 
with the council’s adoption of the budget at a level that 
will generate sufficient tax revenue (yield) to balance 
the operating budget. Sometimes collection rates fall 
or estimates of assessed valuation are off because of 

delinquencies or bankruptcies, in which case the fore-
cast must be adjusted.

Utility charges are also forecast using the determin-
istic method (volume of consumption x rates = revenue 
yield), although forecasting the volume of consump-
tion, such as the demand for water or electric power, 
requires more sophisticated forecasting methods.

Time series (trend) analysis involves looking for 
trends from prior years’ data. It provides a useful and 
accurate estimate for some revenue sources, especially 
those that are less elastic with respect to economic 
growth–that is, those for which yield does not change 
much whether the economy is growing or shrinking. 
For example, license fees and certain excise taxes, 
such as those on cigarettes and alcoholic beverages, 
are relatively stable; thus, because they may depend 
roughly on population size, a simple trend analysis 
provides reliable estimates.

For revenue sources that produce more volatile 
yields but that grow at a reasonably constant rate, a 
common approach is to average several recent years 
together to project the next year’s yield. By taking the 
average of recent years, the budget forecaster smooths 
out the peaks and troughs and thereby reduces the 
chance of over- or underestimating revenue yields.

Econometric (causal) modeling is a more sophis-
ticated statistical method that can help anticipate 
turning points in the local or state economy, some-
thing that time series methods cannot do. Econo-
metric models assume that the yield from a particular 
revenue source is affected by a number of underlying 
determinants, such as per capita income, inflation, 
and population change. Econometric modeling does 
not work perfectly, but a statistical model can be 
helpful in showing how the local economy and the tax 
revenues that come from that economy respond in 
comparison to a state or regional economy.

The larger and more complicated the economy of a 
state or local government and the more complicated its 
revenue sources, the more useful econometric models 
become. The Texas state comptroller, who is consti-
tutionally charged with preparing revenue estimates 
for the state’s biennial budget, has developed a 
highly sophisticated series of simultaneous equations 
whereby one model’s prediction becomes a predictor 
for another. The comptroller’s forecasts have proven 
remarkably accurate, strengthening their credibility and 
influence in the budget preparation process. Modeling 
can be done at many levels of sophistication, from the 
simplest correlations to complex multistage models.

In practice, budget forecasters use a variety of 
techniques concurrently. They combine their expertise 
and professional judgment with simple or more complex 
trend analysis. Striving for accuracy, they have a strong 
incentive to keep their forecasts conservative. It is far bet-
ter politically to bring good news midyear of additional 
revenues coming into the treasury than to have to report 
that revenues were overestimated and that emergency 
budget actions will be needed to reduce spending.
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Along with the budget guidelines, departments receive their target allocation for the 
budget period and a reestimate of their current year’s level of expenditures and revenues. 
This midyear reestimate reflects changes in the local economy that may alter the budget 
conditions not only for the current year but also for the coming one. 

The budget calendar and budget guidelines, as well as forms to be used, are compiled 
into a document called the budget manual. For department heads and their staffs, 
the manual provides information needed to prepare and justify budget requests. Budget 
manuals vary widely in their content and level of detail. Smaller local governments rely 
on minimal documentation—the basic forms and instructions needed for submitting 
requests and a narrative from departments explaining any deviations from their historical 
budget base. Larger governments require more detailed documentation.

Budget offices tend to ask for more information than they need because, in the 
uncertain environment in which budget decisions are made, data and information are 
key to the quality of decisions. But at some point, additional information has dimin-
ishing value to decision making, and its cost is borne by the departments, which have a 
limited amount of staff time to devote to budget preparation.  An open dialogue among 
the budget office, department heads, and the chief executive office reduces the risk that 
the budget office will ask for obsolete or redundant information. 

The flip side of the coin is the tendency for budget offices to shower departments 
with endless reams of data, making it difficult for those responsible for preparing 
budgets to know what is essential to the process.  Again, the information distributed to 
departments must be clearly linked to the documentation that departments must submit.

A new department head unfamiliar with the jurisdiction’s budget procedures must 
invest considerable time learning the mechanics of budget preparation. While some 
elements of the process are fairly common across governments, enough variation exists, 
especially in data entry and processing, to require significant time and energy from 
someone learning a new system. Similarly, when a new city or county administrator 
introduces major changes in the process and documentation, department leaders must 
spend time learning the new material. Ultimately, the department head skilled in data 
analysis and written communications will have a competitive edge.

Department budget requests

Once the budget manual is prepared, the budget office typically begins the preparation 
process with a kickoff event, a somewhat celebratory occasion that brings together 
department heads, budget analysts, and top management. Participants are briefed on the 
budget calendar, guidelines, and budget manual; they may also be briefed on targets, 
either for each spending category in the department’s budget or for the department’s 
budget request overall. In larger governments, budget analysts are introduced and their 
departmental assignments announced if different from past years; the number of de-
partments that an analyst serves will vary, depending on the size and complexity of the 
departmental budget. 

The kickoff event may be followed by a training session that lasts anywhere from 
part of a day to two or three days, depending on the extent of changes in the budget 
process. For example, if a new information management system is being introduced, the 
training may extend for several days as users become familiar with its features. With new 
executive leadership often comes new approaches to budget deliberations; these may 
have catchy titles, such as the “balanced scorecard” approach or “responsibility-centered 
management” or “budgeting for outcomes.”  Wholesale changes in the documentation 
required from departments and the criteria used to evaluate departmental proposals will 
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require extensive retooling of the administrative staff, whose task will be to collect and 
analyze the data and prepare the documentation needed for budget deliberations.

As departments begin to prepare their requests, a number of concerns will surface, 
some of which may require consultation with the departments’ assigned budget ana-
lysts. For example, given the trend toward a more expansive role for budgeting, budget 
analysts and department administrators must collect and analyze a wider array of data, 
including performance measures, citizen attitudes, consumer satisfaction levels, and 
outcome measures. If the government uses a unified budget, departments must prepare 
capital spending requests alongside operating requests. Further complicating the pro-
cess are spending requests that are funded from federal or state grants and that typically 
require separate documentation, justification, and hearings. Departments inevitably have 
questions about collecting and reporting all these types of information.

Departmental budget requests must also include information on salary savings—the 
savings in unpaid salaries that result whenever positions remain unfilled for part of a year 
because of personnel changes. Some governments estimate salary savings for each depart-
ment using historical data and exclude that portion of the salary expenditures from their 
budget base for the coming year. Others record salary savings only as they occur during 
the fiscal year and allocate them to a separate account that can be used to fund supple-
mental requests or to supplement salary offers where the budgeted salary is below market 
rates.  And still other governments allow departments to keep salary savings, placing limits 
on how they may be used—for example, to fund a temporary position for an MPA intern.

Another issue involves the use of unused budget authority. In most cases, budget 
authority lapses at the end of the fiscal year, creating an incentive for year-end spending. 
City councils consider money carried over as evidence of budget padding and generally 
reduce the department’s budget for the next year, especially if funding is tight.

As department heads agonize over their budget proposals, they will carefully scruti-
nize the numbers and justification, looking for ways to link each spending initiative to 
a strategic goal or priority articulated by the council. In some cases, union agreements 
require the addition of personnel or equipment. In most cases, however, department 
heads must defend each new spending initiative as well as their current levels of spend-
ing. Generally, they must also supply performance measures as part of the justification 
for spending requests.

Departmental requests vary widely in form and content.  The submission require-
ments for the City of Plano, Texas, however, are representative of the documentation 
usually submitted at the end of the preparation phase: 

• A transmittal letter to the city manager

• A report on forecasted expenditures for the cost center

• A report on forecasted revenues by cost center (if applicable)

• Budget detail sheets (information on base budget, detailed expenditures)

• Decision packages

• Priority list of supplemental decision packages

• A program-of-services form, covering mission, goals, accomplishments, significant 
budget changes, performance measures, and more detailed information on full-time 
equivalent (FTE) positions1

As the budget progresses through the winnowing forks of the legislative approval 
process, department heads may be called upon to provide additional data or an explana-
tion of requests. However, most of the data collection and reporting is now complete.
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Assembling the executive budget

To smooth the workload for budget analysts, mid-size and larger governments stagger 
the due dates for departmental budget submissions. Usually smaller departments’ requests 
are due first, followed by larger departments’ requests.  As requests filter in, budget ana-
lysts verify that all the required information has been submitted, that the estimated costs 
conform to the guidelines specified in the budget manual, and that measures of perfor-
mance and other indicators of accomplishments are appropriate to the departments’ 
missions and goals. The budget office may verify that mandated costs are included in a 
department’s request and that the full cost of projects or new staff is also included.

The budget analyst’s initial review usually results in a follow-up with the department 
for clarification, correction, or further documentation, especially on requests for new 
initiatives. Often the department is asked to describe the consequences of not funding 
the proposed initiative. There may also be questions about performance and outcome 
measures. The budget office will typically push for measures that better reflect the depart-
ment’s mission and that provide top management and council members with a better 
understanding of how the department’s programs address the priorities of the council.

As it refines its revenue forecast for the coming budget year, the budget office merges 
the forecasts prepared by revenue-producing departments. These forecasts have been 
organized by fund and type of revenue source, grouped into larger categories, such as 
property tax, sales tax, other local taxes, general service charges, license and permit fees, 
fines and forfeitures, investment income, revenue from other governments, and other 
revenue.

The budget office also begins compiling expenditure data for continuing activities 
and preparing a prioritized list of proposed new initiatives or of possible areas targeted 
for reallocation of existing funds. Its staff pays particular attention to the priorities devel-
oped by the council, whether that was done through a strategic planning process, citizen 
focus groups, or some other method. The goal is to fit department-centered information 
into a framework that responds to the priorities of the legislative oversight body and the 
citizens it serves.

The budget analyst typically makes field visits throughout the year to observe the 
department’s activities and the quality of its performance. If an analyst is assigned to a 
particular department year after year, he or she becomes familiar with that department’s 
budget and history of requests and thus becomes a critical adviser to the executive on 
the merits of that department’s requests.

Executive budget hearings
The final step in assembling the executive budget is a series of executive-level hearings 
involving each department head, the budget office, and a team of top managers. Depart-
ment heads meet one-on-one with the budget director, with the manager, or more com-
monly with a budget committee comprising representatives from the chief executive’s 
leadership team (city manager, assistant city manager(s), budget director, human resource 
director, and finance director). These hearings are not open to the public, and there is no 
public record of the proceedings. Given the stakes involved, departments expend con-
siderable effort developing PowerPoint presentations, honing their speaking points, and 
justifying their spending priorities. Some department heads role-play the presentation 
with their staffs, trying to anticipate questions that the budget committee may ask.

Executive budget hearings typically proceed over several days, depending on the size 
of the organization. Each department has a fixed amount of time to make its presen-
tation, describe new initiatives, justify any extraordinary changes in spending requests, 
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explain new funding options, and answer questions. Larger departments may be allocated 
more time given the complexity of their operations. The finance director may also be 
allotted extra time to explain debt service payments or new state or federal legislation 
that is expected to affect spending choices.

During the question-and-answer period, the committee typically focuses on the 
more controversial proposals, especially those that involve increased spending. It may 
again ask about the consequences of not funding a particular item. Department heads 
with a reputation for fiscal prudence and an innovative management style have an 
advantage at this point because they tend to be given the benefit of the doubt when it 
comes to funding a new initiative or reallocating existing spending. Departments that 
have developed defensible measures of the impact of their programs on community 
priorities also have an advantage, as do departments that can document an increase in 
efficiency, have enhanced responsiveness to citizens, or have otherwise improved the 
delivery of public services.  And finally, those departments that are known to have strong 
support among community groups will also have a competitive advantage even at this 
stage of the budget process.

Once the executive budget hearings are completed, the executive budget committee 
makes its recommendations to the city or county manager. Some committees use elabo-
rate rating schemes to rank new spending proposals. Others use a simple voting process 
to identify new initiatives to be included in the budget request, initiatives recommended 
for possible inclusion should sufficient funds become available, and initiatives not rec-
ommended for funding in the current year.

The budget office then prepares a draft of the recommended executive budget and 
distributes it to each department head.  At this point, if the department feels that its 
proposal was not fully understood or if additional information has become available that 
would have a bearing on the recommendation, the department head may be allowed 
to appeal to the chief executive to restore a deleted item or increase its priority.  The 
department head should carefully weigh the wisdom of making such an appeal, however: 
failure to succeed may lower the department’s standing among its peers, while success 
may lay the department open to accusations of making an “end run”—circumventing the 
normal chain of command to gain support for its agenda. The opportunity for appeal is 
usually reserved for truly extraordinary matters. If the budget office and budget com-
mittee have effectively screened the requests coming from departments, only the most 
controversial items will be passed on to the manager for resolution.

The budget document

The culmination of the preparation phase is the executive budget, which represents the 
chief executive’s proposed spending plan for the coming year. The initial version may be 
posted on the web or circulated internally for departments to review. Depending on the 
council’s preferences, the final version may also be posted on the web for council review, 
or it may be printed and distributed for council members to mark up and make personal 
notes as they prepare for the next phase: legislative approval.

After reviewing and revising the executive’s proposal, the legislature adopts the bud-
get into law by passing an appropriation, a legally binding act that sets the spending 
limits for each government department and agency, including those in the legislative 
and judicial branches, for the coming fiscal year.

Administrators responsible for budget implementation then enter into contracts and 
issue purchase orders that create encumbrances to each department’s appropriation. 
The accounting department is responsible for recording encumbrances and approving 
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the subsequent disbursement of funds once the contracted service is completed.  As 
a fiscal year unfolds, unexpected events—for example, a recession or the loss of a major 
taxpayer—often require alteration of the approved spending plan; this is sometimes done 
through a formal amendment by the council, a supplemental appropriation, or a revision 
of revenue projections.  And in today’s world, the increased frequency of disasters and the 
ever-present threat of terrorist attacks complicate budget planning and compel even greater 
flexibility and creativity from public servants at the forefront of preserving social order.

On completion of the fiscal year, the chief accountant prepares a comprehensive 
annual financial report (CAFR) that, among other things, compares the appropri-
ation for each department, as amended, with the actual amount of expenditures.  An 
independent auditor reviews the CAFR and reports to the council on its accuracy 
and on the local government’s compliance with federal, state, and local laws.

For most local governments, the budget consists of two documents: the operating 
budget and the capital budget.  An operating budget reports the spending plan for a 
government’s ongoing services, such as police and fire protection, parks and recreation, 
water, and sewer service. It typically organizes information by departments and provides 
details on such line items as personnel, supplies, contract services, travel, utilities, and 
smaller capital items (e.g., office equipment). Money for the operating budget comes 
from current revenues, such as property, sales, and income taxes; service charges; fees and 
fines; and grants.

The capital budget (the preparation of which is discussed in Chapter 11) represents 
a spending plan for the acquisition of fixed assets, such as highway and building con-
struction, water and sewer line installation, and park development. This budget is usually 
part of a more comprehensive capital improvement plan (CIP) that projects major 
construction and acquisition needs for a five- to eight-year period. Funding for the 
capital budget usually comes from the sale of bonds or other long-term obligations, 
supplemented by funds from grants and current revenues. Information contained in the 
capital budget is usually organized by projects.

These budgets may be prepared as part of two distinct processes during the fiscal year, 
each resulting in a separate appropriation, or they may be prepared concurrently, as is 
done in Dallas, Texas (see Figure 8–1).

Legislative approval
Home rule charters generally stipulate a date by which the city or county manager 
must submit a proposed budget. For example, the charter for the City of Fort Worth, 
Texas, requires that “on or before August 15 each year, the City Manager must submit to 
the City Council a proposed budget that provides a complete financial plan for all city 
funds and activities for the ensuing year.”2 General law local governments and those that 
operate without a home rule charter follow the time line spelled out in state law. Some 
states specify detailed timetables; others have relatively few requirements other than 
that the local government annually adopt and publicize a comprehensive spending plan 
before the fiscal year begins.

In state governments and in larger local governments, the budget document sub-
mitted to the legislature provides a summary compiled from the budget database.  This 
document typically includes

• An organizational chart for the city, county, or state

• A message from the city or county manager or governor summarizing the major 
policy issues
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• Background information, such as budget procedures, a summary of citizen surveys or 
other public perceptions, financial management policies, strategic goals, a summary 
of the long-range financial forecast, and a statement of the economic outlook for the 
city, county, or state

• A section summarizing the key issues considered in the current budget proposal and 
the chief executive’s recommendations

• A series of tables summarizing revenues by source, expenditures by fund and 
department, FTE positions by fund and department, and proposed changes in FTE 
positions

• More detailed information by department on spending requests (sometimes aggre-
gated into broad categories, such as personal services, supplies, contractual services, 
and capital items to be funded through the operating budget); departmental goals, 
objectives, and performance measures; and FTE positions by rank

• A separate section on debt service obligations for the budget year

• Additional sections on enterprise activities, such as water and wastewater manage-
ment, the municipal golf course, the airport, and other fee-for-service ventures

Figure 8–1 Total budget overview, Dallas, Texas

Source: City of Dallas, Texas, Annual Budget for Fiscal Year 2012–2013 (September 19, 2012), 22, dallascityhall.com/
Budget/adopted_1213/FY13-AdoptedBudgetBook.pdf. 
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• Detailed spending proposals for internal service activities, such as data processing, the 
motor vehicles pool, and office supplies

• A separate section on expenditures for trust funds, such as employee pensions, insur-
ance, workers’ compensation, and pending litigation

• A separate section or volume containing detailed information on the proposed cap-
ital spending plan for the year (if the capital budget is prepared concurrent with the 
operating budget).

Council members often have particular areas of interest and will devote more time 
to those areas, scrutinizing the information and making certain that they understand the 
implications of proposed changes. Rarely will a council “rubber stamp” the manager’s 
proposed budget. The manager and budget office will be called on during the legisla-
tive approval phase to explain requests, clarify justifications, and prepare at the council’s 
request documentation on alternative spending scenarios.

Legislative deliberations

Up to this point, deliberations on the budget have been largely outside the purview 
of public scrutiny. Council involvement in the early stages of budget preparation also 
varies, depending on the manager’s leadership philosophy and on precedent in that city 
or county. For example, before the budget kickoff meeting, some managers poll their 
councils to determine their spending priorities for the coming budget year. Others hold 
a leadership retreat for the council and city staff before departmental budgets are pre-
pared so that they can review economic conditions, strategic priorities, and the results 
of the most recent citizen survey. Council and staff might use this retreat to update the 
government’s strategic plan, developing new priorities that will guide departments as 
they prepare their budget requests and the executive budget team as it chooses the new 
initiatives to include in the proposed executive budget.

The process has now come full circle as the council reenters the dialogue to assess 
how well the executive branch has responded to its priorities. If there has been little 
legislative involvement up to this point, the proposed executive budget may contain 
surprises for members of the council—never a good idea. Thus, the astute manager will 
have prepared the council for new initiatives or other spending and revenue issues well 
before the budget is released, thereby avoiding the need to educate council members on 
the details in the spending plan in order to “sell” the budget.  Although council mem-
bers should be prepared in advance for requests for new revenue sources or proposed 
increases in taxes or fees, open and frank discussions of the proposed changes and 
increases should be expected and encouraged.

Some councils prefer to work through committees. The executive budget may go to 
a budget and finance committee that first reviews the spending plan and the accom-
panying proposed revenue requirements. Other councils work as a committee of the 
whole, and all members of the legislative body participate in all aspects of the adoption 
process.

Local governments have experimented with citizen budget advisory committees 
with varying degrees of success. Such committees, composed of council- or board- 
appointed representatives, provide legislators with a citizen’s perspective on the pro-
posed spending plan. However, if the citizen committee is no more representative of 
the community than the council itself or the department heads who submitted the 
original requests, it may unnecessarily complicate budget deliberations and ultimately 
add little value to the final product. Citizen committees tend to work best and add 
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the most value when there is continuity of membership from year to year so that they 
gain some understanding of the economic issues, budget processes and procedures, and 
performance measures. Ensuring that the committee composition is diverse and rep-
resents a true cross section of the community also can make the process more valuable 
to councils.

Shortly after delivery of the executive budget, the council begins holding a series of 
budget work sessions in which members of the budget office and the manager’s office 
walk the council through the proposed budget page by page. These sessions are open 
to the public, and state or local law may require public notification, including posting 
or publishing a summary of the proposed budget. Public notice of tax or fee changes 
may also be required, which the city secretary or county clerk posts in the appropriate 
venue (local newspaper, city website, city hall bulletin board) and for the appropriate 
time period (e.g., at least fourteen days in advance of the council’s expected action). 
A continuing challenge for local governments at this stage is to generate broad citizen 
interest and participation in the budget process.

As the legislative body works through the budget, the requirement for a balanced 
budget means that most of the discussion will usually center around activities and ser-
vices funded from taxes. For local governments, adjusting the property tax rate provides 
the means to bring revenues into balance with planned expenditures. For the vast 
majority of local governments in the United States that levy a property tax, adoption of 
the budget is accompanied by adoption of a property tax ordinance that sets the tax rate 
at a level sufficient to fund operations (not necessarily capital) for the coming year or 
biennium. Sometimes growth in the tax base (assessed value) is more than sufficient to 
cover increases in expenditures.  As it works through the spending options, the council 
keeps an eye on the impact of proposals on the property tax rate and often consults with 
the budget office on the effect of proposed initiatives on that rate.

Councils usually devote much less attention to the budgets for utilities and other 
government-sponsored enterprises and for internal services (the proprietary group of 
activities) unless those budgets include a significant fee increase. Unlike the tax-supported 
operations in the general fund, proprietary fund activities, including internal services, 
are usually self-supporting; their level of activity is determined by market forces, not 
the political process. Proprietary activities fund their expenditures with user charges, 
so outlays fluctuate with consumption. The ordinance approving their budgets typi-
cally limits expenditures to the purpose of the enterprise activity and sets a maximum 
appropriation for the fiscal year. Figure 8–2 shows a sample budget ordinance from 
Durham, North Carolina, that combines adoption of the budget with approval of the 
tax rate.

Councils must also approve the budget for debt service—the annual payment of 
principal and interest on borrowed funds. Sometimes debt service is funded through a 
transfer from the general fund to the debt service fund. In other cases, a separate dedi-
cated tax levy—usually a portion of the property tax—is collected and deposited directly 
into the appropriate debt service fund.  Again, there is little discussion by council on 
this appropriation since it represents a legally binding commitment that no govern-
ment that wants to retain its credit rating will renege on.

The debt service funds account for only the general obligation (GO) debt, which 
is used to finance capital improvements that support the general operations of govern-
ment. Most of this debt service is funded through general revenues, such as property 
and sales taxes. Estimating the amount of annual debt service is a fairly straightforward 
task for the budget office in that few policy issues are involved.
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Figure 8–2 Budget ordinance, Durham, North Carolina

Source: Durham, North Carolina, “Annual Budget Process,” XIII-2, durhamnc.gov/ich/as/bms/Documents/ 
2012-2013_final_budget/Section%20XIII%20combined%20final%207%203%2012.pdf. 
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The appropriation bill

Since adoption of the budget and accompanying taxes or fees constitutes a legal action, 
specific procedures apply. In the case of the appropriation—the act adopting a budget 
and granting authority to the executive branch to enter into agreements that will result 
in the future disbursement of funds—a council may be required to have a first and second 
reading of the proposed ordinance. The first reading puts the proposed bill on the table 
for council action; the second, and final, reading enacts the budget. If there is opposition to 
the spending (or taxing) plan, it most likely will be voiced at the second reading. Prior to 
one or both readings, the council sets aside time for a public hearing. Sometimes separate 
hearings are held for the budget and tax proposals; at other times the two are considered 
at one hearing.  Again, state law usually defines the parameters for what local governments 
can do.

As an aid to council deliberations, the manager’s message introducing the proposed bud-
get typically discusses the major initiatives and the cost and changes in personnel for each, 
organized by strategic area. If economic development is one of the strategic priorities, the 
manager’s message will discuss each of the new initiatives in the proposed budget designed 
to help promote that priority.  The budget office may prepare a similar document summa-
rizing the council’s changes to the executive’s budget proposal, and the reasons for those 
changes, to give department heads and other budget preparers insight into the council’s 
thinking so that proposals not funded this time around can be reworked over the next year.

Most local governments adopt one appropriation bill that covers all operating 
expenditures for the year. If a biennial budget is used, the appropriation bill contains 
separate amounts for each year in the biennium, or, less commonly, two separate appro-
priation bills may be approved. If a separate capital budget is prepared, usually a separate 
appropriation ordinance is drafted and approved for capital expenditures. (The U.S. Con-
gress, which uses a unified budget, adopts thirteen separate appropriation bills, one for 
each subcommittee of the House and Senate Appropriations Committees.)

As the council deliberates on the budget ordinance, members may offer amendments 
to the proposal modifying the level of funding for a particular area. Each amendment 
is voted on, and those that receive a majority vote become part of the amended budget 
ordinance.  After all the amendments have been acted upon, the final amended budget is 
approved and becomes the legally binding spending plan for the fiscal year.

Councils that use a work session prior to council approval may rely on a more 
informal process to make changes to the manager’s proposed budget.  These changes are 
discussed during the work session and, if supported by the majority of the council, are 
used to modify the final budget.  The council then approves the revised budget when it 
is taken up at the regular council meeting.

If a long-term financial forecast is prepared—a three- to five-year projection of 
trends in the major revenue sources and expenditures and of their effect on the city’s or 
county’s budget balance—the council may give the manager and budget office direction 
on spending and revenue options when the forecast comes up for discussion, which is 
usually at the outset of budget preparation. (The council will review the forecast but 
take no formal action since the forecast serves as an internal planning tool.) In this case, 
most of the controversial issues will have been resolved well before the budget is pre-
sented to the council for action.

Final budget approval

In the system of checks and balances that characterizes American government, the exec-
utive usually possesses some veto power over legislative actions. This is also the case with 
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appropriation bills. State governors wield varying degrees of veto power, from line-
item veto power to no veto power (North Carolina).3 There are no known cases where 
an appointed city or county administrator can exercise veto power over a council action. 
However, mayors in some council-manager and in most mayor-council governments 
typically possess veto power, including line-item veto of appropriation bills. Councils in 
these governments can override any vetoes, typically with an extraordinary majority.

Should a local government fail to adopt a budget before the beginning of the fiscal 
year, state and local laws may provide recourse. In some cases, local charters lay out the 
way to proceed; in some Texas cities, the city charters dictate that the manager’s budget 
de facto becomes the legally authorized appropriation. In some states, such as New 
Jersey, a state agency must approve certain local budgets before they become effective. In 
cases of extreme fiscal distress, states have taken over the financial operations of a local 
government, including budget preparation and adoption.

As the fiscal year progresses, major events, such as a sudden drop in revenues or a 
natural disaster, may require the executive to request amendments to the budget to 
authorize new expenditures. Most amendments, however, address smaller issues: an 
unexpected need or a misestimate of the cost of a piece of equipment. In some cases, 
the council may intentionally underfund an activity or acquisition and ask that the 
agency return later in the fiscal year for a supplemental appropriation. Governmental 
accounting rules require that the annual financial report disclose both the original bud-
get as approved and the final budget as amended.

Conflict in budget deliberations
To the average citizen, conflict appears endemic to the budget process, whether at the 
national, state, or local level. Media coverage of legislative budget deliberations conveys 
an impression of unending battles. But conflict is inevitable in budget deliberations. It 
becomes destructive and unproductive only when it is unmanaged. The key is to develop 
and maintain policies to guide all phases of the budget cycle, and particularly those for 
budget preparation and legislative adoption. 

Budget policies provide a framework for anchoring budget deliberations to the core 
values that define a city, county, or state. Some governments adopt a written budget policy 
statement; this statement establishes boundaries for budget deliberations that protect the 
government from actions that might compromise its financial well-being. Thus it may 
specify the amount and type of budget reserves, regulate the transfer of money across 
accounts or funds, and impose limits on the amount of debt that the government can incur.

In state and local governments, where most constitutions or statutes require that 
expenditures not exceed available revenues, the overriding struggle is to curtail proposed 
spending levels to the level of forecasted revenues. Increases in revenue are considered 
only after all opportunities for reducing spending and manipulating the accounting 
system have been exhausted.

The local government manager’s task is not to rid the process of conflict, for to do 
so would strip the budget process of its essential democratic function of airing commu-
nity concerns and building consensus on government’s role in meeting perceived public 
needs. Rather, the manager’s task is to manage conflict so that everyone with a stake in 
the budget has an opportunity to present information and question recommendations. 
Figure 8–3 depicts some of the conflicting interests that must be managed. The follow-
ing discussion examines the sources of conflict commonly encountered during budget 
preparation, legislative enactment, and executive implementation. 
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Advocates versus conservers

Within government, and especially during the executive preparation phase of the bud-
get, the conflict between advocates and conservers, or guardians, accounts for much of 
the debate.4

Among the advocates are department heads, who generally request more funding 
than they know will be approved in the hope of gaining at least some increase in their 
budget base to meet growing service demands. Other advocates include clients or 
interest groups who benefit from the department’s services, and legislative committees 
that oversee the agency.  Together these three groups form what political scientists call an 
“iron triangle”—the mutually reinforcing relationship that exists among an agency, its 
clients or beneficiaries, and the legislative committee exercising oversight.5 Each group 
in the triangle needs the other, and they all benefit from increased funding, especially 
if the costs are borne by a broad-based tax. Members of a library board, in partnership 
with the patrons of the library, have a vested interest in promoting the public library 
system, and together they use their influence with the full council to pressure for more 
funding or even a dedicated source of revenue.

Conservers, on the other hand, are the neck in the hourglass when it comes to spend-
ing proposals. The budget office must defend budgetary limits, which are defined by 
available revenues, and this places them at odds with departmental advocates. In particular, 
departments funded from general tax sources such as property, general sales, and income 
taxes have little incentive to consider revenue availability.  The budget office must bear 
the onus of that task. In essence, the conflict between conservers and advocates involves 
those who are responsible for the whole versus those who are responsible for a part.6

One strategy that executives use to moderate this conflict is to inform departments 
early in the budget preparation phase about the government’s forecasted revenue con-
dition and its implications for each department. Some executives specify a target budget 
for each department. But for an enterprise fund agency such as a water department, the 
operating budget is determined by level of consumer demand for the service; thus, allo-
cation of funding is driven more by market considerations than by the political criteria 

Advocates vs.
conservers

Accuracy vs. 
political expediency

Special interests vs.
collective interests

Bureaucracy vs. 
democracy

The budget of�ce vs.
departments

Public will vs.
public welfare

Chief executive 
mediator

Figure 8–3 Sources of conflict in the budget process
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that determine the public goods and services that general fund agencies produce. For 
these producers of private goods and services, the interests of conservers and advocates 
converge, and conflict is less apparent.

The budget office versus departments

Another source of conflict is information.  A budget analyst must have accurate and 
timely documentation in order to make fair and responsible budget recommendations. 
Thus, the budget office constantly scans for information on departmental operations, 
especially their efficiency and effectiveness. But the more information a department 
discloses to the budget office, the more control the budget office can exert over the 
department, especially during budget implementation, so department heads vigilantly 
scrutinize information leaving the organization to ensure that it conveys a positive pic-
ture of the department and its operations.

This struggle over information is one reason why zero-base budgeting (ZBB) 
declined in popularity. ZBB requires that departments (or their decision units) submit at 
least three spending packages: one that provides for minimum services (only the depart-
ment’s most urgent needs), one that continues spending at current levels, and one that 
provides for enhanced services. If funding falls below the minimum level, the program 
or agency will not be able to continue operating. Understandably, department heads 
resist disclosing a package of minimum services: to do so gives the budget office valuable 
information should spending need to be reduced. Department heads typically contend 
that their departments are already at the minimum level and that any further reduction 
in funding would be catastrophic.

Finally, as noted in the previous chapter, the cost of requests for additional informa-
tion is largely borne by departments that have to devote additional staff time to com-
plete the analysis. 

To moderate this conflict, the chief executive should

• Make clear what information is essential to decision making

• Recruit a professional staff of budget examiners who have good interpersonal as well 
as analytical skills

• Promote automation of the budget preparation process

• Annually examine the instructions and forms contained in the budget manual for 
redundancy and obsolescence.

In short, the chief executive should recognize that the budget office tends to ask for 
more information than it needs and that departments tend to resist disclosing more than 
they must.

Accuracy versus political expediency

The quest for budget accuracy can also find itself at odds with political expediency. 
Public administrators’ preoccupation with budget realities and exactitude often clashes 
with politicians’ attention to image and concern that the budget picture be positive. In 
the case of revenue forecasts, budget offices generally provide conservative estimates, 
while legislators pressure forecasters to raise their estimates in order to ease the task of 
balancing the budget.  An imbalance in either direction can be disastrous.

Overly optimistic revenue forecasts contribute significantly to local governments’ 
financial crises, especially in large central cities that are facing long-term economic 
decline. Lawmakers will often authorize an accelerated payment of taxes in order to 
increase revenues for the coming year. Conversely, they may defer payments to another 
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year—for example, rolling ahead the last pay period to the next fiscal year—in order 
to reduce spending for the current fiscal year.  Accounting sleight of hand is used all 
too often to balance expenditures with revenues, especially when revenues are scarce.  
At one point, after trying vainly to resolve a budget imbalance, the Texas legislature 

Budget stalemates and government shutdowns
Partisan brawling in Congress routinely 
erupts over the federal government’s 
annual budget. Unfortunately, the 
involuntary pawns in these exercises of 
brinkmanship have been federal civilian 
employees and contractors, who face 
repeated threats of being furloughed 
or having their contracts suspended be-
cause funding has not been approved.

Under the U.S. Constitution, Con-
gress is responsible for funding govern-
ment operations through appropriation 
legislation: “No money shall be drawn 
from the Treasury, but in consequence 
of appropriations made by law” (Article I, 
Section 9). Congress annually appro-
priates budget authority to all three 
branches of government. Subsequent 
statutes have established the role of 
the president in preparing an annual 
budget and of Congress in reviewing 
the proposed budget and passing 
appropriation bills before the start of 
the fiscal year on October 1. Without an 
appropriation, agencies cannot enter 
into obligations and federal operations 
cease—at least in theory.

The Constitution also empowers 
Congress to borrow funds, which legisla-
tors do by setting the maximum amount 
of debt that the U.S. Treasury may issue. 
As that debt ceiling is approached, Con-
gress must enact legislation to raise that 
ceiling—now in excess of $15 trillion—or 
risk defaulting on its debt service obli-
gations. 

Congress has rarely been able to com-
plete work on all elements of the budget 
before the start of the fiscal year, necessi-
tating passage each year of a continuing 
resolution to grant temporary budget 
authority while it completes work on the 
appropriation bills. Occasionally agencies 

have had to operate for the full fiscal 
year on a continuing resolution.

The Antideficiency Act of 1982 gov-
erns how the president must respond 
to funding gaps. In the absence of the 
timely adoption of an appropriation or 
its substitute (a continuing resolution), 
the act requires the furloughing of all 
federal employees except 
• Those performing emergency work 

affecting the safety of human life or 
the protection of property

• The president, members of Congress, 
presidential appointees, and certain 
appointees of Congress

• Federal employees paid from 
restricted sources not subject to the 
annual appropriation (e.g., U.S. Postal 
Service, Federal Reserve, Tennessee 
Valley Authority, and Amtrak).

The law gives the president, working 
through the Office of Management and 
Budget, some latitude in defining “ex-
cepted” employees. Some estimates put 
the number as high as one-quarter of the 
current federal workforce of 2.8 million 
civilian employees. In the past, Congress 
has retroactively paid all employees— 
excepted and nonexcepted—for the fur-
loughed days, and evidence from these 
experiences shows no salary savings from 
a government shutdown. 

Nevertheless, federal employees, 
whether in uniform or not, are victims when 
they are held hostage to conflicts in the 
budget process. We as a nation depend 
on these fellow citizens—experts in their 
fields—for protection, security, commerce, 
justice, and economic stability. Our elected 
leaders would do well to display the same 
level of professionalism that we have come 
to rely on from these public servants.

Source: Information for this sidebar is drawn from Clinton T. Brass, Shutdown of the Federal 
Government: Causes, Processes, and Effects, RL34680 (Washington, D.C.: Congressional 
Research Service, April 13, 2013), fas.org/sgp/crs/misc/RL34680.pdf. 
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authorized the state comptroller to temporarily transfer more than $1 billion from 
various special funds to the general fund on the last day of the fiscal year; this allowed 
the comptroller to certify that the proposed budget for the next fiscal year was indeed 
balanced—at least on the first day of the new year. The money then reverted to the 
funds of origin on the following day.

During the past three decades the conflict between accuracy and political expedi-
ency has been particularly apparent at the national level, where both the president and 
Congress have been frustrated by an inability to control the size of the budget deficit 
except for a brief time between 1998 and 2001.  As the deficit has grown, so too has 
the pressure on both branches of government to adopt a balanced budget. To make the 
deficit appear less egregious, they have resorted to manipulating budget totals through 
interfund borrowing from the Social Security Trust Fund, making overly optimistic 
economic forecasts, and accelerating tax collections, among other things.

Pressure to avoid tax increases or to make difficult spending reductions tempts legis-
lators to use these deceptive measures.  Although state and local governments generally 
lack the option of incurring deficits in successive years, they, too, have succumbed to 
budget manipulation. With few exceptions, however, such measures can be used only 
once. The chief executive must serve as the conscience of the organization and ensure 
that budget accuracy is not sacrificed for the benefit of short-term political expediency.

Bureaucracy versus democracy

At a more philosophical level, the budget process features conflict between the goals 
of democracy (equality and accountability) and those of bureaucracy (centralization of 
power and control). Since the earliest days of democracy in ancient Greece, political 
theorists have sought to devise strategies to keep the bureaucratic (the executive branch) 
accountable to the democratic (the people and their elected representatives).7 The intro-
duction of governmental budgeting in the United States in 1906, when New York City 
became the first major government in the country to adopt a formal budget process, 
represented a significant innovation in this quest for democratic control of the bureau-
cracy.  Jesse Burkhead, a leading scholar in the field, observed that

the budget was conceived as a major weapon for instilling responsibility in the govern-
mental structure: the budget system rests on popular control; the budget will publicize 
what government is doing and make for an informed and alert citizenry; the budget will 
destroy the rule of invisible government—the party bosses who are responsible to no one.8

By the mid-1920s, most major cities in the United States had established budgeting 
systems. States also began developing formal budget procedures, Wisconsin being one of 
the pioneers.  Although a formal budget process had been proposed more than a decade 
earlier, it was not until 1921 that Congress passed the Budget and Accounting Act 
giving the president responsibility for preparing an executive budget—a document that 
presents the chief executive’s spending proposals for review and action by Congress. The 
act established a Bureau of the Budget in the Treasury Department to assist the president 
in budget preparation, and it created the General Accounting Office (now the Govern-
ment Accountability Office, or GAO) as an investigative arm of Congress charged with 
auditing the financial reports and management performance of each agency.  Thus, in the 
first two decades of the last century, the budget became the premier tool for achieving 
accountability to those being governed and, with it, greater control over the bureaucracy.

This quest to elevate democracy through greater citizen involvement in government 
has since proceeded unabated. Outsourcing, privatization, the National Performance 
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Review, budgeting for outcomes, and priority-based budgeting have all become com-
mon parlance in budget deliberations as managers seek innovative ways to demonstrate 
accountability to councils and citizens. 

The Internet has given public managers another venue for creatively engaging citizens 
in budget decision making. For example, Austin, Texas, has developed a “budget in a box” 
exercise that uses facilitated small groups of citizens to role-play their preferences for 
spending on each of eight service areas.9 Boulder, Colorado, invites citizens to share their 
cost-saving suggestions as part of its priority-based budget process.10 Citizen satisfaction 
surveys, focus groups, and input from citizen groups and advisory boards are other meth-
ods that local governments use to obtain a valid measure of citizens’ budgetary preferences.

Special interests versus collective interests

Budgeting also places special interests at odds with the community as a whole. Interest 
groups both within and outside government try to garner funding for their particular 
causes, whether a city’s recreation program, state highway construction, or military hard-
ware. Because spending decisions for the general fund agencies are not linked with reve-
nue decisions, interest groups rarely see their requests in terms of cost to the community.

Politically, it is difficult for members of a council or governing board to refuse the 
requests of special interests, especially well-organized groups. If funding comes from the 
general fund, the costs for a group’s proposal are borne by all taxpayers (the collective 
interest) at a negligible and presumably unnoticeable cost to any one taxpayer. If legis-
lators oppose the group’s request, they risk losing the group’s support or, worse, incur-
ring its opposition in the next election. On the other hand, because of the negligible 
cost to the nonvocal and usually unorganized collective interest, that sector’s support is 
uncertain if legislators oppose the interest group’s request. Thus, in a democracy, budgets 
characteristically contain an ever-widening variety of programs and services as legisla-
tors seek to appease the wishes of interest groups—or at least reduce the risk of kindling 
their opposition.

Occasionally, taxpayers who are politically uninvolved and generally indifferent 
become sufficiently irritated that they revolt, precipitating tax limitation actions like 
Proposition 13 in California and the Taxpayer Bill of Rights in Colorado. Onerous and 
visible taxes such as the property tax provide a focal point for rallying the collective 
interest into action. Most research indicates that these revolts are more a reaction to 
perceived government inefficiency than a demand for fewer services, with the possible 
exception of welfare services.

Public will versus public welfare

Budget conflict may also involve perceptions of public will versus public welfare—a 
struggle between what the public wants and what is in its long-term best interest. On 
the one hand, administrators and lawmakers must be attuned to public opinion and the 
will of the majority. Effective leadership depends on the manager’s ability to accurately 
read public attitudes on sensitive issues facing the government. 

Yet the long-term well-being of the community may not be served by what opinion 
polls indicate to be the public will. Chief executives and other administrators have 
access to information on the ramifications of a policy that may suggest a detrimental 
effect to the community’s long-term economic and social welfare. For example, public 
opinion may favor a county government extending a tax abatement for a local manufac-
turer to expand its existing facilities, but it may be in the county’s best interest to use the 
abatement to attract other types of industries and thus diversify the local economy.
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Public managers are educators. Nowhere is that more apparent than in the budgeting 
process.  As leaders, managers must educate lawmakers, the media, department heads, 
and citizens about what they perceive as being in the public interest.  And they must 
be willing to be educated themselves about what others perceive as being in the public 
interest. In the budget process, effective management of the conflict between public will 
and public welfare means being able to both lead and follow while never being too far 
ahead of or too far behind public opinion. 

Managing conflict through a budget policy
How can managers balance the ever-present tensions inherent in the budget cycle and 
keep deliberations from being sidetracked into endless maneuvering and one-upmanship? 
As noted above, a budget policy statement provides one mechanism for institutionalizing 
responsible dialogue within a government’s decision-making framework as it establishes 
the financial standards that guide budget deliberations for both the executive and legis-
lative branches. 

In fact, every government has some type of budget policy, although often it is 
unwritten and thus more vulnerable to being compromised. Past precedent largely 
frames governmental budget policy, whether written or unwritten. The principal benefit 
of a written policy is that it provides a standard of budgetary performance that both 
branches of government have endorsed. If, as a matter of policy, a government will 
not incur a GO debt burden that exceeds 15 percent of its assessed value of property, 
then any proposal to exceed that limit places the burden of proof on those making the 
proposal. The written policy becomes the conscience of the organization by reducing, 
although never eliminating, the incentives for making imprudent financial decisions in 
the interest of political expediency. The more specific the policy statement, the more 
effective it will be in promoting financially responsible budget actions.

A formal statement also provides continuity in budget decision making. It reinforces 
the core financial values of the organization and preserves them for successive legislatures 
and administrations. Of course, future legislatures and executives may choose to amend 
those policies as community needs or standards of financial prudence change. However, any 
amendment requires deliberation by the leadership on its merits before it becomes effective.

A budget policy may also reduce the number of issues open to debate during budget 
preparation and adoption. In so doing, it will expedite budget deliberations, a prospect 
that is normally greeted warmly by anyone who has ever prepared a budget. Noted 
budgeting scholar Michael White has observed that “budget policy becomes a means for 
managing participation in the budget process and moving that process along its calendar. 
Questions not debated mean participants not needed.”11

A budget policy may have as its overarching goal the preservation of a claim to 
distinction. For example, the board of supervisors for Fairfax County, Virginia, relies on 
“Ten Principles of Sound Financial Management” that are “designed to contribute to 
the County’s fiscal management and maintain the County’s ‘triple A’ bond rating.”12 A 
number of local governments, such as Salt Lake City, now use the balanced scorecard 
that ties citywide goals to departmental performance measures.  As described in the 
previous chapter, Fort Collins, Colorado, has taken an even more radical approach—
budgeting for outcomes—that “focuses on results and priorities, not on cost. The budget 
process shifts from paying for costs to buying results.”13 This approach has radically 
altered the ways in which the city evaluates departmental budgets and spending plans 
are presented to the city council.
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A virtually sacrosanct assumption about tax rates or bond ratings often develops 
within a community’s psyche and holds sway over budget deliberations.  A number of 
local governments that have received an Aaa/AAA bond rating from Moody’s, Standard 
and Poor’s, and/or Fitch’s—Salt Lake City, for example—take great pains not to make 
any tax or expenditure decisions that could tarnish their exemplary credit ratings.14 
Managers in fiscally conservative regions of the country may have to undertake budget 
preparations in a city or county where the property tax rate has remained constant for 
decades, and no manager wants to be the one to break such a record.  An even more 
conservative position is that revenue received from the tax will not increase, so that any 
increase in the assessed value of taxable property (the tax base) will be offset by a reduc-
tion in the tax rate in order to hold revenue yield constant.

Budget deliberations are sometimes tempered by the need to preserve a particular 
strength of the community. States hard hit by a recession may give special consideration 
in budget deliberations to preserving a favorable business environment.  A city with a rep-
utation for excellence in its recreation and park services may protect these services from 
budget cuts during tight fiscal periods. These underlying assumptions can become so 
deeply ingrained in a government that they assume a mystique of their own. Challeng-
ing them often ends in failure and in the challenger’s loss of credibility in the organiza-
tion. Only a major crisis will budge the organization from these unwritten but deeply 
cherished marks of distinction.

The following four sections provide recommendations on policies for the operating 
budget, revenues, budget implementation, and debt. The accompanying sidebar summa-
rizes the items that a policy statement on the budget should address.

Operating budget policies
Operating policies address the basic philosophical questions of the budget’s scope and 
preparation. Whereas a policy statement should not include a detailed description of 
the budget cycle, operating policies should address the key issues in budget preparation, 
including

• How comprehensive is the budget (budget coverage or scope)?

• What constitutes a balanced budget?

• What types of budget reserves should be maintained?

• What general guidelines should govern budget preparation and amendment?

• Who is responsible for budget preparation, and what are their duties?

Budget coverage The comprehensiveness of the operating budget has been debated 
since the inception of the formal budgeting process in government. The issue is twofold: 
to what extent should the operating and capital budgets be integrated, and what activities 
should be reported in the operating budget? Activities or projects not included in either 
budget constitute off-budget transactions: they are evaluated on a case-by-case basis 
and are not subject to the usual scrutiny given to spending proposals in the regular budget 
cycle. Off-budget transactions can occur any time after budget adoption. Some govern-
ments routinely defer decisions on new initiatives to a midyear budget review to ensure 
that revenues will be sufficient to cover the continuing services already in the budget.

Coordinating operating and capital budgets Municipalities and counties usually 
prepare an operating budget separate from the capital budget because the planning and 
financing sources for each are different. First, capital projects require a much longer 
planning period because of their large, up-front investment and because any errors in 
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design are costly to correct once construction has begun. Second, although practice var-
ies among governments, capital improvements are usually financed with long-term debt 
from the sale of GO or revenue bonds, whereas operating budgets are financed from 
current taxes, grants, and service charges.

Although the operating and capital budgets are usually prepared as two separate 
documents, it is quite common for governments to prepare them concurrently. One 
benefit of this is that the manager can better assess the impact of a capital improvement 
on annual operating costs. For example, the acquisition of new computer hardware may 

Elements of a budget policy statement
As part of the criteria used in recognizing 
governments with distinguished bud-
gets, the National Advisory Council on 
State and Local Budgeting recommends 
that “a government should develop a 
comprehensive set of financial policies. 
[These] policies should be consistent 
with the broad government goals and 
should be the outcome of sound analy-
sis.”1 A policy statement on the budget 
should address the following elements:
1. Operating budget policies

a. Is the budget document compre-
hensive? Does it include all oper-
ating and capital expenditures? 
What funds should be included in 
the operating budget? Should the 
operating and capital budgets  
be prepared concurrently or 
separately?

b. What constitutes a balanced  
budget?

c. What kinds of budget reserves 
should be maintained? How much 
money should be maintained 
in each? Under what conditions 
should money be withdrawn?

d. What guidelines should govern 
budget preparation?

e. Who is responsible for budget 
preparation, and what are the 
critical tasks for which they are 
responsible?

2. Revenue policies
a. How much change in the property tax 

rate is acceptable in a given year?

b. How will one-time revenues, such 
as grants or tax windfalls, be used?

c. How frequently should service 
charges and fees be reviewed? 
Should they recover indirect costs?

d. What policies should govern 
collection of delinquent taxes and 
charges?

3. Budget implementation policies
a. What policies should govern the 

transfer of money across accounts 
or funds?

b. Under what conditions should 
governments authorize interfund 
borrowing or interfund payments in 
lieu of taxes?

c. When should the chief executive 
be empowered to encumber bud-
get authority?

d. Who should be held responsible 
for expenditures exceeding appro-
priated amounts?

e. What standards should govern ac-
counting, financial reporting, and 
auditing?

4. Debt policies
a. What is the maximum long-term 

debt burden that the government 
will incur?

b. What mix of long-term debt and 
current revenues, if any, will be the 
basis for financing capital improve-
ments?

c. How will bond proceeds be used?
d. Under what conditions will short-

term debt be issued?

1  National Advisory Council on State and Local Budgeting, Recommended Budget 
Practices: A Framework for Improved State and Local Government Budgeting (Chicago: 
Government Finance Officers Association, 1998), 74–75, gfoa.org/services/dfl/budget/
RecommendedBudgetPractices.pdf.
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reduce operating costs to the extent that they increase worker productivity or decrease 
the need for personnel; however, the addition of a fire station or a new library will 
increase operating costs as additional personnel and utilities are needed to staff the new 
facilities.  A second benefit is that concurrent preparation concentrates budget delib-
erations. Budget preparation is time-consuming and stressful, and no one likes to do 
it—least of all department heads. Concentrating the budget debate helps keeps tempers 
under control and discussion focused on the issues at hand.

Other local governments, however, choose to separate deliberations by first preparing 
an operating budget and later preparing the capital budget. The primary advantage of 
this approach is that it reduces the workload by spreading budget deliberations out over 
a longer period. More careful deliberation may reduce errors in judgment and provide a 
better opportunity to educate participants on the merits of each proposal.

The operating budget policy should specify whether the two budget cycles will pro-
ceed concurrently or separately and should briefly explain the reasons for the choice.

Funds to include An operating budget policy should specify the types of funds in-
cluded in the operating and capital budgets.  As discussed further in Chapter 10, govern-
ments account for their money in one of eleven types of funds:

• Governmental: General fund, special revenue funds, debt service funds, capital proj-
ects funds, and permanent funds

• Proprietary (or business-type): Enterprise funds and internal service funds

• Fiduciary: Investment funds, private-purpose funds, pension funds, and agency funds.

Governmental funds are generally supported by tax or grant revenues that go to the 
delivery of public goods and services. Proprietary funds account for the sale of private 
goods and services, such as water or parking, so they function more typically like business- 
type ventures of a local government. Fiduciary funds are used by local governments 
to hold money in trust for other governments (agency funds) or persons (pensions, 
private-purpose funds). These funds are the least likely to be included in the budget 
because their activities are typically defined by contract or by state or federal law.

For purposes of understanding the issues in budget coverage, the operating budget 
covers the recurring expenditures and revenues in all three categories of funds. Capital 
budgets, however, usually cover projects accounted for in capital projects funds and, to a 
lesser extent, in special revenue funds and the general fund.

Preferably, the budget policy should call for a comprehensive inclusion of all fund 
types in the annual budget process. Some governments, such as Birmingham, Alabama, 
limit the budget coverage to transactions in the general fund; capital expenditures are 
approved on a project-by-project basis and are not part of a consolidated capital bud-
get.15 In its budget policy statement, Olympia, Washington, provides a detailed list of 
each of the city’s funds and indicates whether the fund is included in the annual appro-
priation.16 Except for such fiduciary funds as the Firemen’s Pension, Municipal Court 
Trust Fund, and a trust fund for an interlocal law enforcement records management 
system, most of the city’s funds are included in the annual budget and are subject to an 
annual appropriation.

At a minimum, the operating budget should include all general fund activities. The 
issue of budget coverage centers on whether special revenue, debt service, enterprise, 
and trust funds should also be included. Excluding these funds from the budget plan-
ning process may be politically expedient because it gives the appearance of a smaller 
government. But spending that is not subject to the scrutiny of lawmakers and the rigor 
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of comparative analysis with other spending options undermines accountability and 
government leaders’ control over spending.  As a matter of policy, budget scholars advise 
that all spending be covered in the operating and capital budgets. 

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 a line-
item expenditure for each department, or as a lump-sum appropriation to the motor 
vehicles department that is then allocated to each departmental user? The first method 
is much preferred. Each department has an incentive to ration 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 it to a 
private provider.

Pension obligations Pension liabilities have become a major issue for many local 
governments, particularly those that have failed to adequately fund their obligations as 
they are incurred. Failure to include pension obligations in the operating budget shifts 
the liability to future taxpayers and creates what accountants call an unfunded bene-
fit.  The Governmental Accounting Standards Board (GASB) has issued guidelines for 
reporting pension obligations as well as for the failure to fully fund those obligations 
as the liability is incurred.17 Local governments typically extend health care benefits 
to their retirees—what accountants have labeled other post-employment benefits 
(OPEB). In the past, local governments typically did not include funding for these 
liabilities in their operating budgets and are now having to pay for past OPEB from 
current revenues while also setting aside funds for future retirees. The GASB has issued 
guidelines as well for reporting OPEB.18

Budgetary balance At first glance, the definition of a balanced budget may appear 
obvious. If current revenues equal current expenditures, the budget is balanced; thus, 
a deficit budget occurs when revenues fall short of expenditures, which requires the 
government to borrow money or draw on fund balances carried over from previous 
years in order to cover current expenditures. But as noted earlier in the chapter, polit-
ical gamesmanship has made even something as simple as defining a balanced budget 
enormously complex. Questions arise over whether the balance test applies to only the 
executive’s proposed budget or also to the budget adopted by the legislature or to the 
year-end balance remaining in the budget. There is also the question of how the balance 
should be measured—on a cash basis or an accrual basis? (These terms are defined and 
discussed in Chapter 10).

Occasionally, a local government will want to draw down its fund balance—the 
accumulated year-end surpluses available for reappropriation. In this case, it will inten-
tionally adopt a budget in which estimated current revenues are less than appropriations, 
with the difference made up by drawing down the fund balance:

Estimated revenues + fund balance = appropriations.
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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 but also the budget’s 
comprehensiveness.

Budget reserves Although policies on budget coverage and a balanced budget are 
not always clearly articulated, many governments have adopted explicit policy guidelines 
for budget reserves.  To accumulate money 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 improvements

• 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 flow 
needs. The amount of reserve for this purpose—sometimes called operating reserves—
depends on the timing of tax and utility payments. For example, 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

Source: City of Cambridge, Massachusetts, Annual Budget 2012–2013, I-5, cambridgema.gov/budget/fy12 
submittedbudget.aspx.
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January 31. Sufficient cash must be reserved in a fund balance to cover disbursements 
during that period.

For general fund services, one rule of thumb is that there should be enough cash on 
hand to cover disbursements for sixty days.  A government should first examine its cash 
flow needs and the margin of protection 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 
because of the uneven flow of revenues, which peak during the dry summer months.

Revenue stabilization  Following the bitter impact of recessions over the past two 
decades, many state and local governments established revenue stabilization reserves, 
or rainy day accounts, usually maintained in the general fund, to provide resources when 
revenues decline because of an economic slowdown. While the timing of slowdowns 
and even recessions can be anticipated somewhat accurately, their severity and length are 
much more difficult to forecast.  And their impact on local communities varies widely, 
depending on their cause and on the local economy’s link to the broader economic 
cycle. Consequently, state and local governments risk misestimating revenues whenever 
their assumptions about the economy’s future are inaccurate.19 A 1987 study of revenue 
forecasting by the State of California showed that half of its forecasting error was due 
to inaccurate assumptions about the course of the state’s economy and half was due to 
random statistical error inherent in revenue models.20

While revenues fluctuate with the economy, expenditures usually display a counter-
cyclical trend. During economic downturns, demand for government services such as 
unemployment compensation, education, and police protection may increase.  A revenue 
stabilization reserve enables governments 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 the 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 rate that the 
government is willing to adopt. In the final analysis, the appropriate size of the reserve 
depends on the stability of a government’s revenue stream and on its political resolve to 
protect against budget instability.

Most budget policies leave the question of when to tap the reserve to the discretion 
of the council on the recommendation of the chief executive. Some governments, such 
as Milwaukee, Wisconsin, require an extraordinary (three-fourths) majority of the coun-
cil before money can be transferred from the reserve to the operating budget.  An alter-
native approach pegs accessing the reserve to an economic indicator, such as a decline 
in the gross state product or an increase in the regional unemployment rate.  Whatever 
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 to provide funding in case of unforeseen emergencies or disasters.  Article X, 
Section 20, of the Colorado Constitution requires all cities to maintain a restricted 
reserve in all city funds, which can be tapped only for declared emergencies.21 A con-
tingency reserve provides a readily available pool of funding to ensure continuation of 
city operations during an emergency, 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 each 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 
that state and local governments use occasionally are for equipment replacement and 
building improvements. The advantage of an equipment replacement reserve is that 
money is available for purchasing operating equipment and vehicles as those on hand 
become obsolete or unusable. Some governments, such as Fort Collins set up a revolving 
fund that departments can borrow from to replace equipment before the next funding 
cycle or before the next lease-purchase agreement is approved. Sometimes governments 
establish a separate reserve that accumulates funds for deferred maintenance, renovations, 
and repairs to government-owned facilities. Funding for both types of reserve usually 
comes from surcharges assessed to each department on the basis of its pro rata 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 that 
fund their activities using this strategy rarely accumulate sufficient reserves to keep pace 
with new or replacement construction.

Debt service Lastly, governments establish reserves for debt service payments, usu-
ally as a condition of their bond agreements with private investors. Debt service is the 
annual or semiannual payment of principal and interest that governments must make 
on outstanding indebtedness. For GO bonds, a debt service fund is created to account 
for the taxes levied and payments made to service this type of debt. For revenue bonds, 
separate accounts are created in an enterprise fund to track revenues and payments for 
debt service. In the case of revenue bonds, reserves of 10–25 percent of the annual debt 
service payment may be required by a rate covenant in the bond ordinance that protects 
bondholders against default. The size of the reserve varies, depending on the instability 
of the revenue stream from the project financed by the bonds. Less frequently, govern-
ments may establish a small reserve for their GO payments, but this is usually done more 
for cash flow purposes than to fulfill a requirement of the bond covenant.

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

Duration of appropriation authority For the operating budget, appropriation 
authority usually lapses at the end of the fiscal year (or biennium for governments on 
a two-year cycle). Such requirements are often specified in law.  Any unspent 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 budgets 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 
lapse once the grant expires or the grant-funded project is completed.

Amending the budget A budget policy statement should specify the procedures for 
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 budget is based, and the operating budget may need 
to be amended. In Georgia, as in many state and local governments, revenue forecasts 
are conservative, leading to a surplus of revenue available for appropriation by the fiscal 
year’s midpoint. Each year the Georgia legislature passes a midyear supplemental appro-
priation that allocates any revenue surplus to state agencies.22

A policy should specify the circumstances under which the legislative body may 
amend the budget. 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.23 Legislatures also amend budgets to transfer money across 
funds or to retroactively approve a transfer made by the chief executive. Such amend-
ments align the operating budget with the actual levels of spending that are occurring.

Budget status reports A government’s budget policy should specify the types of 
budget status reports to be prepared and their frequency. Governments prepare interim 
financial reports that compare budgeted with actual amounts of revenues and expendi-
tures to date. These reports, now available in real time with web-based financial manage-
ment systems, provide decision makers with an important early warning of impending 
overruns in expenditures or shortfalls in revenues. For governments that 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 administratively feasible, and (3) pricing the 
service at its full cost will not result in users acting in ways that end up to be more costly 
than the revenue raised from the charge. For example, charging full cost for residential 
use of a landfill may increase illegal dumping of trash along roads and in vacant lots. In 
such cases, subsidizing the service with general tax revenues is more efficient than 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—that is, to recover 100 percent of 
their costs.  As a matter of policy, if an activity is unable to adjust its 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.24 

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 all 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 direct and indirect costs—including 
operations, capital outlay, and debt service” of its water, sewer, and parking enterprises.25
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Assigned responsibilities in the budget process A budget 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—either the finance officer 
or, if a separate budget office exists, the budget officer. It should describe in general terms 
the duties of this officer, such as his or her authority to standardize budget documenta-
tion, prepare the budget calendar, and review departmental budget requests for accuracy 
and conformance to budget guidelines. It should also specify who is responsible for 
preparing revenue forecasts and the frequency with which such forecasts should be pre-
pared. Finally, the policy should clearly assign responsibility 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 the 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 granted.

Governments typically prepare revenue manuals that provide extensive 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 directly affect funding of the oper-
ating and capital budgets: stability of tax rates, use of one-time revenue sources, review 
of service charges and fees, and collection of delinquent revenues.

Tax rate stability Local leaders can promote revenue stability through a diversified 
revenue structure. With respect to fluctuations in the property tax rate, a common policy 
among local governments that have discretion in the property tax rate being levied is 
to limit increases in the annual levy to the rate of inflation. Since GO bonds are usually 
repaid with property taxes, local governments often have to increase tax rates to meet 
annual debt service requirements. In those states that require voter approval to issue GO 
bonds, governments look to growth in the tax base for the revenue to repay the bonds 
while holding tax rates constant. Research has found a substitution effect between prop-
erty taxes levied to repay debt and those levied to fund general government operations, 
which suggests that as the property taxes 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 easily 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 earmark 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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Review of service charges and fees As local governments have reduced their 
dependence on the property tax over the past decade, and as both state and local gov-
ernments have scrambled to find new sources of funding, their dependence on service 
charges and fees has significantly increased. However, the tendency has been to review 
and update these levies only in the event of a budgetary crisis precipitated by a shortfall 
in taxes. Characteristically, state legislatures review university tuition rates only when 
other state revenues are tight.

As governments depend more on charges and fees, they must review rates annually and 
adjust them to reflect the cost of service delivery.  A number of governments have formal-
ized this practice into their budget policies. For example, San Luis Obispo’s extensive pol-
icy on user fees classifies the city’s recreational services into three categories based on the 
percentage of cost recovered through the charge: (1) high-range cost recovery activities 
(60–100 percent of cost recovered), (2) midrange cost recovery activities (30–60 percent of 
cost recovered), and (3) low-range cost recovery activities (0–30 percent of cost recov-
ered).26 The policy then lists the recreational programs in each category. Part of the budget 
preparation process includes examining each program for compliance with the fee policy.

Collection of delinquent revenues While a budget policy statement is not the ap-
propriate forum for a full explication of delinquent revenue collection policies, it should 
include the level of performance that the government seeks to achieve. For instance, it 
may prescribe that delinquencies will not exceed 5 percent of the levy for the year and 
provide that, if they do, management will increase the productivity of the unit responsible 
for delinquent accounts receivable.

Budget implementation policies

The budget policy should cover issues pertaining to budget implementation, including 
procedures for transferring money across accounts or funds, interfund borrowing or 
payments, budget impoundments, and assignment of responsibility for expenditures.  
While these are all discussed in more detail in Chapter 9, the following discussion covers 
the more salient issues for inclusion in a budget policy statement.

Transferring money After the council has adopted the budget through an appro-
priation ordinance (or an act at the state level), department heads enter into obligations 
through the approval of contracts and purchase orders that result in the expenditure of 
money once the goods or services have been delivered.  When departments’ spending 
needs change, the manager may authorize the transfer of budget authority from one 
department or fund to another in order to bring the budget into line with the depart-
ments’ actual spending needs. The budget policy should specify the types of budget 
transfers that can be made and the authorization required to make them. The policy of 
Olympia, Washington, is characteristic of those used by local governments:

1. Budget transfers across accounts within a department or agency require only the city 
manager’s authorization.

2. Budget transfers across departments but within the same fund require the city man-
ager’s recommendation and the city council’s approval. Such transfers may be made 
only in the last three months of the fiscal year.

3. Budget transfers across funds (e.g., from the general fund to a capital projects fund) 
require city council approval.27

In addition, legislative approval is almost always required to transfer appropriations 
between capital project funds and sometimes even across accounts within these funds.
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Interfund borrowing and payments A related issue concerns interfund bor-
rowing and interfund payments in lieu of taxes (PILOTs or, alternatively, PILTs). Trans-
fers of these types are usually governed by legislation that requires, for example, an 
enterprise fund to annually make a payment to the general fund for property taxes that 
otherwise would have been received had the service been provided by a private firm. 
In Fort Collins, the water, wastewater, and light and power funds transfer 6 percent of 
their operating revenue each year to the general fund as a PILOT. Occasionally these 
transfers are characterized as returns on investment or as overhead charges assessed to 
the enterprise activity for the indirect costs incurred by the general fund in administer-
ing the activity. 

By contrast, interfund borrowing occurs when a temporary revenue shortfall in one 
fund is offset by a surplus in another. Such borrowing often occurs during the budget 
year as a cash management measure. However, governments also use interfund bor-
rowing to balance operating budgets across fiscal years, as the federal government does 
when it borrows from the Social Security Trust Fund to lessen the deficit.

Impoundments Another issue that should be addressed in a budget policy is im-
poundments. If revenues fail to keep pace with spending or if budgeted expenditures 
are no longer needed, the chief executive should have the authority to impound or 
restrict spending.  At the federal level, the Congressional Budget and Impoundment 
Control Act of 1974 clarified the president’s impoundment authority by creating two 
categories: a deferral, whereby the president recommends delaying spending on a pro-
gram for a period of time, and a recision, whereby the president recommends cancella-
tion of budget authority for a particular program or line item.

While the impoundment authority of governors and the president is often specified 
in statute, local governments may grant this power through a policy statement. Fort 
Collins gives the city manager authority to direct “budget reductions,” but the council 
must be informed. This policy also obviates the issue of an appointed executive acting 
without the express approval of an elected council by providing that “while this admin-
istrative action does not lower the appropriations within a fund, expenditures from the 
fund shall not exceed the amount recommended by the City Manager.”28

Responsibility for expenditures A related issue concerns responsibility for expen-
ditures that exceed appropriations.  An appropriation represents a legal limit on commit-
ments in spending that the executive may incur for the fiscal period. Control is further 
exercised by the budget office through a process of apportioning the appropriation over 
the fiscal year and by the line-item detail provided in the budget document, which 
limits the amount of spending that each department head can incur and implicitly holds 
those with authority to spend money accountable for not exceeding the appropriated 
amounts. Fiscal prudence would suggest that this implicit authority should be formalized 
as part of the budget policy. Such a policy should state that each department or agency 
head is liable for expenditures exceeding those appropriated to the department and is 
responsible for keeping spending within appropriated amounts.

Debt policies

A fourth area typically included in a budget policy concerns debt issuance and adminis-
tration. Provisions addressing these issues specify the maximum long-term debt burden 
the government will incur, the mix of debt with current revenues in financing capital 
improvements, the use of bond proceeds, and the conditions under which short-term 
debt will be issued.
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Long-term debt burden One of the most common provisions in a budget policy 
statement places limits on the amount of debt a government can incur. Such limitations 
are on both the percentage of operating revenue spent for debt service and the amount of 
outstanding direct debt as a percentage of the full value of assessed property.  For example, 
Scottsdale, Arizona’s policy provides for a ceiling on annual debt service of 25 percent of 
general operating revenue; San Luis Obispo limits debt service to 10 percent of general 
fund revenues. State law in Utah limits GO debt to 4 percent of a city’s adjusted taxable 
property value.29 Percentages will vary among governments depending on the composi-
tion of their property tax base and the rate of growth in population. More rapidly growing 
communities that have a larger proportion of residential property set higher limits.

Capital improvement financing San Luis Obispo stipulates that capital improve-
ments will be financed with a maximum of 60 percent debt and a minimum of 40 percent 
current revenues. The benefit of such a policy is the fiscal discipline it imposes on govern-
ments to accumulate enough money—possibly in a building or equipment replacement 
fund—and then to carefully prioritize capital projects before construction begins.

Use of bond proceeds Another common provision in budget policy statements is a 
stipulation on how bond proceeds can be used. For example, San Luis Obispo uses debt 
“only for one-time capital improvement projects and only under the following circum-
stances:

a. When the project’s useful life will exceed the term of the financing.

b. When project revenues or specific resources will be sufficient to service the long-
term debt.”30

Short-term debt A final issue concerns the use of short-term debt. For example, 
governments may limit such debt to bond anticipation notes, or they may allow the 
issuance of notes for a broader range of purposes, such as to meet cash flow needs. Olym-
pia, Washington’s policy states that tax anticipation notes, issued to cover short-term 
cash flow needs, cannot exceed 60 percent of expected appropriations and must mature 
during the current fiscal year.31 Governments that issue short-term debt should carefully 
assess their needs and then develop a policy that protects them from abuse of short-term 
debt without undermining their ability to meet cash flow needs.

Conclusion
Preparation of the executive budget engages department heads in intense and time- 
consuming deliberations over their departments’ activities, their role in the government’s 
overall strategic plan, and the measures being used to assess their progress toward achiev-
ing goals and objectives. Regular updates of revenue forecasts from the budget office 
are a key feature of budget preparation and adoption. The final step in this phase is the 
executive-level hearings, out of which comes the manager’s proposed spending plan for 
the next fiscal year or biennium.

The locus of deliberations then moves to the legislative branch, where the council 
reviews and modifies the proposed spending plan. Most of the legislature’s deliberations 
usually center on the tax-supported as opposed to fee-supported activities found in the 
enterprise funds.

Both the preparation and legislative approval phases are infused with conflict. Conflict, 
the product of opposing needs and goals, is most likely to arise between advocates and 
conservers, the budget office and departments, accuracy and political expediency, bureau-
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cracy and democracy, special interests and collective interests, and public will and public 
welfare. The challenge for the local manager is to create an environment that uses the 
conflict in a constructive manner and to keep budget deliberations on track and focused 
on finding solutions that serve the long-term interests of the community.

A primary tool for managing conflict is a formal statement of budget policies that 
explicitly establish financial standards to guide deliberations. Such policies can be writ-
ten or unwritten, but a formal statement provides a standard of budgetary performance 
that participants have agreed upon and that provides a framework within which both 
the executive and the legislative branches can engage in constructive dialogue through 
the budget cycle.

Notes
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1. What is meant by a balanced budget? Conduct a web search to discover how a “structural 
deficit” differs from the definition of a budget deficit described in the text.

2. Go to the Fort Collins, Colorado, website on budgeting for outcomes (fcgov.com/bfo/index 
.php). Summarize the city’s use of this approach to entrepreneurial budgeting. Evaluate the 
impact of this approach on city departments. 

3. Below is a series of scenarios of common conflicts encountered by chief executives and budget 
offices during budget preparation and legislative adoption. Summarize the appropriate course 
of action that the chief executive should take in each case.
 a. A proposal by a state legislator to increase the sales tax forecast provided by the state  

 comptroller
 b. A proposed 5 percent across-the-board reduction in base funding by the budget office
 c. Submission of the chamber of commerce’s budget request to the city after the deadline and     

 with incomplete information
 d. A department head’s appeal to the executive director of a nonprofit agency to restore a  

 3 percent reduction in base-level funding proposed by the agency’s budget office
 e. A proposal by the chair of the United Way’s board of directors to delay recognition of  

 certain expenditures until the following fiscal year
 f. The inability of the city council to adopt a budget before the deadline mandated by the city’s  

 charter
 g. Complaints from department heads that the budget office requests information that the  

 departments do not collect and cannot obtain within the time allowed by the budget  
 calendar

 h. A request from the university’s Department of Public Administration to add five new faculty  
 lines with a promise to increase federal research funding by 25 percent and improve  
 graduation rates by 15 percent

4. Budget policies provide local governments with a frame of reference for moderating conflict 
during budget preparation, adoption, and implementation. Use the website for the most recent 
budget year for the following local governments to answer the following questions:
 a. For the City of Peachtree, Georgia (peachtree-city.org/DocumentCenterii.asp?FID=11):

(1) The appendix provides an extensive summary of the city’s budget policies. What funds 
does the city include in the operating budget?

(2) What is meant by a baseline funding level and how is it used in the budget process?
(3) Who is responsible for preparing the annual budget?

 b. For the Village of Hanover Park, Illinois (hanoverparkillinois.org/Services/Finance/ 
 AnnualBudget.htm):

(1) The financial policies section of the village’s budget requires what percentage of the 
general fund held as an unreserved fund balance?

(2) What conditions are required for amending the village’s budget?

 c. For Mecklenburg, County, North Carolina (charmeck.org/Departments/County+ 
 Managers+Office/Business+Management/Home.htm):

(1) In the Financial Management Policies section of the operating budget, what procedures 
are used to review and select capital projects?

(2) What is the county’s policy on the lapse of budget authority for year-end encumbrances?

REVIEW QUESTIONS
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5. Using the criteria for operating budget policies discussed on pages 193–201, prepare a set 
of policies on the following topics. You may use language from any of the local governments 
with model statements referenced above, in the sidebar on page 194, or from any other 
organization’s budget policy statement of your choice. 
 a. Budget coverage
 b. Balanced budget
 c. Budget reserves
 d. Procedures for preparing and amending the operating budget
 e. Assignment of responsibility for duties in the budget process

EXCEL EXERCISES
Microsoft Excel is a tool widely used by budget analysts. The following Excel exercises introduce 
readers to the preparation of a departmental budget request and the preparation of revenue 
forecasts. 

1. This Excel exercise requires analyzing the line-item budget for a city’s development department, 
which has responsibility for issuing building permits and inspecting residential and commercial 
construction. This city has a policy goal that development fees will cover operating expenditures 
of this department. The assignment is to develop a budget request for FY 2014–15 for this 
department and to determine whether this department will have sufficient revenues to meet its 
expenditures. Detailed instructions and data for this exercise are available at bookstore.icma 
.org/A_Budgeting_Guide_Teaching_Res_P2310C147.cfm.  

2. This exercise introduces several features in Excel that aid in developing revenue projections 
using trend analysis and a moving average. The first task involves correcting the historical data 
on sales tax collections for inflation. The dataset is actual sales tax collections by month from 
October 1992 through February 2013. The corresponding consumer price index (CPI) for each 
month is provided. The data can be used to evaluate current-year trends as well as to project 
revenue for the next budget year. The assignment is to develop a moving average trend for 
the inflation-adjusted sales tax collections, compute the month-to-month percentage change 
in collections, and graphically display those percentage changes. Detailed instructions and 
data for this exercise are available at bookstore.icma.org/A_Budgeting_Guide_Teaching_Res_
P2310C147.cfm. 

REVIEW QUESTIONS
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The best laid schemes o’ mice an’ men 
Gang aft agley.

– Robert Burns

9
The budget 
cycle: Executive 
implementation

Budgets represent a government’s best estimate of the actions it intends to take 
during the fiscal year and the revenues it expects to receive to finance those ac-

tions. But plans never go exactly as intended, and budgets are no exception.  A major 
taxpayer may file for bankruptcy, reducing the amount of expected tax revenue.  A 
natural disaster or, worse, a terrorist attack may strike the community, throwing the 
budget and the economy that it nurtures into a tailspin. For this reason, budgets con-
tain financial controls, which provide local governments with a series of overlapping 
warning systems that alert managers to impending financial problems and equip them 
with the tools they need to take corrective action.

Financial controls in local government
The last two phases in the budget cycle account for the three distinctive levels of fi-
nancial control: executive implementation, accounting/financial reporting, and auditing 
(Figure 9–1). These three levels of control provide a system of checks and balances on 
the financial integrity of a local government. That there are multiple levels of financial 
control is indicative of its importance to political leaders and managers: local govern-
ments that lose control of their finances quickly find themselves mired in political and 
legal difficulties. 

Executive implementation occurs after a council adopts the budget into law, effec-
tively empowering those with spending responsibility to enter into legal obligations that 
result in the future disbursement of funds, submit purchase requests, and otherwise make 
commitments that will eventually involve the exchange of money for services, materials, 
or other assets. It begins with an interpretation of the appropriation legislation, which can 
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Sources of financial control Key participants Tools of financial control

Budget implementation Budget office • Encumbrance approval
• Position controls
• Apportionment and allotment
• Transfer and reprogramming  

approval
• Budget amendments and 

impoundments
• Budget reserves
• Termination of budget authority

Accounting/financial reporting Accounting unit • Recording transactions
• Creating and closing funds
• Chart of accounts
• Reconciling accounting records with 

budget
• Interim financial reports
• Annual financial report

Auditing Internal and external auditors • Internal controls
• External audit opinion

Figure 9–1 Financial control systems and participants

be complicated by the presence of budget riders—special provisions (often unfunded) 
that are attached to the legislation and that mandate executive actions. The budget office 
takes responsibility for making certain that agencies comply with the law’s provisions. 
Implementation ends with the lapse of budget authority at the end of the fiscal year and 
the closing of all appropriation and revenue accounts. 

While the budget office is mostly concerned with procedural matters in budget 
implementation, the accounting office is responsible for the second level of con-
trol: maintaining records on all transactions unleashed by the budget’s adoption. The 
accounting system records, reconciles, and reports the results of budget transactions 
using uniform procedures that have been approved by the accounting profession.

Finally, financial reporting provides the third level of control. The comptroller’s office, 
working closely with accounting and budgeting, prepares a year-end financial report, 
which summarizes the results of operations to produce a tally of the cumulative effect 
of those transactions on the local government’s financial position for the preceding fiscal 
year. Quite often, the comptroller is located in the accounting unit and reports to the 
chief financial officer.

While these three financial controls complement one another, budgeting and account-
ing in particular have evolved, by and large, independent of one another. Innovations in 
budgeting, including implementation by the executive branch, have evolved in response 
to management innovations that originated in the political environment.  Accounting and 
financial reporting, on the other hand, have evolved in response to accountants’ quest for 
accuracy and comparability in reporting financial results.

Moreover, these three levels of financial control serve different stakeholder groups. 
For example, the audited financial report satisfies the informational needs of investors, 
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bond-rating firms, banks, and other levels of government that provide grants. Budget 
implementation, by contrast, responds to the informational needs of internal users such 
as managers and lawmakers, providing them with assurance that the budget is being 
implemented as intended and monitoring developments in the financial environment 
that might throw the budget out of balance.

This chapter explores in detail the first level of control, implementation of the 
approved budget. (The second and third levels are discussed in the next chapter.) Budget 
implementation is a broad umbrella that entails the following functions:

• Communicating budget information to stakeholders both inside and outside of 
government

• Maintaining budget compliance by monitoring the financial actions of departments 
and agencies

• Altering budget authority during the year to take corrective action if events 
require it

• Putting into place budget policies for times of fiscal crisis, whether precipitated by 
economic circumstances, such as mounting budget deficits, or by noneconomic 
events, such as a natural disaster or a terrorist attack.

Each of these topics is discussed below.

Communicating budget information
Financial accountability is at the heart of democratic governance. Those responsible for 
implementing the budget have an obligation to keep citizens and other stakeholders in-
formed about budget decisions. Nowadays, this is done by posting the operating budget 
(and capital budget, if separate) on the local government’s website. 

The Internet has greatly facilitated the dissemination and accessibility of budget 
information, concurrently simplifying the budget office’s task of updating that infor-
mation as the budget progresses through preparation, adoption, and implementation. 
Typically, the budget is first made available to the public when the manager’s proposed 
budget is presented to council; the next update comes when the council approves the 
final budget. Some local governments update the budget website whenever the budget 
is amended during the year.  The Internet has also enabled local governments to post 
related financial information, such as performance reports and the year-end comprehen-
sive annual financial report.

Publicizing the budget

Not only do internal processes for preparing budgets vary widely among local gov-
ernments but the documents themselves bear no resemblance to each other across 
cities, towns, and counties.1 The budget document is as unique to the government that 
issues it as the process that gave rise to its contents. (On the other hand, as noted in the 
following chapter, the year-end financial reports are highly standardized across state and 
local governments—a result of the accounting profession’s adoption and enforcement of 
rules for recording and reporting accounting information.)

The Government Finance Officers Association (GFOA) has been at the vanguard 
of promoting better budget communication. Since 1984, GFOA has sponsored the 
Distinguished Budget Presentation Awards program,2 inviting states, provinces, and local 
governments to submit their budget documents for evaluation on twenty-seven criteria 
in the areas of
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• The budget as a policy document

• The budget as a financial plan

• The budget as an operations guide

• The budget as a communications device.3

The first category—the budget as a policy document—tacitly acknowledges the central 
role that budgets play in shaping policy choices.  Among the criteria in this category are a 

Effective budget communication
The city or county manager is not only 
the point person on budget deliberations 
but also the primary communicator to the 
community on budget matters. In council- 
manager governments, the manager’s 
voice stands out from all the others for 
its authoritativeness and credibility. How 
does the manager effectively communi-
cate budget matters to the community?

Effective communication begins at 
the outset of the budget process with 
agreed-upon policies to guide delib-
erations (P), insistence on assembling 
accurate information (A), and the timely 
progression of budget deliberations (T)—
PAT for short. An investment in these 
three elements up front facilitates the 
effective communication of the results of 
the budget process.

Policies  Conflict is inherent in the bud-
get process, and tough economic times 
only intensify that conflict. Budget poli-
cies approved by the council provide the 
manager with the formal tools to man-
age any conflict that arises by establish-
ing the boundaries for deliberations on 
the operating budget, revenues, budget 
implementation, and debt. The policies 
should also specify how citizens and 
other stakeholders are to be informed of 
budget decisions.

Accurate information  With all the talk 
about deficits, political spinning and ma-
nipulation of budget information have 
left many citizens skeptical about what 
and who to believe. It is the professional 
manager who provides the key to ensur-
ing the integrity of the information that 
is produced and disseminated through-
out deliberations on the budget. 

When financial crises actually occur, 
they tend to rivet the public’s attention 

on budget deliberations. Will taxes be 
increased? Will employees be furloughed 
or positions eliminated? Will vacancies 
remain unfilled? Will public facilities be 
closed or hours reduced? Recessions 
elevate public angst over the possible 
ramifications, making effective commu-
nication on budget matters especially 
important to citizens’ understanding of 
how these issues are to be resolved.

In such situations, managers are 
best served by providing citizens with an 
accurate estimate of the expected budget 
deficit as early as possible. As budget 
deliberations progress, such an estimate 
will serve the budget office well, elevat-
ing its reputation and reassuring citizens 
about the veracity of its assessments and 
solutions, especially when competing sce-
narios for resolving the deficit are offered. 

Timely progression of deliberations  
The third component of effective commu-
nication is the timely progression of the 
budget process. Ultimate responsibility 
for the timely adoption of an appropria-
tion ordinance rests with the council, and 
it is the manager’s responsibility to submit 
to the council an executive budget that 
can provide a framework for discussion. 
Before this can happen, however, a 
calendar needs to be published that 
identifies the tasks to be completed and 
the deadlines and individuals responsible 
for completing them; department heads 
must have the instructions they need to 
make decisions and prepare their budget 
requests; and the budget office needs to 
provide a update of revenue forecasts. 
Even in the worst economic times, timely 
completion of this complex process 
conveys a message of accountability and 
administrative discipline to citizens.
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statement of the short-term initiatives that shaped the current budget choices, a statement 
of the government’s priorities and of the policy issues it faced as it prepared its current 
budget, and an accounting of the goals and objectives of each department in the juris-
diction as well as a demonstration of their links to the overall goals of that government. 
And because they recognize not only that budgets shape the policies of local govern-
ments but also that budget and financial policies shape budget deliberations, the GFOA 
criteria call for the inclusion of budget and financial policies in the budget document.

The second category—the budget as a financial plan—focuses on the historical role 
of the budget as a tool for financial management. Specifically, budget documents should 
contain a description of the fund structure used to make appropriations in the oper-
ating and capital budgets, a summary of the major revenues and expenditures for all 
operations, a comparison of revenues with expenditures for at least a three-year period 
(last year, current year, and proposed budget year), a description of the major revenue 
sources, and an explanation of the basis for the forecast for the budget period. The 
GFOA guidelines also specify that budgets should provide information on the projected 
changes in the fund balances, detailed information on capital spending (either as part 
of the operating budget or as a separate capital budget), a discussion of the impact of 
capital improvements on the operating budget, and information on debt service and its 
effect on the operating budget.

Criteria for an award in the third category—the budget as an operations guide—
include an organizational chart; information describing the government’s organizational 
units; performance measures at the departmental level; the impact of those measures on 
the goals and objectives of that unit and on the government’s mission; and a summary 
table of personnel or full-time equivalents (FTEs) for the past, current, and proposed 
budget periods.

The final award category focuses on the budget as a medium of communication 
with stakeholders, especially those outside government. The criteria specify that the 
document shows significant trends affecting the budget; the impact of other planning 
processes, such as the strategic plan or a long-range financial plan, on the operating and 
capital budgets; the process for preparing and approving the budget (including a budget 
calendar); and figures such as pie charts and histograms that present important informa-
tion in a user-friendly format.

Applications are reviewed by three anonymous reviewers, usually budget officials in 
jurisdictions of comparable size. Reviewers assign a rating of outstanding, proficient, or 
not proficient to each criterion in the four evaluation areas. For example, one criterion 
states, “The document should include a coherent statement of entity-wide long-term 
financial policies.”4

Budget reviewers rate only the published documentation, not the preparation process 
that produced it or how effectively the information within it is used to make budget 
decisions. The award is valid for only one year, and governments must reapply for it 
annually. Recipients display the one-page citation in their budgets for the following year.  
As noted on the GFOA website, a few governments have received the Distinguished 
Budget Award every year since the program’s inception.

The real value of the GFOA awards program is the attention it brings to improving 
the budget document’s communication value, especially to those outside of government. 
It also provides a forum for identifying innovative practices among budget offices as well 
as among governments with particularly good budget reporting practices. However, the 
absence of an objective evaluation of the preparation process underlying the final doc-
ument means that a government may have a quality document but lack a process that 
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Technological support for budgeting
The complexity of public goods that 
gives rise to the complexity of the budget 
process also creates significant challenges 
for developers of software to support 
budget preparation. In Budgeting 
Technology Solutions, the Government 
Finance Officers Association’s Shayne 
Kavanagh and colleagues have under-
taken the most comprehensive study to 
date documenting the development and 
state of affairs in budgeting technology.1 
The following summarizes their research.

The challenge for software developers 
is that every local government approaches 
budget preparation differently, and the 
unique processes and information needs 
of each make conventional off-the-shelf 
solutions unsatisfactory. This challenge 
grows exponentially as local govern-
ments add such specialized functions as 
measuring, monitoring, and analyzing 
performance indicators, or preparing and 
monitoring the capital budget. Several 
vendors have taken software applications 
developed for the private sector and 
tried to adapt them to the budgeting 
needs of local governments, especially 
larger local governments that have the 
financial capacity and economies of scale 
to justify more versatile applications.

For budget implementation, the 
software commonly used is referred 
to generically as enterprise resource 
planning (ERP) systems. ERP systems 
are integrated financial and personnel 
management systems whose primary 
function is to process day-to-day trans-
actions in such areas as accounting and 
payroll. A key feature of ERP software is 
a consolidated database that serves the 
needs of a number of subsystems.

Because ERP systems are focused on 
transaction processing, budget prepa-
ration and adoption capabilities have 
tended to be underdeveloped in ERP 
solutions. Some of the capabilities that 
are typically lacking include the following: 
• Forecasting: Projecting both 

revenues and expenditures beyond 
the current year

• Collaboration: Allowing multiple 
users access to the same database 
and building a budget database that 

integrates their requests into a meta-
database

• Formulation: Adapting software 
capabilities to the local government’s 
budget workflow so that users can 
evaluate different budget scenarios 
on the basis of assumptions about 
expected revenues, expenditures, 
salaries, employee benefit packages, 
capital decisions, and any other 
factors that could affect budget totals

• Analysis: Analyzing financial and 
nonfinancial data to help users make 
decisions on the optimal allocation of 
resources

• Performance measures: Allowing 
integration of a strategic plan to 
map goals, objectives, outputs, and 
outcomes to monitor and report 
progress

• Publication: Providing information 
in a format that is user-friendly and 
capable of being exported to other 
venues, such as the accounting or 
personnel system as well as a website

Although there are three classes of 
software that local governments use to 
address these needs, there is currently 
no silver bullet, “no particular product 
that commands an overwhelming share 
of the stand-alone budget system 
market.”2

The software used most widely for 
budget preparation is Microsoft Excel, an 
office productivity spreadsheet program 
that can be supplemented with add-on 
capabilities to enhance collaboration 
among users throughout the preparation 
phase. The advantages of Excel add-ons 
include the familiarity of the spreadsheet 
format to users and, not unimportantly, 
the fact that Excel requires minimal tech-
nical support. Excel’s greatest limitation 
is that it was designed for individual use, 
not for the consultative interaction that 
must occur during budget preparation 
and adoption. It has limited drill-down 
capabilities, which are essential aids to 
departments and budget analysts seek-
ing to identify problematic trends. Newer 

continued



 The Budget Cycle: Executive Implementation 215

promotes such desirable features as citizen participation, objective analysis of alternatives, 
and financial controls that ensure budget compliance.

Levels of budget detail

Budget information exists in a hierarchy, and the document that appears on a local 
government’s website generally aggregates that information at the highest level. For 
most users of the budget, this summary information is usually sufficient. The budget 
office typically maintains much more detailed information than what is contained in 
the published document. If trends in spending or revenues begin to deviate significantly 
from what is in the budget, the more detailed information may be useful to the budget 
office for identifying the source of the problem, as well as to the accounting office for 
monitoring costs and identifying errors in coding transactions.

The important point is that “the budget” is in fact a compilation of increasingly 
more detailed line items, each of which has its own account number and is monitored 

versions of Excel have greatly expanded 
its data management capacity, and the 
software has been modified to allow 
some drill-down capabilities. But there 
will always be the problem of keeping 
multiple spreadsheets linked so that the 
information they contain can be rolled 
up into a single file.

A second class of software packages 
that holds potential for application in 
local government is called corporate 
performance management (CPM). This 
software merges data available from the 
ERP systems that support the accounting 
and personnel areas with state-of-the-art 
analytical and reporting capabilities. CPM 
uses an underlying technology called on-
line analytical processing (OLAP); OLAP 
organizes data into multidimensional 
cubes, allowing users to manipulate data 
into various “what-if” scenarios—an 
activity that is well suited for applications 
during budget preparation and adoption.

Whereas Excel and ERP applications 
emphasize records management—the 
user’s ability to enter data efficiently 
by case and then edit, insert, or delete 
information on each case quickly and 
accurately—CPM gives the user the 
additional capability to manipulate 
blocks of those data in ways that the 
user specifies, such as by area of the 
city, types of services provided, fund, 

department, or any combination that the 
user chooses. Because of the way CPM 
organizes data, it can drill down into var-
ious databases—budget (operating and 
capital), accounting, personnel, payroll, 
and performance—to identify trends. In 
sum, CPM offers many of the capabilities 
that budget users want from informa-
tion technology. Its primary limitation 
appears to be its relative newness in 
government and the up-front investment 
that is required in designing the archi-
tecture to serve the specific needs of the 
local government.

The third group of software solutions 
for budgeting is relational systems. 
These systems build on the ERP suite 
for accounting and payroll processing 
to include budgeting capabilities. In so 
doing, they integrate databases from 
other ERP applications, particularly 
accounting and the chart-of-accounts 
structure. However, they do not easily in-
tegrate databases outside the ERP suite, 
such as performance measures (goals, 
objectives, outputs, outcomes), and they 
lack the analytical, data exploration, and 
reporting capabilities of CPM systems. 
The long-term value of relational sys-
tems depends on further advances in 
their software design and particularly on 
whether their limitations in manipulating 
data can be overcome.

1 Shayne Kavanagh et al., Budgeting Technology Solutions (Chicago: Government Finance 
Officers Association, 2006), gfoa.org/downloads/BudgetTechnologyReport.pdf. 

2 Ibid., 6.
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throughout implementation.  As discussed in the accompanying sidebar, web-based 
budget systems break down the summary information, usually in a line-item format, 
enabling users to drill down to increasingly more precise levels of detail. The details 
enable the budget office and departments to know how much of each type of spending 
has been authorized and to track that spending throughout the fiscal year. They also 
help departments prepare more accurate budget requests in subsequent years.

Maintaining budget compliance
The myriad and seemingly duplicative financial controls imposed on government serve 
the distinctive information needs of multiple stakeholders with varying expectations for 
financial accountability. For example, lawmakers typically authorize appropriations using 
line items (a control measure) and require a report at the end of the fiscal year showing 
how actual spending compares with the amount approved in the budget. However, this 
information is of less interest to investors in municipal bonds and their representatives 
in the bond-rating firms, who instead want to know how successful the government has 
been over time in keeping its total expenditures within available revenues and in how 
frequently the budget is amended during the fiscal year.

Meanwhile, managers are concerned that expenditures do not exceed the limits set by 
appropriations and that revenue collections keep pace with budget expectations. The interim 
financial report, usually available online in larger governments and continuously updated by 
the accounting office, allows managers to monitor progress toward meeting these objectives.

Council approval of the budget takes the form of one or more appropriation ordi-
nances.  An appropriation does not grant money; rather, it grants budget authority—
authorization for administrators to enter into binding agreements, such as contracts and 
purchase orders (POs), that will necessitate the future disbursement of funds once the 
goods or services are delivered. Managers who incur financial obligations greater than 
the amount authorized by the appropriation are liable for such excesses unless the bud-
get is amended or other alterations to budget authority are made.

Implementation involves fine-tuning the financial plan to fit reality while not 
negating the intent of the council. In performing this function, the budget office wields 
considerable influence. Largely as a result of adaptations required by past experience, a 
number of tools, listed in Figure 9–2, have been developed to aid the budget office in 
this politically sensitive but fiscally critical task.

Encumbrances

A distinguishing feature of government finance is its use of encumbrances (or “obligations” 
at the federal level).  An encumbrance occurs when a request for the purchase of goods or 
services is approved and forwarded to an outside vendor.  As a sort of pending expenditure, 
an encumbrance reduces the amount of budget authority available for other expenditures.

Encumbrances link budget authority with the purchasing and accounting systems.  
A department originates the request by completing a purchase requisition, an online 
form that includes a description of the item or service to be provided; this requisition 
must be authorized by the purchasing department, which, with enterprise resource 
planning (ERP) systems, can verify the availability of budget authority and enter the 
requisition into the accounting records in one step.5 Although the rules vary by gov-
ernment, typically a purchasing department requires two or three bids from potential 
vendors; requisitions for less costly items, however, may often require only a single bid 
from a preapproved vendor. (In some cases, less costly items may be purchased on a 
government-issued credit card, and no requisition is submitted.) The requisition lists the 
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vendors from whom bids have been received.
Once approved by purchasing, the requisition goes to the budget office for veri-

fication that sufficient budget authority is available in the agency’s appropriation and 
that the purchase is consistent with legislative intent. It next goes to accounting, where 
it becomes a PO and the estimated cost of the purchase is encumbered, or set aside, 
pending delivery of the good or service. The PO is then forwarded to the vendor, who 
is now authorized to deliver the item or service.

In an accounting sense, an encumbrance represents a contingent liability: the gov-
ernment’s liability for payment is contingent upon delivery of the goods or services 
described on the PO.  An encumbrance is a temporary account, so that once the item is 
delivered, the encumbrance entry is removed from the accounting records and changed 
to an expenditure. (This process is explained more fully in Chapter 10.)

POs that are outstanding at the end of the fiscal year present a complication. That is 
when appropriation authority lapses (unless it has been granted for a longer period of 
time), and if the item has not yet been delivered, the agency placing the PO no longer 
has legal budget authority to pay the vendor. This situation is usually handled by estab-
lishing a reserve account that sets aside a portion of the fund balance for outstanding 
encumbrances. The appropriation approved by the council for the following fiscal year 
includes sufficient funding for these outstanding orders, thus renewing the department’s 
authority to pay the vendors once the orders are fulfilled.

Position controls

The appropriation ordinance approved by the council may stipulate the number and 
level of positions authorized for each department and program. Such details are most 
likely to be found in local governments where personnel expenditures can represent 
as much as 80 percent of the costs for general operations, although the percentage is 
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usually less. More common is the inclusion of FTE positions in the budget document, 
which provides a better comparison across departments, especially those that rely heavily 
on part-time employees. The budget office will be responsible for approving new hires 
as well as for reclassifying existing positions.

Here the budget links with the human resource information system so that a manager 
who seeks to hire a new employee can verify that sufficient budget authority exists in the 
account(s) being charged for the position and that the action does not violate the council’s 
intent. Given the long-term budget implications of a newly created or a reclassified position, 
the budget office carefully scrutinizes any requests for staffing changes. In smaller govern-
ments, the council or commission will have considered such requests as part of its budget 
deliberations and included sufficient funding in the budget should the requests be approved.

When a position becomes vacant, salary savings accumulate until it is filled. The bud-
get office monitors salary savings closely and often includes an estimate of the aggregate 
level of savings in the proposed budget. In governments with high employee turnover 
rates, or during favorable economic times when salaries and job opportunities are plen-
tiful, salary savings may become quite substantial.  As a general rule, governments should 
treat salary savings as funds available for reappropriation rather than risk spending them 
before they materialize.

Apportionment and allotment

Among the oldest forms of budget control are apportionment and allotment.  Although 
some confusion exists in the literature on their definitions, according to the U.S. Gov-
ernment Accountability Office (GAO), apportionment divides appropriations into spe-
cific time periods, usually quarters, or among projects or activities.6 The appropriation 
is not necessarily divided into four equal amounts; rather, it reflects the unique schedule 
of each agency.  The practice is designed to prevent the premature depletion of budget 
authority by agencies.

Allotment, on the other hand, involves the distribution of budget authority among 
units of the agency.  Whereas the appropriation is for a department, such as a department 
of health, the department will allot budget authority for its appropriation to its various 
programs, regional offices, and other units in accordance with its internal budget plan. 
Allotting budget authority is a common practice for subdividing appropriation authority.

Lapse of budget authority

Included in the ordinance approving an appropriation is language stating that the au-
thority to enter into obligations terminates on the last day of the fiscal year (or biennium 
if authority is given for two years).  All unencumbered account balances then revert to 
the general fund and become part of the fund balance available for reappropriation in 
the subsequent fiscal year.

As it precludes departments from accumulating large unencumbered balances to be 
carried over year after year, the lapse in budget authority compels managers to encum-
ber the full amount of budget authority they have been given for the fiscal year. It also 
compels department heads and managers to spend expeditiously the funds that have been 
appropriated for the purposes intended by lawmakers and to do so during the time period 
specified. In other words, the appropriation becomes a mandate for the department to 
provide a particular level of service during the fiscal year—not more and not less.

One of the adverse consequences of the lapse in budget authority is the rush to com-
mit funds at the end of the fiscal year—a phenomenon often lampooned in the media. 
In fact, year-end spending may be quite responsible, especially if managers delay making 
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commitments as a way to hold back funds for contingencies or as a strategy for finding 
the best bargain for their purchases.  Although the practice continues, apportionment 
of budget authority reduces this behavior, as does the continuous updating of financial 
reports and their online availability.

Altering budget authority
The previous section described the more common tools used in budget implementation 
as the first line of defense for maintaining financial control. The second line of defense 
is taking corrective action once a problem has been identified. The more quickly such 
action can be taken, the more options a manager has and the less the potential damage 
to government operations.

Local governments can take corrective action by altering budget authority, if need be, 
after the fiscal year has begun. One way this can be done is by transferring budget authority 
(appropriations) across departments or among the eleven types of funds identified in Chap-
ter 8.  Another way is by amending a department’s budget authority during the fiscal year. 
For example, the cost of a repair or of a large piece of equipment may exceed the estimate 
made for the original budget, in which case the department would seek an amendment to 
increase its budget authority so it could acquire the equipment or make the repair.  A third 
way is for the council or, in some cases, the manager to tap budget reserves for purposes 
sanctioned by the legislation creating the reserves. Some of these tools require only the 
department head’s approval; others require approval of the budget office; and still others 
require the recommendation of the manager and final approval of the council.

Budget transfers
The budget office holds a pivotal role in monitoring the movement of appropriations. 
One common approach that local governments use to realign the approved budget with 
actual revenues and expenditures is to shift budget authority between departments or 
the funds used to track transactions.  At the local level, the manager’s discretion to make 
interdepartmental transfers of budget authority is typically specified in the charter or in 
an ordinance of the council. Some managers may enjoy latitude in making such trans-
fers; however, their doing so is rare.

The GAO distinguishes between budget transfers and reprogramming.7  Transfers 
involve moving funds from one budget account to another. Reprogramming refers to 
moving funding within a budget account from one line item to another.

The more common type of transfer reimburses one department or fund for services 
provided or materials used. For example, if the inventory for office supplies is main-
tained as an internal service fund, requests from departments for supplies will require 
an interdepartmental (and interfund) transfer of resources. Initiation of such a transfer 
occurs when the requesting department prepares an interdepartmental order, which 
typically requires the approval of only the department head placing the order.

Transfers that are not reimbursements may occur as a result of changing priorities 
or unexpected needs. For example, the city manager may have a discretionary account 
from which to shift budget authority to a department that has incurred unexpected 
salary expenditures, such as for overtime. Transfers of this type are more likely to be 
subject to council oversight, or at least to the expectation that the manager will notify 
the council whenever they are made.

Managers also have the authority to move appropriated funds within a depart-
ment or, more likely, to reprogram funds—that is, to move them from one line item to 
another within a department. Reprograms are more common than interdepartmental 



220 The Budget Cycle: Executive Implementation

transfers, but both tools provide administrators with much needed discretion to respond 
to changing conditions and expectations. For a large local government, such actions may 
occur hundreds or even thousands of times during the fiscal year.  While most transfers 
involve relatively small amounts of funds, the budget office reviews every transfer for 
compliance with policy and statutory specifications.

Impounded budget authority

At the federal level, the president, working with the Office of Management and Budget 
(OMB), may order part of an agency’s appropriation to be impounded, making it tem-
porarily unavailable for use.  At the local level, the question may emerge as to whether 
the manager can impose budget reductions during the fiscal year. Generally, reductions 
in spending are precipitated by an unexpected drop in revenues, and in order to maintain 
a balanced budget, quick action is required. The manager may take impoundment-like 
action by imposing a spending freeze—leaving unfilled all but the most essential vacan-
cies, delaying large purchases, restricting travel, or taking other measures to bring about a 
rapid reduction in spending. For the appointed local manager, the decision to impound an 
appropriation or to freeze spending is less volatile than it is for an elected chief executive: 
regardless of the manager’s authority under law, the council will be kept informed and, 
where required by law, involved in making budget adjustments as conditions warrant.

Budget amendments
If the required budget correction is of sufficient magnitude, the council may amend the 
original budget to redirect existing budget authority, increase total budget authority, or 
reduce that authority. Budget amendments usually follow the same deliberative process 
used in the regular budget cycle: the manager first proposes a package of amendments, 
the council’s appropriate committee holds hearings and marks up the legislation, and 
the full council then considers and acts upon the proposal.

Too many budget amendments may raise concerns among bond raters and other exter-
nal stakeholders with a financial interest in the local government. The rule of thumb is that 
three amendments during the fiscal year—one at the midpoint, one at the end of the fiscal 
year to resolve all lingering budget issues, and another as a contingency should a major 
event alter the local economy—will raise no alarms. More than three becomes a “canary 
in the mine,” alerting stakeholders that a serious defect may exist in budget preparation 
and possibly in implementation.  Amending the budget more than five times in a fiscal year 
suggests (1) poor budget forecasting procedures, (2) inadequate controls on expenditures, or 
(3) unsatisfactory technological support for budget and financial management services.

In some cases, such as in the State of Georgia, the legislature routinely adopts a mid-
year budget amendment, to which all spending increases for the fiscal year are deferred 
and funded, depending on the growth in revenues.8 Budget amendments may also occur 
with a change in leadership, such as the appointment of a new city manager early in the 
budget year. The new executive may want to redirect certain spending priorities as part 
of a new leadership philosophy.

Supplemental appropriation
A supplemental appropriation, which is found most often at the federal level, provides 
additional budget authority to a department or program during the current fiscal year 
for an unexpected event, such as natural disaster relief administered by the Federal 
Emergency Management Agency. It may also be made because the legislature appropri-
ated enough budget authority for only part of the year and wants an agency to return 
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midyear for additional budget authority—possibly as a compromise 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.9 The term has found its way into 
local and state budgeting, too, although most uses are better characterized as impound-
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 legislation 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 budget authority to the various federal 
agencies. Sequestration kicks in if the sum of these appropriations exceeds the target 
level. Sequestration involves across-the-board cuts to federal programs and is propor-
tionately divided between defense and domestic programs; entitlement 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 rather than impose across-the-board cuts—until 2013, when 
for the first time 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 stabilization fund or rainy day fund), which has been pre-
viously set aside for contingencies. In most cases, tapping local budget reserves requires an 
appropriation by the council. The local government should have in its budget policy a provi-
sion on the creation and use of reserves and the conditions 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 maintain, whether a separate fund is needed, and under what circumstances 
the reserve should be tapped.

Purpose of reserves One reason that local governments establish budget reserves 
is to create a cushion against the vagaries of the economy.  As local governments have 
increased their dependence on such revenue sources as sales and excise taxes, their bud-
gets have become more vulnerable to economic cycles—particularly 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-rating 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 certainly suffer a lower bond rating 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 until the following 
January 1, the government will need cash reserves to cover that six-month lag. If it 
does not have the cash reserves, it must borrow money in anticipation of the payment 
of current taxes (using so-called tax anticipation 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 government operations.

Allocation, sources, and size of reserves In his discussion of budget reserves, 
public finance expert Ian J.  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.10 State governments in 
particular dedicate year-end surpluses for their budget stabilization 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 expenditures.11 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 
level of budget expenditures.

Location of reserves Lawmakers must decide whether to retain reserves in a sep-
arate fund or as an account within an existing fund. The preference among states is to 
create a separate budget stabilization fund because its purpose can be explicitly defined 
in law and the procedures for using its financial resources clearly dictated.

One disadvantage of a separate fund is the attention it attracts, especially from the 
media. It is difficult for lawmakers to explain why a government will ask taxpayers to 

Budget reserve accounts in Dallas, Texas
In its financial management policies, 
the City of Dallas, Texas, specifies five 
reserve accounts that it will maintain.

The Contingency Reserve provides 
for unanticipated needs that emerge 
during the year, such as a new health or 
public safety need, revenue shortfalls, 
or opportunities for cost savings. This 
reserve is maintained at a level ranging 
from 0.5 percent to 1 percent of the 
general fund budget.

The second line of defense is an 
Emergency Reserve, tapped after the 
Contingency Reserve has been deplet-
ed and used for more extraordinary 
events, such as a disaster or an unex-
pected liability created by the federal or 

state government. The Emergency and 
Contingency Reserves together must be 
maintained at a level of at least 5 percent 
of the General Fund operating expen-
ditures.

The city’s policy calls for three other 
reserves for more specialized purposes: 
The Risk Reserve covers the city’s de-
ductible expense for insured losses. The 
General Fund maintains a liability account 
that provides a reserve for covering 
legal claims against the city. The Landfill 
Closure/Post-Closure Reserve exists to 
collect funds for the anticipated cost of 
complying with state and federal require-
ments to maintain landfills in perpetuity 
following their closure.

Source: City of Dallas, Annual Budget for Fiscal Year 2012–2013 (September 2012), 552–556, 
dallascityhall.com/Budget/adopted_1213/FY13-AdoptedBudgetBook.pdf.
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approve a tax rate increase when it has accumulated two or three months’ worth of 
operating expenditures in reserves. The preference among local governments would 
appear to be setting up separate accounts within existing funds for various contingen-
cies. This keeps the number of funds to a minimum and reduces the visibility of reserves 
while providing adequate safeguards on the proper use of the resources.

Interfund loans

In certain cases, the manager may recommend that council approve an interfund loan—
the transfer of money from one fund to another with the stipulation that the transfer 
be repaid at an agreed-upon future time and possibly even at an agreed-upon rate of 
interest. Particularly problematic are transfers involving state and federal grants: local 
governments must give particular attention to statutory as well as grant guidelines when 
transferring balances from these revenue sources.

Budgeting in times of fiscal crisis
Prudent leaders in local government know that a balanced budget is a moving target. 
Sometimes budget plans go awry, even when a local government has vigilantly pursued 
all the right financial management practices. Economies go through cycles brought on 
by recessions, inflation, or overexpansion. They also go through sectoral shifts brought 
on by changes in technology, economic development, and competition from domestic 
and international sources. Then there are the imponderables: natural disasters, epidemics, 
weather events, and acts of terror.

As noted in the sidebar on page 212, a fiscal crisis complicates the manager’s task of 
preparing and keeping a balanced budget, and a prolonged recession makes that task 
even harder. With each budget cycle, the options for reconciling available revenues with 
expenditures become more politically painful. The key to effectively managing a budget 
in such conditions is to assess the magnitude of the deficit early and to take preemptive 
action that keeps spending in check. The more quickly a manager gets ahead of a budget 
crisis, the more options the manager will have to ride out the crisis.

The model used by scholars in emergency management to describe the cycle of a 
disaster provides a useful framework for understanding budget crises. In a sense, bud-
get crises are a type of disaster (Figure 9–3). There is a response followed by a recovery 
phase, both of which occur within the context of mitigation—policies designed to 
reduce the adverse effects of the disaster. (Emergency managers also add a fourth phase, 
preparation, which for present purposes is merged with mitigation.)

One of the more common measures managers take to mitigate unforeseen events, 
as noted earlier in the chapter, is the creation of budget reserves or rainy day funds. 
Another is the use of long-term forecasts that project revenue and expenditure trends 
for up to five years into the future.  These forecasts, updated annually, provide early 
warnings of impending gaps and give managers an opportunity to take corrective 
actions to mitigate adverse trends. Developing a strategic plan and targeting economic 
development initiatives to that plan is yet a third way for managers to mitigate the 
effects of fiscal crises. Finally, a manager may opt to introduce more market-like proce-
dures, such as budgeting for outcomes, into budget deliberations.

Once a crisis develops—a recession, the loss of a major employer, or a more pro-
longed sectoral shift—the response phase begins. Initially, revenues drop more quickly—
and thus become less—than expenditures, creating a response gap (Figure 9–3). Because 
local governments must maintain a balanced budget, they must close the gap through 
reduced spending, increased revenues, or both. The more quickly they respond to the 
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crisis, the more likely they can avert a serious response gap, at least in the short term.
The experience of cities and counties during the Great Recession of 2007–09 shows 

a wide divergence in response gaps. Because the recession was driven by a collapse in 
housing prices that began in 2006, the effect on local budgets varied, depending on the 
local government’s dependence on the property tax; its dependence on state and federal 
aid, both of which have declined in relative importance; and the level of overvaluation 
of housing prices prior to the collapse. 

The effects of recessions also vary in terms of how quickly local revenues respond—
that is, the lag effect.  A 2012 study of the nation’s 109 largest central cities found that 
property tax revenues lag behind changes in housing prices by three years and behind 
changes in local personal incomes by two years.12 In other words, it takes three years 
for the full effect of a drop in housing prices to show up in property tax revenue and 
another year for the tax revenue to recover.  As a result of the Great Recession, there was 
a significant uptick in the number of cities filing for Chapter 9 bankruptcy protection 
or otherwise seeking state protection from defaulting on their debts. Every recession is 
different, and every local budget will respond differently to a recession. But Figure 9–3 
suggests one general rule: the deeper and more protracted the response gap, the longer 
until a recovery begins and the less robust that recovery gap will be.

As the recovery continues, expenditures may return to precrisis levels or even ratchet 
higher, generating funding for delayed maintenance (street, bridge, or building repairs) 
and new capital projects.  As is the case with most other budgeting relationships, the 
interplay between revenues and expenditures throughout the response and recovery 
cycles is unique to every community and depends on that community’s economic, 
political, and managerial characteristics.

While politically a response gap may be explained by too many expenditures com-
pared with revenues, it is really a much more complex interplay between the revenue 
and expenditure streams. The rate at which the response gap develops depends on the 
differences in elasticities between the two streams. The more elastic—or sensitive—the 
revenue stream is to changes in the economy, the faster the response gap develops and 
the wider it will probably be. Local governments with less sensitive revenue streams will 
experience less of a budget crisis as a result of economic changes. For a manager, the 
challenge is to estimate accurately the relationship between these two streams for the 
jurisdiction—a part of the mitigation phase. Understanding the revenue-expenditure 

Mitigation environment

Response gap

Recovery gap

Revenues

Expenditures

Figure 9–3 The life cycle of a budget crisis 
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interplay and having tools available for mitigating the response gap are keys to effec-
tively managing that gap.

Noted public administration scholar Charles Levine developed one of the more use-
ful typologies for how local governments deal with fiscal crises.13 He segmented budget 
crises by their duration (short term versus long term) and intensity (low versus high).  A 
short-term crisis of low intensity is a budget crunch. A long-term crisis of high intensity 
is a budget crush. Building on Levine’s typology, Figure 9–4 displays the progression of 
actions that a local government may take as it rides out the crisis. This figure provides a 
dynamic profile of the strategies—reducing expenditures and increasing revenues—that 
local governments use to deal with budget crises.

Initially, managers look to expenditure reductions to realign revenues with expen-
ditures.  Actions that reduce spending innocuously (at least for the short term) include 
reducing or eliminating overtime, making productivity improvements, imposing a hiring 
or spending freeze, and delaying maintenance or capital expenditures. Revenue initia-
tives may include raising fees, particularly for activities in the general fund that receive 
a tax subsidy, such as recreation; tapping budget reserves; or, more proactively, increasing 
selected excise taxes.

If the crisis continues or worsens, the options for closing the response gap become 
fewer and more painful: increasing taxes, reducing salaries, reducing the workforce, and 
closing facilities. The local government may seek relief from the state, if such assistance 
exists.  Alternatively, it may seek approval for interfund borrowing or acquiring debt, par-
ticularly if the budget crisis was caused by a natural disaster or terrorist attack. Chances 
are that the bond-rating agencies have already reevaluated the local government’s credit-
worthiness and may have decided to downgrade the bond rating if long-term prospects 
for resolving the crisis appear dim. If the rating falls below investment grade (less than 
Baa for Moody’s and BBB for Standard and Poor’s), it will be impossible for the local 

• Close 
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• Seek approval 
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loans

• Impose layoffs
• Reduce salaries

• Downgrade bond 
rating
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major taxes

• Seek state bailout
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• Improve productivity
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Expenditure responses

Revenue responses
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Figure 9–4 Strategies for responding to a budget crisis 
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government to borrow money in the open market. Should that occur, the local govern-
ment may work out a long-term loan with a major bank or with the state if legislation 
allows for such relief.

The ultimate recourse for a local government is to file for bankruptcy. Chapter 9 of 
the U.S. Bankruptcy Code provides the statutory basis for local governments to petition 
the federal bankruptcy court to reschedule payment of their debts, including munici-
pal bonds, accounts payable, and even salaries payable.  Although rarely used, Chapter 9 
provides a last-resort measure of relief for local governments. For example, following 
a major loss of its investment portfolio in 1994, Orange County, California, filed for 
Chapter 9 protection while it worked out repayment agreements with its creditors. 
Chapter 9 does not allow liquidation of a local government’s assets or the dissolution of 
the local government. However, those options may be possible under state law, depend-
ing on the state.

While budget professionals have given considerable attention to strategies for dealing 
with the response gap, they have given much less attention to dealing with the recovery 
gap (Figure 9–3).  Again, as the local economy rebounds from the crisis—and especially 
if it has a highly elastic revenue stream—revenues flow into local coffers at rates that 
typically exceed the resumption of expenditures, resulting in a budget surplus.  A few 
strategies have emerged for dealing with this surplus—diverting revenues to the rainy 
day fund, giving taxpayers dividends, accelerating debt repayment—but much more 
attention needs to be given to this situation. Budget surpluses inevitably give rise to calls 
for tax rate reductions, tax refunds, and other revenue-reducing measures. Depending 
on the community and its vulnerability to crisis, a more prudent use of the recovery gap 
may be to invest in actions that mitigate the effects of future crises, such as diversifying 
the tax base through strategically targeted tax incentives.

Conclusion
Executive implementation of the approved budget is the first of three pillars of financial 
control. The first task in implementing the budget is to communicate budget infor-
mation to stakeholders, such as citizens, creditors, and state and federal grantors. Most 
local governments now use their websites to post and update their operating and capital 
budgets. Budget information is organized in a hierarchy of increasing detail, with highly 
detailed line items at the lowest level.

Budget implementation is a two-sided coin: on one side are procedures designed to 
maintain budget compliance; on the other are procedures and policies designed to alter 
the budget as circumstances warrant.  To maintain budget compliance, nearly all govern-
ments use encumbrances. Budget offices also approve the creation of new positions or 
the reclassification of existing positions as part of the budget control process. Two of the 
oldest controls are apportionment and allotment. Finally, councils grant budget author-
ity for a fixed period of time, whether the fiscal year or the biennium. When that period 
ends, budget authority lapses, and any unused funds are no longer available for spending.

Budget authority can be altered to realign the budget with the actual amount of rev-
enues coming in and expenditures flowing out. Budget offices review and approve the 
transfer of budget authority across accounts and even agencies.  As a result of changes in 
economic or political conditions, the council’s budget may be amended during the fiscal 
year, or the chief executive may impound (freeze) budget authority in order to avert 
a year-end deficit. Budget reserves are maintained as short-term solutions for meeting 
contingencies.



 The Budget Cycle: Executive Implementation 227

 1  Justin Marlowe, “The Budget as a Communication 
Tool,” IQ Report 37, no. 4 (2005).

 2  Government Finance Officers Association (GFOA), 
Distinguished Budget Presentation Award Program, 
Electronic Vote Page (Chicago: GFOA, 2012).

 3  Ibid.

 4  GFOA, Distinguished Budget Presentation Award 
Program,  Awards Criteria (Chicago: GFOA, 2012), 1.

 5 Shayne C. Kavanagh and Rowan A. Miranda, 
Technologies for Government Transformation, ERP 
Systems and Beyond (Chicago: GFOA, 2005).

 6  U.S. Government Accountability Office (GAO), 
A Glossary of Terms Used in the Federal Budget 
Process, GAO-05-743SP (Washington, D.C.: GAO, 
September 2005), 12.

 7  Ibid., 85, 95–96.

 8  Thomas P. Lauth, “Mid-Year Appropriations in 
Georgia:  Allocating the ‘Surplus,’” International Journal 
of Public Administration 11, no. 5 (1988): 531–550.

 9  Philip G. Joyce, The Costs of Budgetary Uncertainty: 
Analyzing the Impact of Late Appropriations (Washington, 
D.C.: IBM Center for the Business of Government, 
2012), 18.

10  Ian J.  Allan, “Unreserved Fund Balance and Local 
Government Finance,” Research Bulletin (GFOA), 
(November 1990): 4.

11  Ibid., 5–6.

12  Howard Chernick, Adam H. Langley, and Andrew 
Reschovsky, “Central City Revenues after the Great 
Recession,” Land Lines (July 2012): 1–6.

13  Charles H. Levine, “Police Management in the 1980s: 
From Decrementalism to Strategic Thinking,” Public 
Administration Review 45 (November 1985): 695.

The onset of a budget crisis precipitates a response gap, as revenues fall more quickly 
than expenditures. Local governments can use a number of measures to mitigate a 
short-term gap and return the budget to balance, but if the crisis continues and intensi-
fies, the options for restoring budget balance become politically more difficult. 

Notes
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Figure 9–2 provides a summary of the budget control measures commonly used by government and 
nonprofit organizations. For each of the following scenarios, identify the appropriate control measure 
that has been activated. In some cases, more than one control may come into play.

 1.  The parks and recreation department prepares a purchase requisition to lease tents and crowd 
control equipment for the annual Arts & Jazz Festival.

 2.  Purchasing and Payment Services approves the parks and recreation department’s purchase 
requisition and issues it to the vendor.

 3.  The fiscal year ends and remaining balances in all accounts in the general fund are transferred to 
the fund balance.

 4.  A department head requests that budget authority be moved from travel to office supplies 
within the department’s maintenance and operations (M&O) budget.

 5.  The director of FEMA submits a request to Congress (via the Office of Management and Budget) 
for additional budget authority for FY 2013 for post-disaster response and recovery costs.

 6.  The board of directors for the Leukemia Society approves adding a new office manager position.

 7.  The assistant city manager requests that salary savings for the department be reallocated to hire 
an MPA intern in the budget office for the summer.

 8.  At the start of the fiscal year, the budget office issues a policy statement limiting departments to 
encumbering no more than 10 percent of their budget within the last 60 days of the fiscal year.

 9.  The city council creates a Landfill Closure Fund.

10.  The City of Bliss is unable to meet its payroll or pay its creditors. Its bond rating has already been 
lowered, and it cannot issue bonds or borrow money from a bank.

11.  During budget deliberations, a nonprofit’s governing board approves drawing on reserves to 
cover an unexpected shortfall in state and federal grants.

12.  The mayor freezes all new hiring midyear in order to reduce spending as a result of a strike by 
union workers at the local auto assembly plant.

13.  A university establishes a reserve to cover an expected shortfall in season ticket sales for 
football, men’s and women’s basketball, baseball, and softball.

14.  The manager requests permission from the county commissioners to tap budget reserves for the 
emergency services department to cover the unexpected cost of debris removal after a spring 
flood. 

REVIEW QUESTIONS
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15.  The treasurer for the City of Bliss draws on cash balances to cover a midyear cash flow deficit.

16.  At the beginning of the fiscal year, the director of the public health department distributes M&O 
funding among the department’s eight divisions.

17.  The governor’s office reimburses the state police for the extra security required at the 
inauguration of the new governor.

18.  The Upper Brazos River District establishes a new account to cover pending litigation involving 
claims for damage caused by spillway leakage.

19.  The city manager submits a request to council to correct the appropriation for the purchase of a 
new street sweeper. Original estimate: $350,000; actual cost: $425,000.

EXCEL EXERCISE
Microsoft Excel is a tool widely used by budget analysts. The following Excel exercise introduces 
readers to monitoring budget compliance through executive implementation.

3. Once the operating budget is approved, the focus is on budget implementation. One of the 
most important tasks in this third phase of the budget cycle is monitoring actual revenues and 
expenditures with the purpose of anticipating unfavorable trends. For this Excel exercise, the 
analysis returns to the line-item budget for a city’s development department. The exercise 
involves projecting year-end expenditures (1) for each line item, (2) for total departmental 
expenditures, and (3) for each revenue source, and then comparing trends in actual expenditures 
and revenues with the totals in the adopted budget. Using these projections, not only can 
comparisons be made to the adopted and revised budgets, but projected revenues can be 
compared to projected expenditures to evaluate the potential impact on fund balance. Data 
for this exercise are available at bookstore.icma.org/A_Budgeting_Guide_Teaching_Res_
P2310C147.cfm.    

REVIEW QUESTIONS
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But what is government itself, but the greatest  
of all reflections on human nature? If men were angels,  
no government would be necessary. If angels were to 

govern men, neither external nor internal controls  
on government would be necessary.

– James Madison

The budget cycle: 
Accounting and 
auditing

10

Chapter 9 introduced the three interdependent levels of financial control—executive 
implementation, accounting, and auditing—and Figure 9–1 summarized the tools 

commonly used by each. Chapter 9 also discussed the first of these three levels in depth. 
This chapter explores the second and third.

The accounting system provides the information needed for making corrections 
to the budget during the year if revenues are lower than anticipated or unforeseen 
costs push spending beyond what was planned. It is organized around departments and 
programs so that responsibility for budget decisions can be established, and it includes 
line items showing in detail the amount of budget authority authorized for specific 
purposes.

The comptroller’s office or chief accountant, working closely with the budget office, 
prepares periodic financial reports that summarize the accounting information, disclose 
the results of operations to that point in the fiscal year, and give those with oversight 
responsibility the information they need to monitor unexpected trends that emerge 
during the year. For example, if a fund balance is drawn down, suggesting that revenues 
have not covered expenditures, this appears in the interim financial reports.  At the end 
of the fiscal year, the comptroller prepares the comprehensive annual financial report 
(CAFR), which aggregates financial information for all operations and reports on the 
financial position of the local government. 

While the budget is the preeminent financial planning document in government, the 
accounting system provides the framework for maintaining the financial integrity of the 
organization.  And the check on the integrity of the accounting system is the external 
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auditor’s verification of the accuracy of the CAFR and the internal controls that govern 
how financial data are collected, processed, and documented.

The budgeting-accounting interface
To the casual observer, budgeting may appear to be a mere extension of accounting. 
Accountants track the flow of money into and out of the organization and periodically 
prepare reports on the organization’s financial condition. But appearances are deceptive. 
In government, the budgeting and accounting systems function independently of one 
another, although each supports the other. Much like a Venn diagram, functionally they 
represent two independent circles that intersect.  And it is at the point of intersection 
that the more interesting dynamics occur.

For example, the accounting system provides input into the budgeting cycle in such 
areas as year-end fund balance, under- or overage in revenues and expenditures, and 
historical information for each account used by department heads in preparing their 
budget requests. In essence, the accounting system provides the budget with a reality 
check as the fiscal year progresses. Once the fiscal year ends, the actual balances from the 
accounting system are compared against the approved amounts in the budget to assess 
the management team’s effectiveness in maintaining compliance with the approved 
budget.

On the other side, the budget system produces information used as input by the 
accounting system. For example, at the outset of the fiscal year, after the budget has 
been approved, the accounting system enters the approved amount for each budgetary 
account as its beginning balance. The approved budget instructs the accounting system 
on how much to set aside in the fund balance for reserves and what interfund transfers 
to make, and it provides the accounting system with information on the amount and 
type of revenue to accrue.

The accounting framework
The accounting framework enables a local government to log the thousands of transac-
tions authorized by the budget into accounting records. This framework is standardized 
for all local and state governments, regardless of the size of their budgets.

Accounting and the financial reports that it produces provide information about 
where the government is financially at any time, how much money has been spent, and 
what the money has been spent on.  Accounting helps identify trouble spots—where 
spending is getting out of control or where revenues lag behind budgeted expectations. 
To do this successfully, accounting must be accurate: its reports must be timely, must be 
formatted to answer the key financial control questions, and must track actual revenues 
and expenditures against the budget as it is implemented. Without this continual flow 
of reliable information, the government would not know if the budget is balanced and 
could not take timely corrective action when necessary. 

At about this point the astute observer asks, “How do accountants keep all of this 
straight?” While budgeting remains individualized (each organization develops its own 
processes and rules and compiles them into a budget policy statement and budget man-
ual), accounting relies on a common set of rules to govern its procedures.

Generally accepted accounting principles

Beyond maintaining accuracy, it is essential that an accounting system adhere to a 
common set of standards to ensure that the same types of transactions are recorded 
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in the same way over time and by each type of local government. Taxes receivable 
and salaries payable must be recorded and reported, year in and year out, in the same 
way and under the same set of rules by all local governments. Such consistency makes 
it possible to compare financial reports across time and with those from other local 
governments. It also helps those who oversee the government’s finances to understand 
and interpret what they are reading.  Auditors, state officials, bond-rating firms, and 
federal agencies providing grants are among the primary external users of financial 
accounting data.

The accounting system must provide financial information that is understandable, 
reliable, relevant, comparable, consistent, and timely.1 These six goals form the concep-
tual basis for the thirteen standards—called generally accepted accounting principles 
(GAAP)—adopted by the accounting profession to guide the recording and reconciling 
of transactions for all state and local governments (see accompanying sidebar). Because 
these principles are generally accepted among governments, accounting information is 
much more standardized than is budgeting information.

Summary of the thirteen generally accepted account-
ing principles (GAAP)
Principle 1. Accounts are maintained on 
a GAAP basis and demonstrate compli-
ance with finance-related legal require-
ments.

Principle 2. Funds are the basis for main-
taining accounting records.

Principle 3. Eleven basic types of funds 
are used in governmental accounting.

Principle 4. Governments maintain a 
minimum number of funds and only 
those required by law.

Principle 5. Accounting records maintain 
a distinction between the capital assets 
of proprietary funds, fiduciary funds, and 
governmental funds.

Principle 6. The historical cost of capital 
assets (land, buildings, equipment, infra-
structure) and long-term debt is main-
tained in the accounting records.

Principle 7. Depreciation of capital 
assets is recorded in the accounting 
records. 

Principle 8. Accounting records maintain 
a clear distinction between long-term 

liabilities attributable to a specific fund 
and those attributable to the general 
government.

Principle 9. The accrual basis of ac-
counting is used for government-wide 
financial statements and for proprietary 
and fiduciary funds, and the modified 
accrual basis of accounting is used for 
fund-specific financial statements.

Principle 10. An annual budget is adopted, 
budgetary control is provided by the 
accounting system, and the budget is 
compared annually with actual results of 
operations.

Principle 11. Interfund transfers are 
recognized and reported depending on 
whether the transfers involve reciprocity.

Principle 12. A common terminology and 
classification system is used throughout 
all financial records.

Principle 13. Interim financial reports are 
prepared and the format of the compre-
hensive annual financial report (CAFR) 
follows a specified format.

Source: Adapted with permission from Governmental Accounting Standards Board (GASB), 
Codification of Governmental Accounting and Financial Reporting Standards (Norwalk, 
Conn.: GASB, 2010). © GASB, 401 Merritt 7, P.O. Box 5116, Norwalk, CT 06856-5116.
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The thirteen accounting principles were adopted by the Governmental Accounting 
Standards Board (GASB), the seven-person body of accounting professionals created 
in 1984 and widely recognized as the official source of accounting standards for state 
and local governments. Because GASB principles and guidelines carry great weight 
with the financial community, considerable controversy surrounds the GASB’s role 
in—and the influences that its actions have on—public budgeting. In 1999, the GASB 
adopted Statement No. 34, Basic Financial Statements—and Management’s Discussion and 
Analysis—for State and Local Governments,2 which introduced sweeping changes in the 
structure of the basic financial statements for state and local governments and in the way 
that accounting information is recorded and reconciled. These changes are discussed 
throughout this chapter.

The use of separate funds, along with the use of three different bases of accounting 
(discussed further on under “The Accounting Process”), makes accounting in govern-
ment much more complex than its private sector counterpart. Because of these differ-
ences in perspective, totals in the budget and in the annual financial reports based on 
the accounting data often differ. GASB 34 requires that the accounting office prepare a 
separate column in the CAFR that adjusts the year-end revenues and expenditures using 
the same basis as the budget in order to accurately compare the actual results with what 
was budgeted.

Fund structure

Whereas a business combines the results of the operations of all its subsidiaries into 
one consolidated report, a local government disaggregates its operations into funds and 
creates a separate report for each type of fund (see Figure 10–1).  A fund is defined as 
an accounting entity with a self-balancing set of accounts. Each fund functions inde-
pendently under the aegis of the city or county council; each receives revenue from 
a different source, each spends money for different purposes, and each maintains its 
own set of accounts and financial reports. The expenditures from each fund have to be 
covered by the revenues from that fund, plus any transfers of money from other funds. 
Because of the fund structure, governments do not have a single bottom line but many 
bottom lines, one for each fund. The sum of all activities recorded in the funds rep-
resents the full scope of a government’s services for that period of time.

Funds are almost always created by law—either by the state, as a charter provision for 
home rule governments, or through ordinances approved by the local governing body. 
The fundamental purpose of the fund structure is fiscal control: the revenue coming 
into a fund must be used for purposes authorized by the law that created the fund. If a 
fund receives more in revenue than it spends, the fund balance increases. Conversely, if 
revenues fail to keep pace with spending, the fund balance declines.  A fund, like a busi-
ness, cannot continue to exist if its balance drops below zero (i.e., if its liabilities exceed 
its assets, meaning that it has negative value). Strict rules also govern the relationships 
among funds. For example, a surplus balance in one fund may not be available to offset a 
shortfall in another.

A local government may have fewer than a dozen funds or may have several hundred, 
depending on its size and on the complexity of its funding sources. Regardless of the 
number of funds it has (and states even have hundreds), the funds can all be categorized 
into one of eleven basic types required by GASB 34. Figure 10–2 identifies these eleven 
types of funds and the three broad categories into which they are grouped: governmental, 
proprietary, and fiduciary.3
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Figure 10–1 Budget summary page, St. Joseph, Missouri

Source: City of St. Joseph, Missouri, Adopted Budget Fiscal Year 2012–2013, 2–8, stjoemo.info/fin/FY13Budget.pdf.
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Governmental funds There are five types of governmental funds.

General fund The general fund, usually the largest and most important of the gov-
ernmental funds, is the primary operating fund and the most important in terms of the 
operating budget. It is “general” because any transaction that cannot be accounted for 
in another fund must be recorded in the general fund. In most cases, governments will 
refer to it as the general fund in their budget and financial reports, although Texas, for 
example, calls it the General Revenue Fund.

Special revenue funds While a government will have only one general fund, it 
may have several special revenue funds, each with a particular name, such as the Hotel/
Motel Tax Fund. Such funds are established to account for the proceeds of revenue 
sources, typically an excise tax, earmarked or restricted by law for particular purposes. 
For example, the use of revenues from a hotel/motel occupancy tax may be restricted 
to historic preservation, economic development, and the promotion of tourism. Local 
governments often use special revenue funds to account for grants used for operating 
purposes, both to segregate revenues with restricted uses from those used for general 
operations and to provide a means of verifying that the revenue was used for the legally 
specified purposes.

Debt service funds Debt service funds account for resources used to pay the prin-
cipal and interest on long-term general debt—for example, the annual debt service 
required on a general obligation (GO) bond. The purpose of establishing a separate fund 
for bond repayment is to demonstrate that money to repay the debt has been set aside 
and will not be used for anything else. (Debt service funds were formerly called “sinking 
funds” in reference to the process of sinking [retiring] a debt obligation.) Governments 
may have one or more such funds, depending on their accounting preferences; some-
times, for example, they establish a separate fund for each GO bond series.

Funds Examples 

Governmental funds
 General fund
 Special revenue funds
 Debt service funds
 Capital projects funds
 Permanent funds

Hotel/Motel Tax Fund
2002 Series Debt Service Fund
Eagle Street Improvement Fund
Oaklawn Cemetery Perpetual Care Fund

Proprietary (business-type) funds
 Enterprise funds
 Internal service funds

Water/Wastewater Fund
Motor Vehicle Pool Fund

Fiduciary funds
 Investment trust funds
 Private-purpose trust funds
 Pension trust funds
 Agency funds

Countywide Cash Investment Fund
Employees’ Tuition Savings Fund
Municipal Employees Retirement Fund
Local Sales Tax Fund

Figure 10–2 The eleven basic fund types 
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Capital projects funds Capital projects funds account for the financial resources used 
to construct or acquire capital facilities. For example, the council may create the Eagle 
Street Improvement Fund for the reconstruction of this thoroughfare. Revenues flowing 
into the fund may include GO bond proceeds that were authorized for the project, state 
and federal grants, and current taxes. Expenditures flowing out of the fund are usually 
payments to contractors for project design and construction. Once the project is com-
plete, the fund is closed and the remaining balance is transferred elsewhere.

Capital projects funds help not only to account for but also to control the cost of 
large capital projects. Because accounting within the general fund is not project ori-
ented, attempting to keep a detailed record of project costs within the general fund 
would be difficult, if not impossible. By creating a separate fund, the local government 
makes more visible the total actual cost as well as the amount of money flowing into the 
project as it progresses.

Permanent funds The final governmental fund type, permanent funds, constitutes 
endowments in which the principal is protected from use (and is therefore nonexpend-
able) and only the income is available for expenditure—for example, a fund established 
for the perpetual care of a city cemetery or an endowed scholarship fund. GASB 34 
introduced endowment funds to report on outflows that are legally restricted to what-
ever the fund earns. The earnings made from investing the fund’s principal are restricted 
to uses that benefit the government or its citizens.

Proprietary funds There are two kinds of proprietary funds: enterprise and internal 
service.

Enterprise funds Enterprise funds account for services that are substantially supported 
by customer fees—for example, water and wastewater services, other public utilities, 
and a range of governmental, quasi-business activities (toll roads, airports, public transit, 
docks, golf courses, and government-owned radio and television stations). Tracking these 
services in separate funds makes it easier to see whether each enterprise is bringing in 
enough revenue to cover all its costs. The local government can then decide whether to 
increase fees or subsidize the service costs with a transfer from general revenues.

GASB 34 requires that an activity be accounted for in an enterprise fund if it is 
financed with debt that is backed by fees generated by that activity.4 (Activities that are 
backed by the government’s full-faith-and-credit pledge in addition to the activity’s rev-
enue stream are not required to be accounted for in an enterprise fund.) This expanded 
rule for the use of enterprise funds means that more activities previously accounted for 
in the general fund will be moved into an enterprise fund.

Some enterprise funds generate revenues that exceed operating costs. For example, 
cities that own the electric utility and have a large state or federal presence, such as a 
state university, commonly shift some of the cost of local services to these otherwise 
tax-exempt properties by setting electric rates high enough to generate a “profit.” The 
excess is returned to the city’s general fund to subsidize the activities it finances.

One final point concerns the distinction between enterprise and special revenue 
funds. Enterprise funds receive revenue from service charges levied on customers of a 
public service. Special revenue funds may also receive some service charge revenue, 
but it is not used as collateral for revenue bonds to finance the fee-for-service activity. 
For example, a city-owned cable television service should be accounted for through 
an enterprise fund since user fees support the service. However, the gross receipts tax 
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levied on a private cable company is accounted for in a special revenue fund (if the tax 
is dedicated to a particular purpose) because the revenue does not support the cable 
service.

Internal service funds Internal service funds are similar to enterprise funds except 
that they account for the activities of government departments that do work for (or 
provide equipment to) other government departments rather than for (or to) the public. 
For example, a motor pool, which provides vehicles for various departments and agen-
cies, may be fully funded by the charges levied on other agencies. Its rates may include 
both operating and capital costs (e.g., the cost of replacing vehicles). Other government 
agencies or departments include in their operating budgets a line item for the rental 
charge to use motor pool vehicles.

One advantage of an internal service fund is that it encourages efficiency: if data 
processing is financed through the general fund and provided at no charge to depart-
ments, departments are more likely to overuse this “free” service. However, if the service 
is accounted for in an internal service fund and departments are charged on the basis of 
use, they are more likely to limit their data processing costs.

Fiduciary funds The four types of fiduciary funds account for resources that govern-
ments hold in trust for individuals or other governments.5 At the federal level, the Social 
Security Trust Fund represents one of the largest in the federal budget. Fiduciary funds 
are typically excluded from the operating and capital budgets of governments.

Investment trust funds Investment trust funds, such as a Countywide Cash Invest-
ment Fund, account for resources that are commingled by several governments and held 
in trust for investment by a sponsor, such as a county.

Private-purpose trust funds Private-purpose trust funds are similarly fiduciary in 
nature, but in this case, the resources are held in trust by a government on behalf of 
individuals, private organizations, or even other governments.

Pension trust funds Pension trust funds are held in trust by a local government for 
payment of employee retirement benefits.

Agency funds With agency funds, governments can act as custodians of resources on 
behalf of other governments. For example, a state may collect sales taxes on behalf of its 
cities, in which case the taxes are held in an agency fund and periodically remitted to 
the local governments.

Interfund activity One of the potential trouble spots in financial accountability 
concerns the treatment of interfund activities. GASB 34 classifies such activities as either 
reciprocal or nonreciprocal.6 Reciprocal interfund activities are loans and reimbursable 
services provided by one fund to another. In both cases, one fund reimburses another 
for benefits received, much as if it had purchased a service or incurred a loan from a 
source outside the government. Payment from the general fund to the water utility fund 
for the use of water from fire hydrants represents a reciprocal activity.

Nonreciprocal interfund activities are interfund transfers and reimbursements that do 
not require “payback” of any kind.  An interfund transfer appears as an item in the oper-
ating budget and is authorized when the budget is approved. For example, a government 
might transfer money from the general fund to a newly created internal service fund to 
provide start-up capital for the new venture, and there is no expectation that the transfer 
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will ever be repaid.  The transfer may be required by charter or by an ordinance of 
council.  An interfund reimbursement—for example, from a utility fund to the general 
fund for overhead—reimburses one fund for payments it made that are to be charged to 
another fund.

Accounts: The building blocks of funds

While funds are the basic building blocks of governmental accounting, they are them-
selves made up of accounts.  An account is defined as “a separate financial reporting unit 
for budget, management, and/or accounting purposes.”7 Each account is given a unique 
number that identifies the fund in which it is found and the type of account it is (cash, 
supplies, taxes receivable, accounts payable, etc.). 

In the budget, there are two kinds of accounts: estimated revenues and appropriations. 
Each source of revenue (e.g., each taxpayer) and each type of appropriation is also given 
a separate account number.  These budgetary accounts are also entries in the accounting 
records.  The two types of accounts link the budget and accounting system and form the 
cornerstone for the accounting records.  All other accounts derive their balances from 
these budgetary accounts. Once the council approves the budget, the line-item informa-
tion from the budget is entered into the accounting records and tracked by the account-
ing system.

Components of the basic accounting equation While revisions to the budget 
made during the fiscal year—budget transfers, budget amendments, supplemental ap-
propriations—are recorded in the budgetary accounts, the vast majority of transactions 
recorded in the accounting system are in three additional types of accounts, which form 
the basic accounting equation:  assets = liabilities + fund balance.

Asset accounts Asset accounts, such as cash or taxes receivable, represent things of 
value.  A fund accumulates assets through its transactions. The levying of a property tax 
creates an asset in the form of taxes receivable (the amount of which can be measured 
and is available to pay liabilities in the current fiscal year). Once the taxes are paid, the 
receivable becomes cash, a more liquid form of the asset. In a typical classification, assets 
are ranked according to their liquidity—how easily they can be converted into cash—
with the most liquid ranked first. Current assets represent those assets that can be con-
verted into cash within the current year. Noncurrent assets, on the other hand, represent 
the least liquid assets, such as fixed assets (land, buildings, equipment) and other capital 
assets that are recorded on the basis of their historical cost. Figure 10–3 shows the types 
of asset accounts in a typical local government.

Liability accounts Liability accounts represent legal obligations that require the 
eventual transfer of assets. Liabilities are ranked in order of the time they are due: 
current liabilities, such as accounts payable or wages payable, are ranked first, and non-
current liabilities, such as outstanding revenue bonds, are ranked last.  The delivery of 
a piece of equipment or the service of an employee for a day creates a liability for the 
fund that at some point must be paid with an asset, usually cash.  As noted in Chapter 9, 
an encumbrance creates a contingent liability—a budget implementation tool—but the 
accounting system, while tracking encumbrances, only recognizes the expenditure and 
corresponding liability it creates once the equipment is delivered. Delivery of the piece 
of equipment creates a fixed asset on the left-hand side of the accounting equation and 
an account payable on the right-hand side. In the case of salaries, most governments en-
cumber salaries automatically at the outset of the fiscal year and then create the liability 
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(salaries payable) at the end of each pay period. Figure 10–3 also shows the types of 
liability accounts in a typical local government.

Fund balance In an accounting context, the difference between assets and liabilities in 
proprietary and fiduciary funds represents net assets, analogous to the wealth that a busi-
ness accumulates through its operations. However, in the case of governmental funds—
which exist to deliver services, not to accumulate wealth—this difference is known as fund 
balance. GASB 54 breaks fund balance into five components, ranked below by the degree 
to which each is available for the council’s discretionary use (see Figure 10–4):8

• Nonspendable fund balance is made up of (1) contractual or other legal obligations, 
such as the principal of an endowment, or (2) resources that cannot be converted 
into cash, such as prepaid insurance.9  This portion of fund balance is the least accessi-
ble to the council for its discretionary use.

• Restricted fund balance contains resources (1) available for purposes stipulated in law 
(statutory or constitutional) or (2) from external resource providers such as federal or 
state grantors. 

• Committed fund balance comprises amounts designated for purposes determined by 
formal action of the council or board of directors. 

• Assigned fund balance is intended to be used for specific purposes but does not meet 
the criteria to be classified as restricted or committed. In governmental funds other 
than the general fund, assigned fund balance represents the remaining amount that is 
not restricted or committed. 

• Unassigned fund balance is the residual classification for the government’s general 
fund and includes all spendable resources not included in the other categories. This 
portion of fund balance is the most accessible to the council for its discretionary use.

Assets Liabilities 

Current assets
 Cash and cash equivalents
 Investments at fair market value
 Taxes receivable, net of allowances
 Accounts receivable, net of allowances
 Unbilled utility service
 Interfund receivables
 Due from other governments
 Merchandise inventory
 Prepaid items
 Deferred charges
  Total current assets

Noncurrent assets
 Restricted assets
 Capital assets, net of accumulated depreciation
  Total noncurrent assets
   Total assets

Current liabilities
 Accounts payable
 Claims payable
 Salaries payable
 Compensated absences payable
 Interfund payables
 Accrued interest
 Deferred revenues
 Payables from restricted assets
  Total current liabilities

Noncurrent liabilities
 Leases payable
 General obligation bonds payable
 Revenue bonds payable
 Notes payable
 Compensated absences payable
 Landfill closure/postclosure costs
  Total noncurrent liabilities
   Total liabilities

Figure 10–3 Common types of asset and liability accounts
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The objective of this classification is to provide local government leaders with an 
accurate measure of the amount of resources they can reapportion in future budgets; 
sometimes lawmakers mistakenly assume that it is simply the cash balance.  The unas-
signed balance is particularly critical to the budget office as it prepares revenue projec-
tions for the coming year. 

Whereas governmental funds account for only current assets and liabilities, propri-
etary and fiduciary funds account for current and noncurrent assets and current and 
noncurrent liabilities. Thus, the difference between liabilities and assets encompasses 
more economic activity, as reflected in the term net assets.

Chart of accounts To facilitate the use of common terminology as required by 
GAAP, the accounting department maintains a chart of accounts, which assigns a num-
ber to each fund, each department or agency account, and each object of expenditure.  
A chart of accounts provides a common framework that brings consistency to the bud-
get as well as to the accounting system and enables information to be moved efficiently 
from the budget to the accounting system and back again. One source for such a chart 
is Governmental Accounting, Auditing, and Financial Reporting, or GAAFR, the Govern-
ment Finance Officers Association’s authoritative guide on state and local government 
accounting practices.10

71

Major Major 
Debt Capital

General Highway School Aid Service Projects Other
Fund Fund Fund Fund Fund Funds Total

Fund balances:
  Nonspendable:
      Inventory 125,000$       108,000$      16,000$        — — — 249,000$      
      Permanent fund principal — — — — — 164,000$    164,000
  Restricted for:
      Social services 240,000 — — — — — 240,000
      Parks and recreation 80,000 — — — — — 80,000
      Education 55,000 — — — — — 55,000
      Highways — — — — 444,000$       — 444,000
      Road surface repairs — 24,000 — — — — 24,000
      Debt service reserve — — —    $ 000,602 — — 206,000
      School construction — — — — 301,000 — 301,000
      Law enforcement — — — — — 214,000 214,000
      Other capital projects — — — — 51,000 — 51,000
      Other purposes 30,000 — — — — — 30,000
  Committed to: 
      Zoning board 16,000 — — — — — 16,000
      Economic stablization 210,000 — — — — — 210,000
      Homeland security 110,000 — — — — — 110,000
      Education 50,000 — 103,000 — — — 153,000
      Health and welfare 75,000 — — — — — 75,000
  Assigned to:
     Parks and recreation 50,000 — — — — — 50,000
     Library acquisitions 50,000 — — — — — 50,000
     Highway resurfacing — 258,000 — — — — 258,000
     Debt service — — — 306,000 — — 306,000
     Public pool — — — — 121,000 — 121,000
     City Hall renovation — — — — 60,000 — 60,000
     Other capital projects 50,000 — — — 471,000 — 521,000
     Other purposes 80,000 — 73,000 — — 176,000 329,000
  Unassigned: 525,000 — — — — — 525,000
           Total fund balances 1,746,000$    390,000$      192,000$         $ 000,215 1,448,000$    554,000$    4,842,000$   

Major
Special Revenue Funds

This level of detail is not required for display on the face of the balance sheet. Fund balance categories and classifications may be presented in detail 
or in the aggregate if sufficient detail is provided in the notes to the financial statements. 

Figure 10–4 Components of fund balance for a government fund

Source: Governmental Accounting Standards Board (GASB), Statement No. 54, Fund Balance Reporting and  
Governmental Fund Type Definitions (Norwalk, Conn.: GASB, February 2009), 71.
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A simplified version of a chart of accounts gives each fund and department a three-
digit code, each unit below the department level a four-digit code, and each object of 
expenditure a four-digit code. The combination of these codes makes up the account 
number for a particular type of transaction. For example, salary expenditures by the city 
manager’s office from the general fund might have an account number of 100-201-
3010-2100 (see Figure 10–5). 

The system for numbering accounts varies across local governments, and typically 
the chart of accounts reflects the peculiarities of a particular city. For county govern-
ments, however, states typically mandate a standard chart of accounts to facilitate state 
and county coordination of financial practices. In Washington State, the state auditor 
conducts the year-end financial and compliance audit of all municipalities and counties 
and so has established a universal chart of accounts applicable to all local governments to 
facilitate that task.

The accounting process
The heart of the accounting process is the recording and reconciling of transactions 
into accounts in the appropriate fund or funds and the reporting of the effect of these 
transactions on account balances. Figure 10–6 shows the steps in the accounting cycle, 
beginning with a transaction and ending with the preparation of interim and year-end 
financial statements. Some characterize these tasks as the “3 R’s” of accounting: record-
ing, reconciling, and reporting.

The recording function

In the recording function, every financial transaction, whether a bank deposit, a receipt of 
property taxes, or the payment of overtime to a police officer, is recorded in an account. 
These transactions are then aggregated into interim financial reports that are made 
available to managers throughout the year.  These reports, which most local governments 
post online, help maintain compliance with the budget.  At year-end, all the transactions 
are compiled into a standardized format in the CAFR, which summarizes the actual 
results from all the transactions during the year and reveals how close the results are to 
the budget as amended.

Code: 100 201 3010 2100

Fund code
(General fund)

 Department code
 (Finance)

  Subagency code
  (Budget office)

   Expenditure (or revenue) code
   (Salaries)

Figure 10–5 Chart of accounts
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Every transaction, whether the levying of taxes or the disbursement of the payroll, 
generates some type of documentation. In the case of a property tax levy, invoices are 
mailed to property owners in the city or county. This documentation provides the 
accounting system with evidence of a transaction, which is then logged into a journal or 
book of original entry. Governments may maintain several specialized journals, such as a 
cash receipts journal or a purchases journal, in which to log transactions.

The recording function uses an ingenious device developed during the Middle 
Ages—double-entry bookkeeping—to enter every transaction into a journal. Each 
transaction has at least one debit entry and one credit entry (ergo, “double entry”). For 
any given transaction, the sum of the debits must always equal the sum of the cred-
its. However, as anyone who has ever slogged through an accounting problem knows, 
human error always has a way of working its way into the process. Invariably at the end 
of a long string of transactions, debits and credits do not balance, and the remainder of 
the night is spent trying to find the mistake. 

Standardizing the recording of accounting information

Many of the standards that guide accounting practices, especially those in GASB 34, 
originated in the private sector, where the accrual basis of accounting is the rule. 
Accrual accounting works well for businesses that sell a product or service. Investors 
want to know how profitable a business is, so businesses need an accounting system 
that accurately matches revenues acquired from the sale of products with the expenses 
incurred in producing those products. In accrual accounting, such revenues are rec-
ognized when they are both earned and measurable, and expenses for the raw materials 
and labor are recorded when they are used in the production process. (One important 
expense is depreciation, or the decrease in the value of fixed assets—buildings and 
equipment—used to produce those products.) Net income is the difference between 
the revenue stream and the expense stream. The more profitable the business, the more 
efficient it is at converting raw materials and labor into finished goods for which there 
is a market.

For governments, accrual accounting is not useful. Tax-supported activities do not 
earn revenue, and there is no direct link between their cost and tax revenue; the cost of 
responding to a fire alarm, for example, has little connection to the amount of taxes paid 
by the caller. Since governmental funds produce goods or services that serve citizens, 

Step 1. Business transaction occurs:
Taxes levied, budget adopted, payroll approved, check issued, transfer made

Step 2. Transactions logged chronologically in book of original entry (e.g., journal)

Step 3. Posting to general ledger and subsidiary ledgers, such as Revenue Subsidiary Ledger 
or Expenditure Subsidiary Ledger

Step 4. At end of year, closing entries for temporary accounts entered in journal and posted 
to general ledger

Step 5. Financial statements prepared, such as
 Interim (or monthly) reports
 Comprehensive annual financial report (CAFR)

Figure 10–6 The accounting cycle
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the concern is with expenditures—the cost of labor and supplies delivered during the fiscal 
period, as opposed to expenses, which are the cost of labor and supplies used during a 
period of time—and with determining whether revenues received from taxes and other 
sources during a given fiscal period are sufficient to cover the expenditures for that fiscal 
period. For this reason, governments use the modified accrual basis of accounting for 
governmental funds.  As discussed in the next section, however, the accrual basis is used 
for proprietary and fiduciary funds since they involve the sale of goods and services to 
customers of government.

Under the modified accrual basis, local governments wait until revenue is available and 
measurable (they know approximately when and how much revenue will be received) 
before recording it. The accounting system then compares revenues with expenditures to 
show lawmakers and managers whether taxes and fees were sufficient to cover budgeted 
expenditures. It also compares the actual revenues with those estimated in the budget 
and the actual expenditures with those appropriated in the budget to determine how 
well each unit in the executive branch adhered to the budget.

A third basis of accounting—the cash basis—recognizes a transaction only when 
cash is exchanged. While government budgets often use a cash basis, GAAP requires that 
accounting and financial reporting be on an accrual or modified accrual basis, depend-
ing on the type of fund.  As a result, the accounting system works under one set of rules 
while budget reporting proceeds under another.

Obviously, some tension exists between the assumptions that underlie the budget, the 
standards that guide the accounting system, and the reports that the system generates. 
Budgets reflect the need to meet legal obligations (payrolls, vendor invoices, debt service) 
incurred during the budget period.  Accounting for a governmental fund focuses on its 
financial condition: whether a fund’s current assets equal or exceed its current liabilities. 
For proprietary and fiduciary funds, the focus broadens to include the fund’s economic 
condition—that is, its current and noncurrent assets and its current and noncurrent liabilities.

Reconciling accounting data

Reconciling involves a separate set of tasks that posts the journal entries to a ledger—a 
spreadsheet that reorganizes the journal information by accounts. For example, all the 
journal entries that involve the receipt or disbursement of cash are posted to the cash 
account.  All journal entries that involve creating or paying liabilities to vendors for their 
services are posted to accounts payable.  Accounts, in turn, are grouped in the ledger by 
type: assets, liabilities, fund balance, revenues, and expenditures/expenses.

One significant wrinkle in governmental accounting (there are actually many wrin-
kles, but this one is major) is that, as has been noted, activities and their accounts are 
grouped into funds. The accounts associated with police and fire protection are in the 
general fund—at least most of them. The accounts associated with a street-widening 
project are in a capital projects fund. Each fund has its own set of accounts in each of 
the basic categories: assets, liabilities, and fund balance. Most also have accounts for reve-
nues and expenditures (or expenses for the business type of funds). 

Journal entries are entered chronologically and always involve at least two entries (see 
Figure 10–7). By convention, the first line is the debit or left-hand entry, and the second 
line is the credit or right-hand entry, which is indented. (It is possible to have more than 
one debit or credit entry, in which case the debit entries are listed first followed by the 
credit entries, which are indented.) The sum of the debits must always equal the sum of 
the credits. These entries are followed by a brief explanation of the nature of the trans-
action—as shown in Figure 10–7, for example, “to record property tax levy.”
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As organized in the journal, the information is not particularly useful. It is impossible 
to know the cumulative effect of these transactions on the cash balance of a fund, for 
example. Thus, the next step in the accounting cycle depicted in Figure 10–6 is the post-
ing of this information to the general ledger, which organizes information by accounts 
and contains the control accounts for each of the subsidiary ledgers. For example, the 
general ledger would contain an entry under “taxes receivable” for $500,000, which is 
the sum of all the property tax liabilities contained in the property tax subsidiary ledger.

The adoption of the budget constitutes a transaction that is first journalized and then 
posted to the ledgers. In this transaction, the control accounts are estimated revenues 
and appropriations, with the more detailed individual accounts posted to the appropri-
ate subsidiary ledger.

Reporting accounting results

The culmination of the accounting cycle is the reporting of the results of all transac-
tions, and the culmination of financial control is the preparation of interim and annual fi-
nancial reports. Financial reports are of two types. The first type, interim reports, provide 
users within government with real-time information on the balance of each account 
for each fund. Information technology has made online interim reporting feasible and 
affordable for most governments and nonprofits. The second type of report, the CAFR, 
provides external constituencies (citizens, bond raters, investors, grantors) with critical 
information on the financial condition of each fund and of the organization overall. This 
report—at least the basic, most aggregated information in it—is subject to an examina-
tion by an external auditor, who issues a written statement on the report’s accuracy (the 
audit opinion).

Interim financial reports For managers, the interim reports are more important than 
the CAFR. Interim financial reports compare the budgeted amount for each account—
both estimated revenues and appropriations—with the actual amount—revenues and 
expenditures to date. This comparison is central to ensuring that actual receipts for each 
revenue source are keeping pace with estimates, and that expenditures and encumbrances 
for each account do not exceed the amounts authorized in the budget. 

Interim reports, which are generally published online, reproduce the expenditure and 
revenue ledgers for each fund and show the proportion of the total budget that has been 
expended to date (see Figure 10–8); this information may also be summarized graph-
ically to give council members a visual representation of the trends in actual revenues 
and expenditures. Interim reports enable the budget office to monitor the budget status 
of each department—and of each line-item appropriation within the department—and 
to identify potential areas of concern. 

Date Account title Debit Credit

January 16 Taxes Receivable $500,000

Revenues $500,000

To record property tax levy.

Figure 10–7 Journal entry for recording a property tax levy
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If a city government adopts a budget in which estimated revenues exactly equal 
appropriations, then during the year, if revenues exceed estimated revenues, the fund 
balance increases. Similarly, if expenditures plus encumbrances are less than appropria-
tions, the fund balance does not decrease as much as anticipated. However, if the trends 
in expenditures and revenues suggest that revenues are falling seriously short and are 
not being made up by unexpected increases in revenues from other sources, the budget 
office will recommend corrective action.

The challenge from a budget control perspective is monitoring the interaction of the 
four temporary accounts—assets, liabilities, expenditures, and appropriations—during 
the fiscal year and their net effect on the fifth account, fund balance.  Algebraically, this 
can be represented as

assets  =  liabilities  +  fund  +  estimated  –  revenues  +  expenditures  –  appropriations.
         balance   revenues          & encumbrances

As the final step in the accounting cycle, the budgetary accounts to the right of 
“fund balance” in the above equation must be closed at the end of the fiscal year, and 
any residual resources must be transferred to the fund balance. For governmental funds, 
this action reduces the information in the accounting records to the basic accounting 
equation identified previously—assets = liabilities + fund balance—and is reported in 
the financial statements as the balance sheet. (For proprietary and fiduciary funds that 
use the accrual basis of accounting, this is the statement of net assets.) Once again, if 
actual revenues are greater than expenditures, the year-end fund balance will increase, 
and obviously, if the reverse is the case, the year-end balance will decline.

Although the four temporary accounts are closed, the information they contain is 
not lost.  As discussed in the next section, this information is used to prepare an import-
ant report for each fund—the statement of revenues, expenditures, and changes in fund 
balance (or, colloquially, the operating statement). This report compares the budget with 
actual revenues and expenditures and provides management as well as the council with 
critical information on overall budget compliance and on the changes in each fund’s 
balance as a result of the prior year’s operations.

With electronic financial management systems, once the original transaction is 
entered into the accounting database, the subsequent steps of journalizing, posting to the 
appropriate subsidiary ledger, aggregating information in control accounts in the general 
ledger, preparing interim statements, and, finally, closing the temporary accounts to the 
fund balance are completed with minimal intervention. For purposes of internal control, 
a separate approval may be required to post journal entries to the ledger and another to 
authorize disbursement of cash to pay liabilities.

Account 
name

Budget for 
current year

Actual revenue for
Percentage 
of budgetCurrent period Year-to-date

MPA 
scholarships

$500,000 $25,000 $275,000 55.0%

Figure 10–8 A line item from an interim financial report



 The Budget Cycle: Accounting and Auditing 247

Annual financial report One purpose of the CAFR is to ensure that funds were spent 
in compliance with the budget as approved and amended by the council.  A second purpose 
is to ensure that revenues covered expenditures—that is, that the budget was balanced at the 
end of the fiscal year.  Deviations from law or from balance are reported to the council.

GAAP does not address the content or design of information in interim reports, but 
it says a great deal about such matters for the CAFR—in particular, for the basic finan-
cial statements, management’s discussion and analysis (MD&A), notes to the financial 
statement, and required supplementary information (RSI).11 Prepared primarily for use 
by external stakeholders, the CAFR provides a report on all funds managed by a gov-
ernment for the preceding fiscal year.

Unlike interim reports, that portion of the CAFR that is covered by GAAP is subject 
to examination by an external auditor, who reports on its accuracy and is accountable 
to the elected lawmakers—the council or commission. Because the CAFR is prepared 
by management, a system of checks and balances requires such independent verification. 
Once the audit is completed, a copy of the auditor’s opinion, usually one to two pages 
in length on the firm’s letterhead, is included within the CAFR.

An annual report prepared in compliance with GAAP will also include an estimate 
of unfunded liabilities: amounts that the government owes or is likely to owe in the 
future for which it has not put any money aside.  Although these numbers do not appear 
in the budget, they are relevant to financial control because they indicate the cumulative 
effect of such liabilities and the amount of funding needed to handle the anticipated 
demands. For example, if employees are accumulating sick days, is the local government 
setting money aside to pay this benefit? Is the government putting enough money into 
its self-insurance fund and into its pension trust funds?

For governmental funds, the CAFR contains a statement of revenues, expenditures, 
and changes in fund balance comparing the budget with actual revenues and expendi-
tures. GASB 34 requires that such a budget comparison statement be prepared for the 
general fund and for each major special revenue fund that has an annually approved 
budget. It also requires the budget comparison to report (1) the original approved bud-
get; (2) the final amended budget, which represents the ultimate appropriation authority 
for the fiscal year; and (3) the actual amounts (on a budgetary basis) for the same period, 
and to provide a column showing the variance between the actual and final budgets.

One more important piece of information shows up in the CAFR that is useful for 
financial control: a list of interfund activities, both reciprocal and nonreciprocal. While 
it is not easy to tell what was transferred from which fund to which fund, the totals 
of transfers in and transfers out of each fund are listed somewhere in the report. These 
figures allow the reader inside or outside the government to see at a glance which funds 
are receiving a subsidy and what proportion of the fund is accounted for by interfund 
activity. By comparing these figures between CAFRs, an analyst can figure out whether 
the level of transfers is going up as a proportion of the budget, and if so, where the 
increases are occurring.

GASB does not specify a time frame for completing the year-end financial report and 
submitting it to an external auditor.12 Some states may set a deadline, such as 60 days 
after the end of the fiscal year. The longer the delay in completing the report, the less 
timely the data are to users, both within and outside government. On the other hand, 
the finance officer typically wears multiple hats and may have to give priority to com-
pleting other tasks, such as completing the annual budget, before turning to prepare the 
annual financial report.  As a general rule, the CAFR should be available to the external 
auditor within 60 days after the end of the fiscal year.
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Auditing
About three to four months after the close of the fiscal year, the comptroller prepares 
the CAFR, and the council or commission then retains an auditing firm to undertake 
a financial and compliance audit of that report. The external auditor, working under the 
guidelines of generally accepted auditing standards (GAAS), determines whether (1) the 
CAFR was prepared in accordance with GAAP, (2) the government complied with 
internal and external policies and procedures, and (3) the government’s internal con-
trols provide adequate protection of its assets and reasonable assurances against errors or 
fraud.

To accomplish these goals, the auditing firm dispatches a team of auditors—usually 
lower-ranking members of the firm—to undertake various field tests. The audit team 
sets up operations in the local government’s finance department for a few days to several 
weeks. It begins by testing the internal controls. For example, it may track a purchase 
requisition through the approval and data entry process to ensure that all steps have been 
followed. The team then uses statistical sampling procedures and confidence intervals 
to verify within a reasonable range of error the accuracy of the account balances in the 
CAFR. (The accompanying sidebar elaborates on the importance of internal controls.)

Once the auditing firm has satisfied the criteria in GAAS, its top management 
reviews the findings of the field team and issues an opinion.  An unqualified opin-
ion—the much preferred audit outcome—means that the CAFR “presents fairly” the 
financial position of the government. If the CAFR lacks accuracy or if the internal 
controls were found to be unsatisfactory, the auditor issues a qualified opinion, meaning 
the CAFR “presents fairly, except for . . . ,” and proceeds to explain the reasons for the 
qualification. (In the private sector, anything less than an unqualified opinion means the 
certain demise of the firm as stockholders lose confidence in management’s capacity to 
sustain the firm’s profitability.) In rare cases, the auditor may issue an adverse opinion 
(“does not present fairly”) or no opinion because information is insufficient to form a 
judgment.

One other report prepared by the audit firm that is relevant to financial control is 
the management letter.  While the audit opinion is prepared for lawmakers and other 
external users, the management letter addresses matters that fall within the purview of 
the executive branch. The letter may provide recommendations on improving internal 
controls, accounting procedures, data processing of financial activities, or cash manage-
ment and investment. It is always prudent for the manager to give careful attention to 
these recommendations since the auditor will look in the following year to see what 
actions, if any, have been taken to correct the deficiencies identified in the letter.

Conclusion
Accounting and auditing are two of the three systems that provide financial control in 
local government. While the budget is the preeminent financial document in govern-
ment, financial reporting alerts local government leaders to impending financial prob-
lems. Financial reports also verify to external stakeholders that the local government has 
control of its finances and is capable of adapting to changing circumstances.  An external 
audit verifies the accuracy of the balances reported in the CAFR, the local govern-
ment’s compliance with state and local laws and internal policies, and the integrity of 
the government’s internal controls.

Unlike the budgeting system, accounting is guided by GAAP, the generally accepted 
principles that form the foundation for standardizing the way that local governments in 
the United States record, reconcile, and report financial information.
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Internal controls
The integrity and accuracy of informa-
tion produced by the accounting and   
financial reporting systems depend on 
the trustworthiness and reliability of those 
persons who authorize, record, reconcile, 
and ultimately report the financial data. 
Internal controls represent the network 
of policies and procedures that govern 
how financial data, and the assets they 
produce, are collected, processed, and 
documented. In larger local govern-
ments, an internal auditor, who typically 
reports to the manager, oversees and 
monitors this network.

Internal controls exist in every orga-
nization, small or large, public, for-profit, 
or not-for-profit. Maintaining and period-
ically verifying an inventory of personal 
computers (PCs), for example, is part of 
internal control. When a new PC arrives,  
a property label with an inventory number 
is attached. That documentation is used 
to track the PC’s location, and an annual 
inventory review will verify that location 
and the current user.

Internal controls provide managers, ac-
countants, and auditors with the assurance 
that procedures are being followed; that 
those procedures provide reasonable pro-
tection from fraud and theft of assets; and 
that if weaknesses in internal controls are 
identified, remedial action will be taken.

Internal control begins at the top, with 
the example set by the manager. How im-
portant is integrity to the manager? Does 
the manager model compliance with pol-
icies and procedures? Does the manager 
regularly communicate the importance of 
internal checks to department heads and 
other lower-level administrators? How 
does the manager handle violations of 
internal controls? No system is foolproof; 
every organization has vulnerabilities that 
enable the determined person “to beat 
the system.” But a culture of compliance 
and integrity is foremost in any efforts to 
minimize the risk of such vulnerabilities.

Internal control has five components 
through which policies and procedures 
are most closely monitored and evaluated. 
The first component is authorization: 
internal policies must make clear who 
can authorize a transaction, whether that 

transaction is the initiation of a purchase 
requisition, the issuance of a check, or the 
approval of a contract. Every document 
should have at least two signatures, at 
least one of which is from a supervisor of 
the person initiating the transaction.

The second component is the design 
of documentation, such as sequentially 
numbered purchase orders and checks. 
The destination of duplicate copies of 
documentation should be indicated on 
each form to ensure proper distribution.

The third component concerns the 
proper security of assets and records, 
such as inventory controls, custody of 
investment securities, and backup proce-
dures for financial and personnel records.

The fourth component of an effective 
internal control system is the segregation 
of sequential duties. For example, the 
person who is responsible for opening 
utility payments received by mail or over 
the counter should not be the same 
person who records the payments in the 
accounting system, and neither of these 
persons should be the one responsible 
for making the daily deposit to the bank 
or reconciling the monthly bank state-
ment with the cash ledger. In a smaller 
local government with a limited staff, 
segregation of duties becomes more 
difficult but just as essential; here, the 
manager may need to assume responsi-
bility for verifying bank statements and 
other externally generated documenta-
tion against internal records.

The fifth component is reconciliation 
and verification of actual balances with 
those reported in the accounting records. 
Monthly bank statements should be rec-
onciled with the cash balance reported 
in the general ledger. Inventory records 
should be verified at least annually by 
visual inspection of equipment and mate-
rials held in inventory. Personnel records 
need to be periodically verified with 
employees and their supervisors.

Internal controls provide a system of 
checks and balances that helps to en-
sure but cannot guarantee that transac-
tions are being accurately recorded, that 
assets are protected from fraud, and that 
financial information is reliable.

Source: Adapted from Stephen J. Gauthier, Governmental Accounting, Auditing, and Financial 
Reporting (Chicago: Government Finance Officers Association, 2012), 733–749.
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The end result of the accounting process is the preparation of financial reports—
interim reports, which provide managers and council members with a continuous 
progress report on the status of revenues and expenditures relative to the budget, and the 
year-end CAFR, which provides a final reconciliation of all transactions and shows their 
cumulative effect on account balances. While interim reports, which are now generally 
available online, provide managers with an early warning system should revenues or 
expenditures deviate substantially from the budget, the CAFR provides lawmakers with 
a final reckoning of actual revenues and expenditures with the budget, as amended by 
the council. 

Notes
 1  Stephen J. Gauthier, Governmental Accounting, 

Auditing, and Financial Reporting (GAAFR) (Chicago: 
Government Finance Officers Association [GFOA], 
2012), 6.

 2  Governmental Accounting Standards Board (GASB) 
Statement No. 34, Basic Financial Statements—and 
Management’s Discussion and Analysis—for State and 
Local Governments (Norwalk, Conn.: GASB, June 
1999).

 3  Gauthier, Governmental Accounting, Auditing, and 
Financial Reporting, 39–48.

 4  Ibid., 44.

 5  Ibid., 46–49.

 6  Robert J. Freeman and Craig D. Shoulders, 
Governmental and Nonprofit Accounting (Upper Saddle 
River, N.J.: Prentice Hall, 2003), 49.

 7  U.S. Government Accountability Office, A Glossary 
of Terms Used in the Federal Budget Process, GAO-05-
734SP (Washington, D.C., September 2005), 2.

 8  GASB, Fact Sheet about Fund Balance Reporting and 
Government Fund Type Definitions (February 2009).

 9  GASB, Statement No. 54, Fund Balance Reporting and 
Governmental Fund Type Definitions (Norwalk, Conn.: 
GASB, February 2009).

10  Gauthier, Governmental Accounting, Auditing, and 
Financial Reporting, 933–984.

11  Management’s discussion and analysis (MD&A), 
which is supplementary information required by 
the GASB, is an introductory narrative prepared 
by the finance director that identifies the key 
issues affecting the unit of government’s financial 
well-being and the financial trends influencing its 
well-being. The notes to the financial statements 
provide more detail on specific items in the 
financial statements; they also disclose important 
accounting policies that guided the unit of 
government in reporting its financial information. 
The GASB considers this component to be 
integral to the basic financial reports, and they 
are in the scope of the external audit. Required 
supplementary information (RSI), such as MD&A, 
may also include reports comparing budget 
amounts with actual, infrastructure condition, trends 
in postemployment benefits, and the employer’s 
pension liabilities.

12  GASB, The Timeliness of Financial Reporting by State 
and Local Governments Compared with the Needs of 
Users (Norwalk, Conn.: GASB, March 2011).



 The Budget Cycle: Accounting and Auditing 251

1.  Draw a T underneath each account in the accounting equation below and indicate whether the 
debit or credit side contains the normal balance for accounts in that type.

Assets = liabilities + fund balance – revenues + expenditures + estimated revenues – appropriations 

2.  Prepare the general journal entry and post to the ledger above these transactions:
 a. A purchase order for $25,000 was placed for office supplies.
 b. The budget was adopted with revenues estimated at $145,000 and appropriations of  

 $150,000.
 c. Brent paid his property taxes of $1,575.
 d. Mauro paid a traffic fine of $100.
 e. Laura was paid $3,000 for contract services.
 f. The office supplies ordered in Transaction “a” above were delivered and cost $25,755.

3. Using the website of a city or county, access the most recent CAFR and answer the following 
questions.
 a. Did the city receive an unqualified audit opinion?
 b. How much in taxes receivable are due to the general fund?
 c. Why is there the large reserve for capital projects funds?
 d. How much did the fund balance in the general fund change from the preceding year?
 e. What was the largest expenditure category among the governmental funds?
 f. How much did the city spend on debt service for its governmental funds?
 g. What were the two largest revenue sources for governmental funds?
 h. Did the city adopt a balanced budget for the general fund? Did it end the year with a  

 balanced budget?
 i. Among the proprietary funds, what is the largest fund? 
 j. What is meant by accumulated depreciation? Why is it only reported in proprietary funds?
 k. What is meant by “operating income”? What are the most profitable enterprises?

4. The general fund contains all activities of government
 a. That use a cash basis of accounting
 b. Not accounted for in another fund
 c. Paid for with tax revenue or general obligation debt
 d. That resemble a business.

5. A government entity should have
 a. As many funds as feasible given the resources available for the accounting system
 b. Only one general fund
 c. The fewest number of funds needed to meet GAAP standards
 d. All of the above
 e. Both B and C.

REVIEW QUESTIONS
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6. The proprietary funds used by governments are
 a. Internal service funds used to account for proceeds from bond issues and enterprise funds  

 used to account for user charge revenue
 b. Internal service funds and employee pension funds
 c. Internal service funds and enterprise funds
 d. Enterprise funds and trust funds.

7. The measurement focus of the governmental fund types is
 a. The flow of current financial resources
 b. Economic resources
 c. Modified accrual
 d. Both A and C
 e.  Both A and B.

8. The basis of accounting refers to
 a. The time of the month when books are closed
 b. When transactions are recognized in the fund’s financial statements
 c. The number of audits of financial statements required by law
 d. When to record the collection or disbursement of cash.

9. Fund balance for the governmental fund types is the difference between
 a. The balance in the central checking account
 b. Cash on hand and all liabilities
 c. Assets and liabilities
 d. Cash on hand and long-term investments.

10. The legal basis for new spending each year is found in
 a. Truth-in-taxation resolution
 b. The state constitution
 c. The operating statement
 d. The adopted budget.

11. Under the modified accrual basis, revenues are recognized when
 a. Measurable and available to meet current needs
 b. Cash becomes available to meet current needs
 c. Deposited in an interest-bearing account.
 d. Both A and B are true.

12. Governments consider property tax available when
 a. The tax levy is set by ordinance (law) by the legislative body
 b. Property tax bills are mailed
 c. Payments are received.
 d. None of the above.

REVIEW QUESTIONS
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13. Which of the following is not a general requirement for recognizing an expenditure?
 a. An appropriation is made for the specified purpose.
 b. A liability is incurred.
 c. The amount is determinable (measurable).
 d. A check has been issued for payment of the liability.

14. Depreciation of fixed assets is reported as
 a. An expense in the appropriate fund
 b. An expense in the debt service fund
 c. A debit to cash
 d. An expense in the general fund.

15. The major financial statements in the CAFR are the
 a. Balance sheet, operating statement, and schedule of comparison of budget with actual  

 revenues and expenditures
 b. Balance sheet, operating statement, and materials inventory
 c. Executive’s proposed budget, operating statement, and balance sheet
 d. Annual budget, balance sheet, and pension fund actuarial review.

16. Which of the following steps in the acquisition of goods and services occurs first?
 a. Receipt
 b. Encumbrance
 c. Budget
 d. Expenditure

EXCEL EXERCISE
Microsoft Excel is a tool widely used by budget analysts. The following Excel exercise introduces 
readers to the task of determining the annual debt service requirements for a general obligation 
(GO) bond issue and the impact of the annual cost on the operating budget. 

4.  This Excel exercise involves costing out the annual debt service requirements for a GO bond 
issue and an analysis of the effect of those annual payments on the operating budget. The 
dataset is actual annual payments of principal and interest for a 20-year bond issue. The data can 
be used to determine the annual cost of debt service the required tax rate needed to produce 
the revenue for the debt service fund. Data for this exercise are available at bookstore.icma 
.org/A_Budgeting_Guide_Teaching_Res_P2310C147.cfm.

REVIEW QUESTIONS
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Every noble work is at first impossible.

– Thomas Carlyle

Planning and 
budgeting for capital 
improvements

11

Investment in capital improvements—those long-lived fixed assets that are essential to 
economic and social well-being—entails a substantial commitment of financial and hu-

man resources by government. For purposes of this chapter, public capital improvements 
represent a government’s fixed assets in its accounting ledgers and are of four types:

• Infrastructure: General-purpose assets such as streets, storm drainage, water and sewer 
lines, other utility lines, wastewater treatment facilities, streetlights, and sidewalks. In 
most municipal budgets, these capital improvements constitute the largest capital outlay. 
While some analysts categorize all public improvements as infrastructure, this chapter 
differentiates infrastructure from the other types of capital improvements.

• Public buildings: Government offices, courthouses, warehouses, police and fire stations, 
jails, school facilities, airport facilities, community centers, and other public-purpose 
structures.

• Equipment: Items that are large or costly, such as computers, vehicles (e.g., police 
and fire), communications (e.g., telephones and emergency communications), and 
machinery. Some governments consider computer software to be equipment for 
budgeting purposes.

• Land acquisition: The cost of purchasing and preparing land for construction or for 
use as parkland or even a landfill.

The importance of these four types of public improvements to the economic and 
social well-being of a nation is indisputable. This is obvious simply in terms of public 
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infrastructure, for example.  The highway system provides both direct and indirect benefits 
to business by making the production and delivery of private goods and services more 
efficient.1 The direct benefits for interstate commerce are obvious: expediting the delivery 
of goods to points around the country.  But the indirect economic and social benefits may 
be even more significant: widespread mobility of the population, jobs created in the private 
and nonprofit sectors, and tourism. Public improvements are widely recognized as key to 
the economic vitality and continued prosperity of developed as well as developing nations.

Public capital improvements are selected, prioritized, and funded in the capital budget. 
This chapter discusses the management of the capital planning process and the preparation of 
the capital budget, as well as the linkage between the capital budget and the operating bud-
get. It also examines financing issues in capital budgeting—specifically, the choice between 
using current revenues and incurring debt—and the management of debt financing.

As Chapter 8 made clear, conflict is inherent in the budgeting cycle, and the capital 
budgeting cycle is no exception. Many of the conflicts described in that chapter apply 
to the capital budgeting process and require negotiation and occasional intervention 
by the local government manager. However, the capital budgeting cycle also generates 
unique conflicts, which are summarized in Figure 11–1 and discussed where relevant 
throughout this chapter.

The context of capital budgeting
For capital acquisitions, careful planning is essential in order to avoid costly and embar-
rassing mistakes.

Defining capital expenditures

Whereas operating expenditures are for the recurring services of government, such 
as personnel, supplies, and maintenance, capital expenditures are used to acquire fixed 
assets that have significant value and a life expectancy of more than one year. 

Spending for maintenance vs. 
spending for new construction

Integrated vs. separate cycles 
for operating and capital 
budget preparation

Responsibility for capital 
budget in budget of�ce vs. 
operating department

Separate capital budget 
document vs. uni�ed budget 
document

Economic vs. political criteria 
for ranking projects

Pay-as-you-go �nancing vs. pay-as-
you-use �nancing

Chief executive 
as mediator

Figure 11–1 Sources of conflict in the capital budgeting process 

Source: Adapted from Robert L. Bland and Wes Clarke, “Budgeting for Capital Improvements,” in Handbook of 
Government Budgeting, ed. Roy T. Meyers (San Francisco: Jossey-Bass, 1999), 659.
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Two things about the capital budget are worth noting. First, unlike the operating 
budget with its focus on the annual (or biennial) renewal of spending by categories 
(e.g., salaries, supplies), the capital budget focuses on spending for projects for a mul-
tiyear period. Second, not all capital expenditures are reported in the capital budget; 
this is especially true of expenditures for less expensive items such as office equipment. 
Typically the budget office or governing body sets a minimum dollar value—for exam-
ple, $20,000—for items to include in the capital budget. The minimum value will vary 
depending on the size of the budget and the policy preferences of the chief executive 
and governing body. Items costing less than the minimum must be requested through 
the operating budget.

One other issue pertains to the term capital budgeting itself. In the business world, 
capital budgeting means the analytical techniques, such as net present value (NPV) 
and cost-benefit analysis, used to evaluate the financial merits of alternative investment 
proposals and the proper mix of debt and equity to fund those projects with the greatest 
return on investment.2 NPV is the difference between a project’s future costs and ben-
efits, discounted for the time value of money; normally, the alternative with the highest 
NPV will be selected since it will yield the greatest net benefits. Cost-benefit analysis 
does the same sort of thing but compares alternatives using a ratio of total costs to ben-
efits. Much of the literature in business finance addresses the theory and application of 
these techniques to investment decisions.

In public financial management, capital budgeting encompasses a much broader 
function, including the process of reviewing projects and ranking them in the capital 
budget document.  As is discussed later in this chapter, capital budgeting also entails 
preparing an inventory of capital assets owned by government, evaluating the condition 
of those assets, estimating their cost of replacement, and preparing a multiyear capital 
improvement plan (CIP), the first year of which constitutes the capital budget. Figure 
11–2, which is taken from the CIP for the City of San Luis Obispo, California, illus-
trates a common approach to budgeting for capital expenditures.

Organizing the capital budget process

In organizing the capital budget process and document, three issues must be resolved:

• Within the city or county, where should responsibility for preparing the capital bud-
get be located?

• What is the scope of the capital budget process?

• Should preparation of the capital budget be timed concurrently with that of the 
operating budget?

Location Responsibility for preparing the capital budget can be located in the finance 
department, the budget office (if separate from finance), the planning department, or 
even the public works department. In smaller local governments, public works may be 
responsible for utility operations (water, wastewater, and storm drainage) in addition to 
its regular duties of street maintenance. The most logical locus, however, is the budget 
office, especially if it is separate from the finance department.

While preparation of the capital budget differs substantively from preparation of the 
operating budget, the technical aspects are similar. Both require timely and accurate 
revenue projections, a timetable, forms and supporting documentation, executive-level 
budget hearings, and final budget documents. Both also require close coordination 
with other departments; for capital budgeting, coordination with planning, engineering, 
utilities, and public works is essential. In larger governments where the capital budget 
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unit is assigned responsibility for overseeing project construction and implementation, a 
contract administrator may be added.

Related to the location of responsibility for capital budget preparation is the question 
of who participates in selecting projects and what criteria should be used to decide on 
their inclusion in the CIP and capital budget. Because capital improvements are mostly 
public goods, political as well as financial and economic criteria inevitably influence 
project selection. The way a city or county council is elected, for example, has a signifi-
cant bearing on the choice of projects included in a CIP.  At-large council members are 
more inclined to support improvements for the good of the whole community, whereas 
district representatives are more preoccupied with the ensuring that their districts 
receive an equitable share of funding for capital projects.  Thus, who participates in the 
capital planning process greatly influences the outcome.

Many jurisdictions use an interdepartmental capital allocation committee to review 
and rank proposals for inclusion in the CIP and capital budget. One common approach 
is to appoint a citizens task force to make recommendations to the council. Involving 
citizens in the evaluation phase allows for their meaningful participation in the process 
and may provide the foundation for public support if a bond referendum is necessary. 

Figure 11–2 Excerpt from the capital budget for San Luis Obispo, California

Source: City of San Luis Obispo, 2011–13 Financial Plan: Appendix B, Capital Improvement Plan, 2-2, slocity.org/
finance/download/budget11-13/Appx%20B%20Web.pdf. 
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Public finance scholar Jane Beckett-Camarata found evidence that when cities use a 
strategic planning process that assesses citizen priorities in conjunction with a capital 
budgeting process, they see a positive effect on per capita long-term debt, own-source 
revenue, and the general fund balance.3

Scope of duties In principle, the government unit that is responsible for capital 
budgeting should have responsibility for the full range of capital improvements funded 
from general revenues or general obligation (GO) debt—from planning to construc-
tion or acquisition to inventorying and monitoring their condition. In reality, duties 
will depend on the chief executive’s preferences, the abilities of the director of the 
capital budgeting unit, and the number of staff members available to perform the tasks. 

Not all capital projects are included in the CIP process. For example, because the 
projects in a tax increment financing (TIF) district are financed from dedicated tax 
revenues and debt, they are typically not integrated into the CIP; instead, each TIF 
district has its own planning process and capital budget. Large enterprise activities, 
such as a municipal electric department or other utility operations, may have separate 
capital planning processes because of their scope and dedicated sources of revenue. 
However, it is essential that these specialized planning processes be coordinated with 
the tax-supported CIP process in order to ensure that projects are coordinated (e.g., 
repaving of a street occurs after, not before, replacement of water lines) and that the 
full financial and operating impact of a project is determined.

Timing The final organizational issue is the timing of the capital budget cycle. Pre-
paring the capital and operating budgets concurrently has the advantage of limiting the 
time spent on budget preparation, a boon to department heads. Presumably, the impact 
of capital spending on the operating budget (and vice versa) will be recognized more 
readily when the two cycles are concurrent.

On the other hand, one advantage of preparing the capital budget in the operating 
budget off-season (countercyclical to the operating budget cycle) is that it distrib-
utes the workload for staff more evenly throughout the year. Even under the best of 
circumstances, preparing an operating budget requires enormous amounts of energy 
and time; adding to this workload the task of drafting a capital budget may jeopardize 
the quality of deliberations on both budgets.  Another advantage is that it reduces the 
amount of information that must be processed by lawmakers at one time. If, how-
ever, a government has a separate staff dedicated exclusively to capital budget matters, 
then preparing the two budgets concurrently is not just more feasible but actually 
preferable.

The timing decision is also affected by the source of funding. If a significant portion 
of the funding for capital improvements comes from dedicated (or earmarked) sources 
or from GO debt, a separate preparation and approval cycle is appropriate. But if a sig-
nificant portion of that funding comes from current revenues in the general fund, con-
current preparation is preferable. Capital and operational priorities need to be evaluated 
together if they are competing for the same pool of funding.

A related timing issue involves using a distinctive fiscal years for the operating and 
capital budgets. Some local governments have found it advantageous for internal control 
purposes to use an October 1 to September 30 fiscal year for their operating budgets, 
the same as the federal government, thereby reducing the complexity of reporting com-
pliance with federal grants. They then use a calendar year for their capital budgets to 
better match the accounting cycles of private contractors.



The merits of a separate capital budget cycle

While the federal government and some states use 
a unified budget in which no distinction is made 
between the two classes of expenditures, most state 
and local governments segregate capital and operat-
ing expenditures into two distinct cycles and docu-
ments. The reasons for doing this are several.

Different types of expenditures The most obvious 
reason is that capital expenditures are fundamentally 
different from operating outlays. Capital spending 
is project specific whereas operating expenditures 
finance recurring programs, most of which have at 
least an implicit commitment from government for 
their continued provision.

Different funding sources In most cases, capital 
outlays originate from one-time sources, such as debt 
proceeds and grants from other levels of government 
that are earmarked for particular projects. Operating 
outlays primarily rely on recurring revenues, such as 
current taxes and service charges.

Different levels of risk Capital investment decisions 
carry much greater risk than operating decisions. 
Large sums of money are usually at stake in a capital 
project, and an error in the design or location of the 
project can result in disastrous political and economic 
consequences. For example, for a short distance the 
interstate highway through downtown Pittsburgh 
drops below the water level of the Monongahela 
River, which it parallels. During high-water periods, 
the highway must be closed because of flooding, and 
traffic must be diverted onto congested downtown 
streets. To prevent such costly and embarrassing mis-
takes, careful planning on all levels—federal, state, 
and local—is necessary prior to project implementa-
tion. In addition, the planning and design of capital 
facilities have long-term implications for the operat-
ing budget. For example, designing a public housing 
complex for energy efficiency and spending additional 
money up front for top-grade insulation will mean 
lower utility costs over the life of the structure.

Whereas an error in an operating budget can be 
revised the following year or even amended during 
the current year, errors made in planning and bud-
geting for a capital improvement can be corrected 
only at considerable expense—which in most cases is 
prohibitive. Capital projects, especially for infrastruc-
ture, tend to be interlinked, requiring careful attention 
to their sequencing. For example, a street resurfacing 
project may be preceded by the replacement of the 
water and sewer lines, depending on their condition. 

The planning and review period for capital projects, 
especially major construction projects, must be 
sufficiently long to evaluate the projects, assess their 
impact on the community, and acquire the funding for 
their completion. Often, the time needed for project 
design, permitting, and construction does not coincide 
with the terms of office of the elected officials who may 
have championed the project. Newly elected officials 
may have different priorities, giving rise to conflict 
when review of the CIP focuses on projects approved 
in prior years.1

Timing requirements At the local level, the uneven 
distribution of capital projects requires careful timing 
in order to maintain a stable property tax rate. Infra-
structure improvements typically occur in cycles as 
a community experiences periods of growth. As the 
infrastructure ages, replacement costs begin to occur, 
and the cycle repeats itself. If debt financing is used, 
capital projects must be spaced so that bonds can 
be sold at intervals and debt service is maintained at 
a fairly stable level commensurate with the growth in 
the tax base. Governments pressed by economic and 
political considerations may accelerate capital spend-
ing to stimulate their economy in the expectation that 
moderately higher tax rates in the near term will be 
offset by future economic development.

State and local governments that choose not to is-
sue debt must give even more careful attention to the 
timing of project initiation in order to keep tax rates 
stable. These governments rely on current revenues, 
especially earmarked taxes, plus money set aside in 
capital reserves to finance new construction or ren-
ovations. Whether they issue debt or use revenues, 
governments wishing to maintain stable tax rates will 
find separating capital and operating decisions into 
two distinct but complementary cycles to be a useful 
planning and management aid.

Monitoring A separate capital budget cycle pro-
vides for more careful monitoring of project imple-
mentation. Once the capital budget is approved 
by the governing body, spending can begin on the 
authorized projects, subject to the availability of 
funds. In larger governments, the capital budget 
unit not only will prepare the budget but also may 
help departments oversee the acquisition of capital 
improvements. A central capital budgeting staff can 
bring greater continuity and consistency to project 
implementation than can departments working alone. 
Continuity and consistency, in turn, lead to better 
management of government resources.

1 Gerald Seeber, personal communication with author, March 2007.
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Developing a capital planning and budget policy

Just as a budget policy statement can be an effective managerial tool for institutional-
izing good budget practices and channeling conflict in constructive directions, so too 
can a capital planning and budgeting policy statement. Such a statement provides the 
financial standards to guide deliberations for both the executive and legislative branches 
and thus becomes the conscience of the organization in budget deliberations. It also 
helps resolve many of the conflicts identified in Figure 11–1. The accompanying sidebar 
lists possible elements for inclusion in a state or local government’s capital planning and 
budgeting policy. 

As a matter of policy, every government should prepare a CIP, even if it integrates 
capital and operating outlays into one unified budget.  A CIP provides an invaluable tool 
for systematically reviewing all projects, comparing proposed new projects with those 
already in the plan, and then repeating the cycle annually as the proposed project moves 
closer to inclusion in the capital budget and, ultimately, acquisition. If a CIP is used, all 
proposals for capital investment must go through that process in order to ensure integ-
rity in the CIP.  Figure 11–3 is an example of a sample policy statement from San Luis 
Obispo.

The capital budgeting process
The demand for capital acquisitions far exceeds a government’s capacity to finance 
them, which makes it necessary to ration funding to those acquisitions with the highest 
priority. How governments rank and select projects is the crux of the preparation phase 
of a capital budget.

The capital budgeting process, like its counterpart on the operating side, must screen 
the myriad proposals, which is done through a series of reviews in which advocates 

Possible elements of a capital planning and budgeting 
policy statement

1. The capital improvement plan (CIP)
a. What is the planning period?
b. How inclusive should the CIP be?
c. Will expenditures for maintenance 

and/or renovation be included in 
the capital budget?

2. Organizational issues
a. What unit will be responsible for pre-

paring the CIP and capital budget?
b.  Should the capital budget be 

prepared concurrently with the 
operating budget or during the 
off-season?

c.  Will a capital allocation commit-
tee be used to evaluate and rec-
ommend a ranking of proposed 
projects? Will the committee 
include citizens?

3. Project evaluation
a. What procedures will be used 

to evaluate and rank proposed 
projects?

b.  What criteria will be used to evalu-
ate and rank proposed projects?

4. Funding sources
a. Will debt be used for capital 

projects, and under what  
circumstances?

b.  What type of bond (general obliga-
tion or revenue) will be used, and 
under what circumstances?

c.  How much debt, if any, can be 
incurred?

d.  How will unused balances in the 
capital project funds be used?
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Capital improvement management

A. CIP Projects: $15,000 or More. Construction 
projects and equipment purchases which cost 
$15,000 or more will be included in the Capital 
Improvement Plan (CIP); minor capital outlays 
of less than $15,000 will be included with the 
operating program budgets.

B.  CIP Purpose. The purpose of the CIP is to 
systematically plan, schedule, and finance 
capital projects to ensure cost-effectiveness as 
well as conformance with established policies. 
The CIP is a four-year plan organized into the 
same functional groupings used for the oper-
ating programs. The CIP will reflect a balance 
between capital replacement projects that 
repair, replace or enhance existing facilities, 
equipment or infrastructure; and capital facility 
projects that significantly expand or add to the 
City’s existing fixed assets.

C.  Project Manager. Every CIP project will have a 
project manager who will prepare the project 
proposal, ensure that required phases are com-
pleted on schedule, authorize all project expen-
ditures, ensure that all regulations and laws are 
observed, and periodically report project status.

D.  CIP Review Committee. Headed by the City 
Administrative Officer or designee, this Com-
mittee will review project proposals, determine 
project phasing, recommend project manag-
ers, review and evaluate the draft CIP budget 
document, and report CIP project progress on 
an ongoing basis.

E.  CIP Phases. The CIP will emphasize project 
planning, with projects progressing through at 
least two and up to ten of the following phases:

1. Designate. Appropriates funds based on 
projects designated for funding by the Coun-
cil through adoption of the Financial Plan.

2.  Study. Concept design, site selection, fea-
sibility analysis, schematic design, environ-
mental determination, property appraisals, 
scheduling, grant application, grant approval, 
specification preparation for equipment 
purchases.

3.  Environmental Review. EIR preparation, 
other environmental studies.

4.  Real Property Acquisitions. Property acqui-
sition for projects, if necessary.

5.  Site Preparation. Demolition, hazardous 
materials abatements, other pre-construction 
work.

6.  Design. Final design, plan and specification 
preparation and construction cost estimation.

7.  Construction. Construction contracts.
8.  Construction Management. Contract proj-

ect management and inspection, soils and 
material tests, other support services during 
construction.

9.  Equipment Acquisitions. Vehicles, heavy 
machinery, computers, office furnishings, 
other equipment items acquired and 
installed independently from construction 
contracts.

10.  Debt Service. Installment payments of 
principal and interest for completed projects 
funded through debt financings. Expendi-
tures for this project phase are included in the 
Debt Service section of the Financial Plan.

Figure 11–3 Sample policy statement, San Luis Obispo, California

must justify their spending requests.  And like the operating budget cycle, the cycle for 
capital spending is information-intensive, relying on data collected throughout the pro-
cess to justify each proposal’s inclusion in the final budget. The process has four stages: 
planning, budgeting, financing, and implementation.

Planning for capital improvements

Because of the long-lived nature of capital assets, the planning phase is the most critical. 
During planning, proposed projects are identified, evaluated, costed, and ranked. Unlike 
the allocation process in the operating budget cycle, the allocation process for capital items 
closely links budgeting with land use planning. In fact, a city’s or county’s master plan for 
land use should provide the direction for most of the decisions on infrastructure spending.

Who participates in the selection and ranking of capital requests greatly affects the out-
come. Regardless of the chief executive’s style of management, use of an interdepartmental 
capital allocation committee to examine and rank each proposal is advisable, especially 



 Planning and Budgeting for Capital Improvements 263

Generally, it will become more difficult for a 
project to move from one phase to the next. As 
such, more projects will be studied than will be 
designed, and more projects will be designed than 
will be constructed or purchased during the term 
of the CIP.

F. CIP Appropriation. The City’s annual CIP ap-
propriation for study, design, acquisition and/or 
construction is based on the projects designated 
by the Council through adoption of the Financial 
Plan. Adoption of the Financial Plan CIP appro-
priation does not automatically authorize fund-
ing for specific project phases. This authorization 
generally occurs only after the preceding project 
phase has been completed and approved by 
the Council and costs for the succeeding phases 
have been fully developed.

  Accordingly, project appropriations are 
generally made when contracts are awarded. If 
project costs at the time of bid award are less 
than the budgeted amount, the balance will be 
unappropriated and returned to fund balance 
or allocated to another project. If project costs 
at the time of bid award are greater than bud-
get amounts, five basic options are available:
1. Eliminate the project.
2.  Defer the project for consideration to the 

next Financial Plan period.
3.  Rescope or change the phasing of the proj-

ect to meet the existing budget.
4.  Transfer funding from another specified, 

lower priority project.

5.  Appropriate additional resources as neces-
sary from fund balance.

G. CIP Budget Carryover. Appropriations for CIP 
projects lapse three years after budget adop-
tion. Projects which lapse from lack of project 
account appropriations may be resubmitted for 
inclusion in a subsequent CIP. Project accounts, 
which have been appropriated, will not lapse 
until completion of the project phase.

H.  Program Objectives. Project phases will be 
listed as objectives in the program narratives of 
the programs, which manage the projects.

I.  Public Art. CIP projects will be evaluated 
during the budget process and prior to each 
phase for conformance with the City’s public 
art policy, which generally requires that 1% of 
eligible project construction costs be set aside 
for public art. Excluded from this requirement 
are underground projects, utility infrastructure 
projects, funding from outside agencies, and 
costs other than construction such as study, 
environmental review, design, site preparation, 
land acquisition and equipment purchases.

  It is generally preferred that public art be 
incorporated directly into the project, but this is 
not practical or desirable for all projects; in this 
case, an in-lieu contribution to public art will 
be made. To ensure that funds are adequately 
budgeted for this purpose regardless of whether 
public art will be directly incorporated into the 
project, funds for public art will be identified 
separately in the CIP.

Source: City of San Luis Obispo, California, “Budget and Fiscal Policies” (2007–09), media.csmfo.org/archives/
resources/2750.pdf, 10–12.

Figure 11–3 Sample policy statement, San Luis Obispo, California, continued

where individual projects compete for a limited amount of available funding. The com-
mittee’s recommendations should then be forwarded to the chief executive, who makes 
a final recommendation to the council.

Inventorying existing capital assets An effective capital budgeting process begins 
with an inventory of the government’s existing stock of capital investments and an eval-
uation of their current condition.

Public administrators know firsthand the difficulty of obtaining funding for mainte-
nance and repair. One reason for this difficulty is the absence of any public interest group 
to lobby for such funding. Politically, new construction possesses much greater appeal than 
the renovation or even repair of existing assets, and so it receives priority in the funding 
process and squeezes out funding for maintenance projects. One of the sources of conflict 
illustrated in Figure 11–1 is this competition between outlays for maintenance and funding 
for new construction.  As Michael Pagano has noted, it is far easier for decision makers to 
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eliminate funding for maintenance and repair because such investments are less visible and 
less politically sensitive and, unlike other budget reductions, have no immediate reper-
cussions on service delivery.4  Yet investing in maintenance may provide returns that 
greatly exceed comparable investment in new acquisitions. Thus, a capital budget policy 
statement should clarify the priority of maintenance investment over new construction.

Pagano calls for local governments to link the capital budget to maintenance items 
in the operating budget and to fund maintenance through the capital budget, using 
long-term debt if the benefits accrue to more than one year.5 In this way, a government 
can forestall the premature deterioration of its public facilities and increase their use-
ful life. In regions where populations are stable or declining, investing in maintenance 
and renovation makes much more financial sense than investing in new construction. 
Unfortunately, federal policy, especially in the area of highway construction, has gener-
ally favored new construction over maintenance.

One approach managers use to encourage investment in maintenance and repair is 
the preparation of a comprehensive inventory of fixed assets including infrastructure. 
In the past, governments made little effort to maintain an inventory of their assets, the 
original cost of those assets, their current condition, or the cost of replacement. How-
ever, now that Governmental Accounting Standards Board Statement No. 34 (GASB 34), 
Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local 
Governments, requires state and local governments to better account for these assets, such 
an inventory has the additional benefit of providing the data needed to comply with the 
GASB’s reporting requirements.

Information on the condition of existing capital assets helps illustrate to citizens 
and lawmakers whether previous investment in maintenance and repair is paying off. It 
also reduces the “squeaky wheel” phenomenon in the allocation of limited funding for 
capital improvements. It can be an indispensable managerial aid in building consensus 
on spending priorities. Most importantly, an inventory and condition assessment gives 
legitimacy to investing in maintenance and repair.

The capital improvement plan (CIP) Most state and local governments prepare a 
rolling CIP that spans a multiyear period and provides itemized details on projects they 
wish to undertake during those years. Some governments plan for as few as three years, 
others for as many as ten years; five years is a common time frame. The first year of the 
CIP becomes the proposed capital budget for the coming year.

For multiyear projects, such as major road construction, the CIP identifies the year 
in which the project is to begin, the expected cost for each year of the project, the 
sources of funding, and the expected completion date. Because organizations rarely have 
enough money to meet all their capital needs, a CIP allows decision makers to sched-
ule the most pressing needs. Each year, the CIP is updated, revenue and expenditure 
estimates for the outlying years are revised, new projects may be added to the five-year 
time frame, and projects already in the plan may be dropped or delayed as other, more 
pressing requests take priority.  Annual repetition forces administrators and legislators 
to reevaluate each project more than once and to judge the merits and urgency of new 
capital requests against those already in the CIP.  While the governing body must adopt 
the capital budget as an appropriation, it does not necessarily endorse or even review 
the CIP.  If it does endorse the CIP, implementation will depend on the availability of 
funding and is subject to revision in subsequent years. Figure 11–4 shows the approved 
2012 capital budget for Chester County, Pennsylvania.

A few requests may require immediate approval for funding because of their urgency, 
and so they may move to the current year without going through the multiyear review 
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process. However, if this happens repeatedly, the CIP loses much of its value as a plan-
ning device. The primary benefit of the CIP is that it forces decision makers to examine 
the full range of projects and rank them according to priority and urgency. It also forces 
the finance office to identify revenue sources and, if debt is used, to schedule the sale of 
a sufficient but not excessive number of bonds.

While casual observation may suggest that preparing the CIP proceeds rather 
mechanically, in fact it is a highly political process. The capital budgeting cycle formally 
begins with a call for project proposals by the budget office, followed by deliberations 
on project selection. Proposals come from both within and outside the organization, 
but most originate from departments and agencies—most particularly, public works 

Figure 11–4 Capital budget FY 2012, Chester County, Pennsylvania

Source: County of Chester, Pennsylvania, 2012 Budget, 249, chesco.org/DocumentCenter/View/1364.
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(street improvements), utilities (water, wastewater, sanitation), and planning (as part of 
the master plan). Citizen complaints are another source of requests for capital spending, 
although these requests are likely to be funneled through city agencies.  A third source is 
the campaign promises of elected officials. Community-based interest groups are also an 
important source of proposals. One fact is certain: the number of proposals will greatly 
exceed the ability of the government to finance them all.

Selecting projects for the CIP A lot is at stake when it comes to funding a project. 
The location of a new highway and its major intersections can mean a windfall in in-
creased values to property owners whose property abuts the project. The bid specifications 
for an expensive fire truck or a fleet of police vehicles can determine which manufac-
turer will be selected to provide the equipment. Having in place a well-managed project 
selection process that considers the impact on long-term community needs and not just 
political priorities helps to sustain economic growth and benefits the quality of life.6

Establishing priorities In a democracy, the political process, through the election of 
candidates, helps define a community’s values and priorities. In the context of capi-
tal planning, these values are reflected in the priorities of the chief executive who, in 
consultation with the governing body, initially establishes the broad priorities for capital 
allocation. For example, an older city or county with a shrinking employment base may 
link capital planning to redevelopment projects designed to attract new industries.  A 
mayor in another city may focus on neighborhood revitalization centered around the 
construction or renovation of school buildings.

Every government has its own protocol for selecting capital projects. The leader-
ship in one community may specify several service areas (streets, storm drainage, and 
parkland) that will receive capital funding, while the leadership in another community 
may target investment for broad categories, such as disaster preparedness. The important 
point is that it is up to a local government’s political leadership to specify the general 
capital spending priorities of that government.

Ranking proposals The next stage in the project selection process—ranking pro-
posals—begins with the identification of possible projects for inclusion in the CIP.  It is 
essential that all requests for inclusion be submitted on standardized forms.

Once the budget office has received all the requests, the capital allocation committee 
begins the critical task of ranking the proposals. Every local government uses stated or 
unstated criteria—political, economic, or administrative—to evaluate the projects being 
considered for funding. The accompanying sidebar lists eleven commonly used criteria. 
Ideally, the criteria are clearly specified in a capital planning policy statement. Using 
selection criteria to make decisions requires that specific indicators be developed.

Many proposals will emerge out of a local government’s various planning processes—
plans for land use, utilities installation, facilities, information technology, and transporta-
tion. Because these proposals have already undergone extensive deliberations, they often 
find their way more quickly into the CIP.

When prioritizing proposed projects, governments may choose to use a weighted 
ranking system to give more weight to those projects that address the preferences and 
priorities of lawmakers or the community. Communities wishing to stress economic 
development will give greater weight to economic factors; communities wishing to 
promote quality of life will give relatively greater weight to recreational, cultural, and 
aesthetic values. The weights may even be altered periodically as the priorities of the 
community and lawmakers change. In still other cases, communities may want to 
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leverage local funds with state or federal grants or private funding. While using exter-
nal funds enables local governments to lower their cost for the improvements, such an 
approach to project selection skews priorities to favor those of the state or federal agen-
cies providing the funds over those of the community.

Finalizing the CIP The final step in the planning phase is preparing the final CIP. Cit-
izens should have an opportunity to provide input, be it in a public hearing, on a citizen 
advisory committee, and/or through citizen representation on the capital allocation com-
mittee. It is also advisable that the CIP be submitted to the governing body for review 
and approval.  Approval does not authorize money for any of the projects in the plan, 

Criteria for selecting capital projects for inclusion in 
the CIP

1. Fiscal impact:
a. Capital costs for the current and 

future years, and potential for the 
proposed project to reduce future 
capital and operating costs or 
legal liability

b.  Year-by-year estimates of the addi-
tional operating and maintenance 
(O&M) costs or reductions in these 
costs because of the new project

c.  Year-by-year estimates of the reve-
nue impact from the project (either 
increases or decreases due to loss 
of taxable property)

d.  Impact on energy requirements 
(may be separated from O&M 
estimates if particularly high)

e.  Potential legal liabilities and costs 
in undertaking or rejecting the 
project

2. Health and safety effects: Impact 
on traffic accidents, injuries, illness 
due to poor water quality, or health 
hazards due to sewer problems

3.  Economic effects: Impact on prop-
erty values, tax base, additional jobs, 
and the stabilization or revitalization 
of neighborhoods

4.  Environmental, aesthetic, and social 
effects: Impact on the quality of life 
in the community, including noise, air, 
and water pollution, and impact on 
households, commuters, and recre-
ational opportunities

5.  Disruption and inconvenience: Esti-
mated inconvenience or disruption 
to the public while the project is in 
progress

6.  Distributional effects: Impact on 
various geographical areas and on 
residents of low- to moderate-income 
areas or on other disadvantaged 
groups in the community

7.  Political feasibility: Extent of public 
support for the project, compatibility 
with the master plan, and whether the 
project is a continuation of an earlier 
effort

8.  Implications of deferral: Impact if the 
project is deferred because of insuf-
ficient funds, including higher future 
O&M costs and inconvenience to the 
public

9.  Amount of uncertainty: An educated 
guess of the likelihood that changes 
will occur in any of the foregoing 
factors, such as the cost of the project

10. Effect on surrounding cities: Possible 
beneficial or adverse effects of the 
project on surrounding cities or quasi- 
governmental agencies

11.  Impact on other capital projects: 
Possible beneficial or adverse im-
pacts of the project on other proj-
ects—for example, the need to install 
new underground water and sewer 
pipelines precipitated by a street 
resurfacing project

Source: Adapted from Annie Millar, “Selecting Capital Investment Projects for Local  
Government,” Public Budgeting & Finance 8 (Autumn 1988): 66–68. 
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but it adds credibility to the planning process, involves the council in the process, and 
legitimizes the work of the capital allocation committee and chief executive on the CIP.

Budgeting for capital improvements

While the CIP provides a multiyear inventory of proposed projects that a government 
anticipates undertaking and their proposed sources of financing, the capital budget pro-
vides detailed information on the actual design, cost, and financing of projects recom-
mended for the coming year.  The appropriation adopting the capital budget gives the 
executive branch the same authorization for capital improvement expenditures that the 
appropriation adopting the operating budget gives for the recurring expenditures in the 
delivery of government services.

Preparing the capital budget Preparing the capital budget document includes the 
following tasks:

• Putting together a capital budget manual that contains a calendar or flowchart of the 
process (see, e.g., Figure 11–5), showing instructions, and forms for departments to 
use when completing their requests

• Determining the exact costs of each project

• Providing a detailed estimate of the revenues, both recurring and from bond sales, 
that will be available for the budget period

• Bundling debt needs and scheduling a voter referendum, where necessary, to autho-
rize debt funding; obtaining voter approval on any bond sales if required

• Holding a public hearing on the proposed capital budget before it is approved.

Capital budget manual The capital budget manual, like its counterpart on the operat-
ing budget side, provides departments with detailed instructions and the required forms for 
completing their capital spending requests. It also contains a calendar outlining the time-
table for budget preparation.  As was the case with the operating budget, the calendar in-
cludes a call for proposals, a review of those proposals by the budget office, executive-level 
review and hearings, and a budget workshop for legislators prior to adoption.

Cost projections Initially, requests for inclusion in the CIP are ranked by the capital 
allocation committee for each year in the planning period. Of course, because of limited 
revenues, only a few requests will be funded. Up to this point, the estimates of project 
costs used in the CIP have likely been based on departmental projections prepared in 
consultation with the budget office or on preliminary engineering studies.  As a proposal 
becomes a firm candidate for funding, the government seeks detailed cost estimates, often 
by contracting with a private consultant who prepares a detailed cost projection.

If the project involves the construction of a new building or the renovation of an 
existing one, an architectural firm will first be employed to prepare drawings of the 
facility, and an engineering firm will then prepare specifications for the project and an 
estimate of the costs. On non-income-producing projects, such as street improvements 
or building renovations, the evaluation is confined to a detailed estimate of the costs. 
For income-producing projects, such as utility improvements or a parking garage, the 
government must determine their economic viability. One widely used technique is the 
payback period—that is, the number of years required before the project pays back 
in net earnings the initial capital investment. The longer the payback period, the less 
economically viable the project. Other, more sophisticated techniques, such as NPV and 
cost-benefit analysis, may also be used.
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In the City of Garland, Texas, each capital project request shows the project schedule: 
the beginning and completion dates for project design, right-of-way or land acquisition, 
construction, landscaping, and equipment or other furnishings (Figure 11–6). In addi-
tion, the Garland budget includes an assessment of the project’s impact on the operat-
ing budget, if any. For multiyear projects, the form shows the project cost by year; the 
amount of money, if any, spent thus far on the project; and summary information on 
funding sources.

Revenue estimations State and local governments usually rely on a variety of rev-
enue sources to fund each capital project.  As seen in Figure 11–6, these sources can 
include current revenues. During the budget preparation phase, detailed estimates of ex-
pected revenues must be made. The budget office likely has been making such estimates 
all along and has a reasonably good idea of the amount of money available from current 

Figure 11–5 Flowchart of the preparation and approval of capital projects, Fairfax County, Virginia

Source: Fairfax County, Virginia, FY 2012–FY 2017 Adopted Capital Improvement Program, 9, fairfaxcounty.gov/dmb/
fy2013/adopted/cip.pdf. 
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funds (taxes, fund balances, grants, special assessments, and service charges).  As the bud-
get office begins to finalize the capital budget request for legislative consideration, the 
accuracy of these estimates increases in importance; this is because capital budgets at the 
state and local levels, like operating budgets, are revenue driven. The revenue forecasts 
prepared for the operating budget affect the capital budget to the extent that current 
revenues are used to finance at least part of the capital budget. For utility system or 
public housing improvements, accurate estimates of consumer demand are also essential 
to accurate estimates of the revenue stream that will service future debt obligations as 
they come due.

Debt planning The budget office must determine early in the cycle how much money 
must be borrowed to fund capital projects in the coming year. For most local govern-
ments, debt for all general fund projects planned for that year should be bundled into 
one GO bond issue.  As a rule, the cost of preparing the documentation needed to 
support each sale makes it uneconomical to enter the bond market more often than 
necessary; smaller governments may go several years between bond sales. In the case of 
enterprise fund projects, a revenue bond will usually be sold once the project’s financial 
viability has been determined, to be paid off using the future revenues brought in by the 

Figure 11–6 Capital project request, Garland, Texas

Source: City of Garland, Texas, 2012 Capital Improvement Program, PS06, ci.garland.tx.us/civicax/filebank/ 
blobdload.aspx?BlobID=6832.
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finished project. Usually, revenue bond issues are not bundled but are sold separately for 
each project. (More discussion on planning the sale of debt follows later in this chapter.)

Public hearing The final step in the capital budgeting cycle is a public hearing on the 
proposed spending plan. This hearing is usually combined with the hearing on the CIP so 
that citizens have an opportunity to comment not only on the projects being proposed for 
the budget year but also on those being considered for future years, as listed in the CIP.

Appropriating for capital outlays The governing body must approve the capital 
budget before implementation can begin. Professor A. John Vogt describes three meth-
ods for adopting the capital budget.7 In the first method, the governing body adopts the 
capital budget as part of the annual or (biennial) operating budget; under this approach, 
multiyear projects are funded only one year at a time, creating potential uncertainty in 
project financing. In the second method, the governing body adopts a separate capi-
tal budget and appropriates sufficient budget authority to see the projects through to 
completion (also known as a sum-sufficient basis). In the third method, the governing 
body approves a bond referendum, although a separate appropriation for each project is 
usually still required by law.

For larger improvements, appropriations are often made in three phases: planning and 
design, construction, and close-out.

Capital spending’s impact on the operating budget Capital investment de-
cisions made today have long-term impacts on operating costs. Managers must care-
fully assess those impacts as part of the evaluation of each capital improvement. Will 
the improvement increase operating costs and, if so, by how much? Will the operating 
budget be able to absorb the additional costs? Experienced managers know that while 
a proposed project may have sufficient funding for construction or acquisition, it may 
be delayed because the operating budget is unable to absorb the additional cost once 
the improvement has been implemented.  Again, Garland, Texas, requires departments 
proposing a project to include an estimate of the impact on the operating budget. That 
impact may be an increase in operating costs, as in the example in Figure 11–6, or a de-
crease through reduced maintenance or other savings. Coral Springs, Florida, goes one 
step further and includes an aggregate estimate of the annual impact of this year’s capital 
investments on the operating budget (Figure 11–7). 

The effect of capital spending on the operating budget varies across public services, 
depending on the extent to which the service is labor- or capital-intensive. Capital pur-
chases that replace staff or older facilities reduce future operating costs. New automated 
garbage trucks may reduce the number of sanitation workers needed. But capital purchases 
that add new facilities or services will also increase operating costs. Labor-intensive ser-
vices such as police protection will be more sensitive to capital expenditures that expand 
capacity than will capital-intensive services such as highway maintenance.  A new police 
substation must be staffed and operated, whereas a repaired road will require little 
further attention, at least in the short term, and may in fact result in lower maintenance 
costs in the operating budget. Labor-intensive services such as the police station will 
also require immediate operating expenditures, while capital-intensive services such as a 
new road may require operating expenditures (for maintenance) only after the passage 
of time.

While its effect on the operating budget may vary by project, capital spending is 
never inversely related to operating expenditures. In other words, in the aggregate, capi-
tal outlays mean higher future operating costs, especially for labor-intensive services.8
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Financing capital improvements

The CIP includes a projection of the sources of revenue for financing scheduled capital 
improvements.  The capital project requests in the CIP for Garland (Figure 11–6) in-
clude a section for “sources of funds,” which lists the revenues that will be used to fund 
this particular project.

State and local governments pursue either a pay-as-you-go or a pay-as-you-use 
strategy. Governments that use a pay-as-you-go approach issue no debt; they rely instead 
on the current revenues described in accompanying sidebar to fund all improvements. 
However, when the need for public improvements outstrips the current revenues 
available to fund them, as often happens in rapidly growing jurisdictions, governments 
have no choice but to pursue a pay-as-you-use strategy.  They issue debt through such 
devices as municipal bonds in order to raise the needed funding, and they repay the debt 
over the life of the asset as the asset is used.

Under pay-as-you-go financing, current taxpayers bear the full cost of a facility that 
will benefit current as well as future residents. Under pay-as-you-use financing, taxpayers 
who benefit from the improvement (e.g., a major highway) are also the ones paying the 
debt service. By matching users with payment, debt financing promotes intergenera-
tional equity.  Another advantage of debt financing is that interest on state and local 
municipal bonds issued for a public purpose as defined by the federal tax code is exempt 
from federal income taxation. This exemption constitutes an in-kind cash subsidy from 
the federal government to state and local governments because investors are willing to 
loan them money at lower interest rates.  As long as the repayment of the debt does not 
exceed the life of the asset, pay-as-you-use financing is recommended.

Operating
Budget

$151,766,237

Capital
Improvement

Budget
$23,841,975

CIP Impact
$5,362,382

CIP impact on the operating budget
Fiscal Year 2013

Figure 11–7 Impact of capital spending on the Coral Springs, Florida, operating 
budget, FY 2013 

Source: City of Coral Springs, Capital Improvement Program Budget: Fiscal Year 2013 (adopted 
September 18, 2012), 11, coralsprings.org/citybudget/CIP%20Book/FY2013AdoptedCIP.pdf.
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Financing for a capital project typically comes from a number of sources, including 
debt. Improvements to utility services (water, wastewater, heat, and solid-waste collec-
tion) should be financed through service charges levied on users or through impact fees 
on new development for projects that expand the system’s capacity to accommodate 
growth. Bonds may be issued to acquire funds for construction and then be repaid with 
fees and charges levied on users as the bonds come due.

Using debt Debt financing allows a government to spread out payment over the life 
of the asset, thereby shifting the cost of servicing the debt to those who use the asset.  At 
the same time, however, it raises several issues: accountability for the debt, term of the 
debt, and amount of the debt. Thus, if a state or local government chooses to use debt, 
it should adopt a debt policy statement spelling out the procedures for issuing debt, the 
purposes for which debt may be used, the role of citizens in approving the uses of debt 
proceeds, and the maximum amount of debt (or debt service) the government will in-
cur.  A policy statement reassures investors that the government is committed to honor-
ing its obligations and will protect citizens from too large a tax burden.

Accountability Repayment of outstanding debt must have priority in the operating 
budget.  Annual debt service obligations (principal and interest) must be met before all 
other obligations, including the payroll. Failure to make a debt payment constitutes a 
default on that debt, and a government that defaults loses the confidence of investors 
and will find it difficult to issue any debt in the future.

To promote accountability in the repayment of tax-supported debt, governments 
usually establish debt service funds, in which they deposit money from tax levies that 
will be used to pay interest and principal as the debt comes due.  Annually, as part of the 
operating budget process, sufficient taxes or service charges are levied so that money can 
be put into the debt service fund to cover the obligations for that year.

Term of debt Governments occasionally fall into the trap of using debt to cover a 
shortfall in current revenues, hoping that the next fiscal year will bring better economic 
times and an increase in operating revenues. However, long-term debt should never be 

Strategies and revenues used for financing capital  
improvements

Pay-as-you-go financing

• Current taxes, especially those 
linked to a particular service, such as 
gasoline taxes earmarked for highway 
improvements

• Other own-source revenues, such as 
utility charges

• Grants from the state or federal 
government

• Reserves accumulated over time in 
a replacement fund or as retained 
earnings in a utility fund

• Development impact fees

Pay-as-you-use financing

• Bonds or other government-issued debt 
instruments

• Special assessments on property owners 
benefiting from the improvement

• Grants from the state or federal 
government



274 Planning and Budgeting for Capital Improvements

used to cover revenue shortfalls. The rule of thumb is that long-term debt should be 
used only to acquire assets with a lifetime longer than one year, and repayment of the 
debt should not extend beyond the life of the asset. If a resurfaced city street is expected 
to last ten years, the bonds used to finance that project should be paid off in ten years or 
less. (To cover cash flow needs, local governments do routinely issue short-term debt 
and commercial paper, which are tools for treasury management, not debt financing.)

The longer the life of the debt (i.e., the longer the maturity), the more costly it 
becomes for the government to borrow.  This is because investors demand higher interest 
rates to compensate for the greater uncertainty of future market developments. Moreover, 
few investors are willing to commit their money for longer periods, regardless of the life of 
the asset.  Thus, most state and local debt does not exceed a maturity of twenty-five years.

Amount of debt Although debt can be a powerful stimulus to economic develop-
ment, overburdening a community with long-term obligations can easily defuse that 
stimulus.  As a rule of thumb, the annual cost of servicing GO debt (principal and inter-
est) should not exceed 20 percent of the operating budget—a guideline that is report-
edly used by the credit-rating industry. Research suggests that a substitution effect exists 
between taxes for debt service and those for general operations: when a jurisdiction 
must increase the amount of tax revenues spent for debt service rather than increasing 
taxes, it decreases the amount of money available to be spent on other services.9 If a 
government is experiencing rapid population growth, it may need to temporarily ex-
ceed the 20 percent limit, but if it is experiencing no growth or a shrinking tax base, it 
should reduce its debt service obligation to 15 percent or less of the operating budget.

Debt capacity for revenue bonds is a more complex issue because it depends on 
the revenue-producing capabilities of each project. Obviously, the annual debt service 
for any particular project must not exceed what the project is capable of generating in 
revenue in excess of operating costs. Several cities faced bankruptcy during the Great 
Recession of 2007–09 because of their inability to repay debt on overly optimistic 
expectations from revenue-producing ventures. For facilities in which the government 
acts as a monopolist, such as water and wastewater, prices can be set to produce enough 
revenue to cover annual operating costs and debt service, although political pressure is 
strong to keep utility rates low. But other types of facilities—parking garages and recre-
ational facilities, for example—may have to compete with nongovernmental providers, 
and the local government may not control the market. In such cases the government 
must carefully analyze the market, users’ willingness to pay, estimated revenues, and the 
amount of debt those revenues will cover.

Revenue versus general obligation (GO) bonds Municipal debt is classified ac-
cording to the type of revenue pledged as the source of repayment.  A GO bond represents 
an unlimited pledge by the government to use all available sources of revenue and taxing 
powers—its “full faith and credit”—to repay the obligation. Often, state law requires gov-
ernments to first obtain voter approval through a referendum before issuing GO bonds.

By contrast, a revenue bond represents a limited pledge of revenue sources to the 
repayment of qualifying bonds. Usually, revenue bonds are used to finance a revenue- 
producing project, such as a public housing complex, public hospital, toll road, water 
or utility facilities and lines, or a parking garage. Only revenue earned from the proj-
ect can be used to repay the bonds used to build it. The government does not pledge 
its full faith and credit to the repayment of these bonds, although it may subsidize the 
project with general tax revenues, especially during the development phase. Because 
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of the more limited pledge, voter approval is usually not required, and the bonds incur 
slightly higher interest rates because of the higher risk of default. However, investors 
can see a clear link between the use of the debt and the repayment of the bonds, 
which normally increases their confidence that the government will repay the debt.

Although most governments could incur more GO than revenue debt because of 
their greater capacity to repay GO bonds, GO debt constitutes only one-third of the 
total municipal debt burden across the nation.10 One reason for this is that GO bonds 
are only used for public facilities that have no revenue-producing capabilities—for 
example, streets, school buildings, storm drainage, and general-purposes equipment such 
as public safety vehicles. Especially among cities, these facilities represent a smaller por-
tion of the budget than revenue-producing facilities, such as housing, utilities, and public 
transit.  Another reason that revenue bonds are used more often than GO bonds is that 
they do not require voter approval.

Occasionally, governments must cover not a budget shortfall but a temporary cash 
shortfall, which is created by the mismatch between the inflow of revenues and the out-
flow of disbursements. For such purposes, governments usually issue short-term notes or 
commercial paper, which have a life of less than a year and are almost always repaid from 
revenues received in the current year.

Planning the sale of debt When planning the sale of debt, the finance officer 
must decide on the type of debt to issue, the amount and maturity structure of the issue, 
and the method for selling the securities. The goal in this phase is to negotiate terms for 
the sale that are the least burdensome for the government but still appealing to investors. 
Whether the debt is acquired from a number of private investors and investment firms 
or directly from a bank, the government will issue bonds that specify the terms of the 
agreement between the lender and borrower (the type of revenue pledged by the gov-
ernment to repay the bond, the interest rate, maturity date, and par or face value). The 
larger the debt being acquired, the less likely that the government will acquire it from 
one single bank or other lender.

Municipal bonds are almost always sold with serial maturities. That is, the bonds 
mature, or come due, in a series over the life of the debt.  A basic rule in debt financing 
is that the higher the demand for municipal bonds, the lower the interest rate. By issuing 
bonds in serial form, with smaller par values (e.g., $5,000) and with relatively short 
maturities, local governments can broaden the pool of potential investors and thereby 
increase demand for their bonds.

Selling the bond issue Prospective investors expect full disclosure of the issuer’s 
financial condition, all the pertinent facts on the project being financed by the debt 
issue, and the local government’s legal pledge of revenue to repay the bonds. To increase 
investor interest, this information is prepared and distributed in an official statement 
four to six weeks prior to the bond sale. Governments often contract with a professional 
financial adviser to assist in the preparation of the official statement. Once the bonds 
have been sold, the terms of the sale (interest rates, maturities) are incorporated into the 
final official statement.

Local governments may try to increase investor interest in their bonds by obtaining 
credit enhancement. For instance, they may purchase the backing of a third party for 
the bond issue, which means that should the local government default on some or all of 
its debt, the third party assumes responsibility for repaying the obligation. Third-party 
backing reassures investors that their money will be repaid.
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A more common form of credit backing is the purchase of a letter of credit (LOC) 
from a bank. In the event that the local government cannot pay its debt service, the 
bank extends it a line of credit on which the government can draw to make its debt 
service payments.  As with any other line of credit, the borrowed funds must be repaid. 
An alternative approach is for the state government to extend its credit backing to 
municipal bonds. With this backing, which occurs in only a few cases, the state guaran-
tees repayment on qualifying debt should the local government be unable to make its 
payments. The objective of any credit enhancement is to make municipal bonds more 
attractive to investors, especially for issuers that are new to the market and have not 
established credit with investors.

Repaying outstanding debt In the final phase of the debt cycle, the finance officer 
ensures the timely repayment of debt obligations to investors. This is done by establish-
ing a debt service fund through which to account for the receipt and disbursement of 
money in payment of GO debt, and by contracting with a bank to handle the process-
ing of interest and principal payments as they come due. Interest is paid semiannually, 
and principal is paid annually on the anniversary of the date of sale for bonds maturing 
that year.  The budget office determines the amount of principal and interest coming 
due each year and includes this obligation in the annual operating budget. To provide a 
dedicated source of funding for GO debt service, the council will often adopt a property 
tax rate that is separate from that for operating purposes.

In the case of revenue bonds, a separate restricted account is set up in the account-
ing ledger for the utility or other enterprise fund to track revenues committed to 
their repayment as they mature.  A separate reserve account is also maintained, often 
specified as a covenant in the bond prospectus, for a portion of the service charges 
paid by users to be set aside to cover debt service in the event of an unexpected drop 
in revenues. 

Project implementation

Once the governing body adopts the capital budget appropriation, departments in the 
executive branch can begin awarding contracts for the various projects in the budget. 
However, as with the operating budget, spending must be carefully coordinated with 
available revenues. The central budget office, working in conjunction with the finance 
department, will monitor incoming revenues to ensure that they are consistent with 
projections in the budget. If for some reason actual receipts fall below projections, 
spending must be curtailed in order to maintain a balanced budget.

The central budget office also plays an important role in reviewing contracts before 
they are signed to make certain that they are consistent with the appropriation ordi-
nance. The planning office will review contracts for their adherence to the comprehen-
sive plan.  And the engineering office may review contracts for their technical content, 
ensuring that they meet the local government’s needs.

Conclusion
Because of the sizeable investment public improvements require, decisions on their tim-
ing and design carry much greater risk than decisions regarding operating expenditures. 
Large sums of money are usually at stake in a capital project, and an error in the design 
or location of the project can result in disastrous political and economic consequences. 
Thus, the identification, prioritization, and funding of public improvements require a 
separate process from that of the operating budget. The cornerstone for the process is 
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the CIP,  which identifies the capital improvements that the local government wishes 
to undertake, typically over the next five years. The first year of the CIP becomes the 
capital budget, the financing plan for the projects that the government will undertake in 
the coming year.

An inventory and condition assessment of existing physical assets should precede 
the preparation of the CIP.  Then the priorities for capital allocation must come from 
elected leaders, who articulate the capital needs of the government through the cam-
paign process and through their role as representatives of the electorate. What projects 
are selected for funding is also greatly influenced by who participates in the capital 
planning process.

The CIP provides not only a year-by-year inventory of proposed projects, but also 
a plan for lawmakers for financing those projects. Local governments rely on shared 
taxes, grants, municipal bonds, special assessments, and local own-source revenue to fund 
capital acquisitions. Municipal bonds provide local governments with a flexible means of 
financing capital improvements while promoting intergenerational equity.

Preparation of the capital budget requires budget staff to determine the exact cost of 
each project through an engineering study and to make a detailed estimate of revenues, 
including bond sale proceeds. Budget staff must identify the amount of bonds to be sold 
in order to provide financing for the projects. The analysis also involves assessing the 
impact of capital projects on future operating costs. Most all capital projects, particularly 
those more labor-intensive services (fire or police station, library), eventually lead to 
higher operating costs in subsequent years.

During the actual construction of capital projects, the budget office must carefully 
coordinate spending with available revenues. If debt is used, care must be used in 
accounting and budgeting for the debt service.
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1. Which of the following would likely not be included in the government or nonprofit 
organization’s capital budget?
 a. A major street repair project
 b. Purchase of one laptop computer for the fire department
 c. Construction of a new office complex
 d. Purchase of office equipment and furnishings for a new office complex

2. Which of the following is true of the capital planning process?
 a. Information is organized around projects.
 b. Some capital projects may be included in the operating budget.
 c. A separate capital budget is desirable but not essential.
 d. It involves the preparation of a CIP that is a rolling plan for three to ten years out.
 e. All of the above.

3. One of the key functions in screening capital project proposals is the selection of projects for the 
CIP. Such a review process should include all of the following except
 a. Ranking of proposals using established criteria
 b. Approving the final capital budget for the next fiscal year
 c. Forming a CIP review committee that brings together managers, citizens, and community  

 leaders
 d. Maintaining and routinely updating an inventory of capital assets (buildings, large equipment,  

 available land)
 e. Weighting proposed projects using the government’s or nonprofit’s strategic goals to identify  

 priorities.

4. All of the following criteria may be used in ranking capital projects except
 a. Promotion of health and safety
 b. Reduction of the organization’s legal liability 
 c. Promotion of economic growth and business investment in the community
 d. Reduction of operating costs through improved efficiency or lower maintenance
 e. Inclusion of a public art component
 f. All of the above.

5. Both the operating and capital budget processes should be guided by preapproved policies. 
In the case of capital planning and budgeting, which of the following should be included in a 
policy statement?
 a. Whether the capital budget is prepared concurrent with or separate from the operating  

 budget
 b. The types of funding used to pay for capital projects
 c. A list of projects that will not be funded
 d. The procedures and criteria used to rank capital project proposals
 e. All of the above
 f. All of the above except C

REVIEW QUESTIONS
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6. Pay-as-you-go financing means that
 a. Only current revenues—taxes, fees, contributions, and grants—are used to fund the capital  

 budget
 b. Project construction will stop once available funding is exhausted
 c. Intergenerational inequities will be present
 d. A and B but not C
 e. A, B, and C are true.

7. The capital budget 
 a. Is approved as an appropriation (budget authority) by the legislative or oversight body
 b. Is usually the first year of the CIP
 c. May be for one year only or on a sum-sufficient basis
 d. Requires voter approval.
 e. All are true.
 f. All are true except D.

8. If debt (GO or revenue bonds) is used to finance the capital budget, 
 a. The proceeds from the bond sale will represent revenue for the debt service fund
 b. The life of the bond issue should not exceed the life of the fixed asset
 c. Debt service costs will increase the longer the life of the bond issue.
 d. All are true except A and C.
 e. All are true except A.

9. If a government or nonprofit issues debt, the debt typically
 a. Is sold with serial maturities
 b. Has collateral pledged by the issuer to assure payment of debt service
 c. Repaid through the annual appropriation of funding to a debt service fund for GO debt
 d. Is used to cover cash flow needs.
 e. All are true except C.
 f. All are true.

10. It is recommended that governments and nonprofits separate preparation of the operating 
budget from the capital budget for all of the following reasons except
 a. The two processes rely on fundamentally different funding sources, especially if debt is used.
 b. The two processes require different types of analyses when evaluating spending options.
 c. The level of risk of error is much greater with operating than with capital investments.
 d. Cost overruns are more difficult to manage for capital than for operating budgets.
 e. All are true.

REVIEW QUESTIONS
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If you can’t measure it, you can’t manage it.

– Peter Drucker

Budgeting 
for improved 
performance

Improving government productivity has been a matter of discussion among budget 
gurus since the inception of modern budgeting in 1906, when the New York Bureau 

of Municipal Research required the city’s departments to adopt budget procedures. The 
topic resurfaced in the early 1950s after the second Hoover Commission Report called 
for all federal agencies to use performance measures as a way to control costs.1 Four 
decades later, Vice President Al Gore led the National Performance Review (NPR) 
initiative; launched in 1993 when Congress passed the Government Performance and 
Results Act, the NPR refocused attention on monitoring agency activities for im-
proving performance, promoting customer-friendly service, and increasing cost savings 
through improved productivity.  The NPR later morphed into the Program Assessment 
Rating Tool.  These efforts have all sought to reduce costs through competition (or some 
surrogate, such as measuring and reporting performance), to better align services with 
agency mission, and to increase administrative accountability for the use of resources 
(both personnel and money) and what is accomplished with those resources.

This chapter explores the development of performance measurement in local 
government, where many of the innovations adapted at the state and federal levels were 
first developed. The renewed interest in performance improvement that began in the 
early 1990s is part of a broader quest, propelled by the New Public Management move-
ment’s push to improve government productivity by interjecting market forces into the 
public sector.

Figure 12–1 shows the various tools that governments use to increase efficiency in 
the production, financing, and delivery of public goods and services. Figure 1–1 and 
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the accompanying discussion in Chapter 1 distinguished between privatization and 
outsourcing, the productivity improvement strategies that rely the most on investment 
by the private sector.  This chapter examines the other end of the spectrum: the use of 
performance measures to improve productivity and accountability in government-  
produced and financed services.

The context of performance measurement
In the private market, producers must offer services that consumers want at prices that 
consumers find acceptable. This is also true to some extent in the public sector, but the 
political process is an imperfect and unreliable means of determining what services citi-
zens want and at what price. Performance measurement introduces another mechanism 
that managers and their councils can use to help make their budget priorities better 
reflect citizen preferences and to more efficiently provide the goods and services that 
citizens want.

Not only have public managers led the effort to introduce more market-like forces 
into the public arena, but organizations such as ICMA and the Governmental Account-
ing Standards Board (GASB) have launched initiatives to make performance measure-
ment a more effective management and budgeting tool. ICMA sponsors the Center for 
Performance Measurement, which tracks performance measures in such key areas as 
code enforcement, fire and emergency medical services, fleet management, parks and 
recreation, police, human resources, and information technology.2  Subscribers to the 
service can compare their city’s performance with that of comparable local governments 
by tapping into the ICMA database.

In the last decade, the GASB has ventured beyond its mission of establishing account-
ing standards to develop criteria for reporting performance indicators. Those criteria call 
for the preparation of an annual performance report—a separate document from the 
comprehensive annual financial report—that can provide “information to assist users in 
assessing the service efforts, costs, and accomplishments of the governmental entity.”3 
Several local governments—Bellevue, Washington, for example—annually prepare a 
performance report using what the GASB calls service efforts and accomplishments, or 
SEA, as measures of performance at the program and departmental levels.

Measures of performance

The use of performance measures has gained widespread acceptance among local 
governments, especially the larger ones. While the three commonly used types of 
performance measures are inputs, outputs, and outcomes (Figure 12–2), there is 
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Figure 12–1 Alternative strategies to productivity improvement in local government
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no standard nomenclature, and every government tailors its measures and definitions 
to its own purposes.4 As noted in the next section, many measures that are meaningful 
to managers responsible for operations may not be particularly useful to citizens or to 
customers of government services. Even more fundamentally, perceptions of perfor-
mance held by those within a local government may be dramatically at odds with per-
ceptions held by those outside the government.

Input measures Input measures, such as full-time equivalent employees or number 
of hours devoted to a task, are the easiest to identify and measure. Most of these data 
are already available at the departmental level. Unless the budget office places a limit on 
the number of measures, however, the tendency is for departments to generate multiple 
input measures, which can eventually become unwieldy. 

Output measures Output measures are the next easiest to identify and track. These 
are workload measures—the amount of goods or services produced—which department 
heads generally collect as part of their efforts to justify the need for additional funding 
during budget preparation and adoption. (Some department heads try to identify the 
unmet demand for a public good or service—a demand measure; however, document-
ing such a measure has usually proven elusive.) 

Outcome measures Outcome measures are the most difficult to articulate and 
measure, but they are also the most useful to managers during budget preparation and to 
legislators during budget adoption. Demonstrating the impact of a proposed spending 
change on organizational or community conditions provides those responsible for bud-
get decisions with valuable information when evaluating the relative merits of a proposal. 
As discussed in Chapter 8, the problem is that the link between changes in spending and 
outcomes is rarely understood.5 An increase in spending on police patrol may not neces-
sarily reduce crime, particularly if the increased investment occurs concurrently with 
an increase in unemployment or in the law enforcement efforts by surrounding local 
governments.

These three basic measures may be combined to create additional indicators of 
performance. For example, the ratio of inputs to outputs provides a measure of the 

Type of measure Definition Other terms commonly used

Inputs The quantity of resources (e.g., full-time 
equivalents, dollars, number of hours) used to 
produce goods and services

Efforts (GASB)

Outputs The amount of goods and services produced 
and usually reported as a number of units

Accomplishments (GASB)

Workload measures

Outcomes A measure of the impact of inputs on an 
objective or goal

The change in conditions (e.g., crime rate) as a 
result of the inputs

Effectiveness measures

Results measures

Impact measures

Figure 12–2 Basic performance measures
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efficiency with which a good or service has been produced. During budget implemen-
tation, efficiency measures are most useful in monitoring trends in the cost of pro-
ducing goods and services. Governments with mature cost accounting capabilities, such 
as Sunnyvale, California, can allocate both direct and indirect costs to each program or 
activity—from collecting property taxes to investigating a crime—and thereby identify 
upticks in the full cost per property tax account administered or per crime investigated.6

Measures of performance in budgeting

Since the 1990s there has been an explosion of experimentation in the use of perfor-
mance measures to improve analysis in budget decision making as well as delivery of 
public services at the lowest cost. With this increased experimentation has come a new 
set of terms to describe performance innovations. Figure 12–3 provides a typology of 
the tools used to improve government performance.7

Performance measures Performance measures are metrics that administrators use to 
monitor an organization’s use of resources (inputs), the results of its efforts (outputs), and 
the impact of those efforts on the community (outcomes). In the past decade, the use of 
performance measures by local, state, and federal governments has mushroomed. These 
measures are often reported in the budget document, although that document seldom 
makes clear the connection between performance measures and budget decisions.

Performance budgeting Performance budgeting involves the use of performance 
measures to make budget decisions. Here governments have encountered significant 
obstacles because of the causal linkage problem described in Chapter 8. Donald Moynihan 
and Stéphane Lavertu studied the use of performance reforms in federal agencies and 
concluded that while such reforms “promoted performance measurement,” they did not 
promote the use of performance data for making budget or operational decisions.8 And 
when performance measures are used in budget deliberations, the question inevitably 
arises as to what those measures really mean. Should programs that have exemplary per-
formance be given more funding? Should underperforming units be penalized? If a pro-
gram is underperforming, could it be because it lacks the funding to perform at a higher 
level? Should a city reduce funding to its police department if the department failed 
to reach a crime reduction target? Because of the discomfort in answering these causal 
linkage questions, performance measures have, at best, informed budget deliberations.9 

A few governments, such as Sunnyvale, have taken performance budgeting to the 
next level, but they do so by using cost accounting data at the activity level to allocate 
budget resources. Figure 12–4, taken from the Sunnyvale budget, illustrates how the city 
builds its budget requests (costs) using inputs (hours) and outputs (products).

Performance management Performance management integrates performance 
measures into the day-to-day operations of a program or department. It usually begins 
with the development of a strategic plan at the departmental level that establishes a 
five-year window as to the department’s goals and objectives, and the strategies that the 
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Figure 12–3 Typology of tools to improve government performance
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department intends to pursue to achieve its goals. The strategic plan is guided by the 
city’s or county’s overall strategic goals or outcomes. For example, Fort Collins, Col-
orado, identifies seven areas of community outcomes that guide budget deliberations: 
economic health, environmental health, community and neighborhood livability, safe 
community, culture and recreation, high performing government, and transportation.10

Performance management involves the periodic (e.g., quarterly) review of the 
department’s progress toward achieving its goals and objectives and of how each per-
son in the unit contributes to those results. In some cases, salary increases are linked to 
how well individuals and the department have performed in this regard. Coral Springs, 
Florida, has a well-developed strategic planning process that links performance mea-
sures with departmental strategic plans and operating budgets.11 The balanced scorecard 
(described in Chapter 7) also links strategic plans to overall organizational performance 
in the four key areas: financing, customer satisfaction, internal operations, and the learn-
ing and growth of employees.

Performance evaluation The final tool—performance evaluation—is the newest 
and least familiar tool in the performance improvement arsenal. The evaluation compo-
nent uses information from past performance as feedback into the strategic planning and 
budgeting process to better inform the future development of performance measures 
and outcomes. Performance evaluation also involves reviewing a department’s opera-
tions to determine what processes inhibit the department from achieving its objectives. 
Marathon County, Wisconsin, has developed a well-articulated linkage between inputs, 
activities, initial outputs (results), and intermediate and long-term vision, as evidenced in 
Figure 12–5. This process forces department heads to evaluate the immediate as well as 
long-term consequences of their actions, both budgetary and managerial.

Performance expectations and perceptions
One of the most notable findings in a 2005 report prepared by New York City’s Center on 
Municipal Government Performance is that “people judge government performance in 
ways that often differ markedly from the standard measures that governments use to evaluate 

Figure 12–4 Performance budget from Sunnyvale, California

Source: City of Sunnyvale, California, Adopted Budget and Resource Allocation Plan: Fiscal Year 2010/2011  
Twenty-Year Financial Plan, vol. 2, Operating Budget, 122, sunnyvale.ca.gov/Portals/0/Sunnyvale/FIN/       
FY%2010-11%20Adopted%20Budget%20Volume%20II_Part%20I.pdf. 



286 Budgeting for Improved Performance

themselves.”12  The discrepancy is partly attributable to whether those doing the judging are 
insiders or outsiders. Figure 12–6 provides a way to classify the different types of perfor-
mance measures and tools according to whom they benefit—internal or external users. 

Insiders, such as department heads who craft the performance measures, see the 
organization as a series of silos—semiautonomous departments, programs, and activ-
ities that compete for scarce budget resources and public approval and that have little 
in common with other departments, programs, and activities.13 Outsiders (citizens and 
even legislators) see government more holistically and often do not even distinguish 
among overlapping units of local government.14 Rather, they are more inclined to base 
their evaluation of a program or service on their overall evaluation of the local govern-
ment—a halo effect that can result in a favorable or unfavorable assessment of govern-
ment performance. In an insightful article that contends that governments fall into the 
rut of measuring the wrong things, Kevin Baum writes, “If the difference you’re making 
makes no difference, what’s the difference? . . . If we can’t demonstrate through concrete 
metrics of performance, metrics that show the results of our efforts, outcomes our cus-
tomers care about, then in the eyes of the citizens, we didn’t make a difference.”15

Essentially, citizens’ expectations of local government performance are based on 
intuition—what they know or believe that their local government should be capable 
of doing. Whether those expectations are met has little to do with the performance 
measures reported by departments per se: rarely do citizens have the interest, let alone 
the time, to scrutinize and comprehend program-specific performance measures. Rather, 
their expectations are met or not met according to what they perceive, and their per-
ceptions are shaped by personal experiences, word of mouth, and the media. 

Figure 12–5 Performance evaluation model, Sheriff’s Department, Marathon County, Wisconsin

Source: 2011 Budget: Financial Plan and Information Summary for Marathon County,Wisconsin, C-5, co.marathon 
.wi.us/Portals/0/Departments/MCF/Documents/final2011budgetbook.pdf. 
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The three-factor model of performance measurement

A beginning point for addressing the disconnect between citizen expectations and the 
way local governments assess their performance is to decide for whom performance is 
being measured—for program and department heads, for managers and elected officials, 
or for external stakeholders such as residents and businesses. 

At the macro level, a government’s performance can be viewed from three indepen-
dent but interacting perspectives: expected performance (E), optimum performance (O), 
and actual performance (A). Figure 12–7 depicts the relationship between these three 
perspectives.

Expected performance represents that level of service that executives, legislators, and 
external constituencies reasonably expect to receive given their knowledge and avail-
able information about the services the government provides. Performance expecta-
tions may be established by the campaign promises of elected leaders, strategic plans, 
industry benchmarks, accreditation standards, or best practices. Mission and vision 
statements express an organization’s expectations of itself, which find more detailed 
expression in the goals and objectives that make up its strategic plan. But those 
self-described expectations do not always align with what citizens and other constitu-
encies expect.

Figure 12–6 A typology of performance measures

Departmental outcomes City/county outcomes

Internal users

Workload measures
Output measures
Full-time equivalents
Efficiency measures
Management by objectives
Departmental goals/objectives

Community goals
Strategic goals
Budgeting for outcomes (BFO)
Balanced scorecard

External users
Citizen satisfaction
Customer ratings
Response times

Holistic indices
Price of government (BFO)
Urban livability measure

Figure 12–7 Sources of performance expectations, deficits, and surpluses

Expected performance (E) Optimum performance (O)

Actual performance (A)

A > E
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A > O
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A < O

O > E
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Optimum performance represents that level of service that managers and council mem-
bers assume to be achievable given the resources they appropriate in the final budget. 
(These assumptions are not always explicitly stated or agreed upon.) A good department 
or program administrator leverages resources (labor and capital) to achieve more than 
what was optimally assumed possible.  An increase in funding, the introduction of new 
technology, a reorganization, or any kind of alteration in the way a service is delivered 
carries with it an assumption that actual performance will increase. For example, out-
sourcing is usually justified as a way to bring actual performance up to or even beyond 
optimum performance.

Actual performance represents the observed level of service produced given available 
funding and administrative capabilities.  Actual performance differs from the optimum 
for a range of reasons, including managerial capabilities, the quality of the workforce, 
shortages of qualified labor or essential materials, and unforeseen events that affect over-
all performance.

In a perfect world with perfect knowledge and good management, an organization 
is at the top of its game when E = O = A—that is, when expected outcomes align 
with what is optimally achievable given its resources, and the organization’s actual level 
of performance meets both expectations and the optimum.  A manager of such a city, 
department, or program would be considered highly effective.

In the public sector where the causal connections between inputs, outputs, and out-
comes are poorly understood and often misrepresented for political gain, the ideal equi-
librium rarely occurs and—when it does—rarely lasts. Gaps between A, O, and E are of 
two general types (represented by the lower inequality of each pair in Figure 12–7): gaps 
in expectations (O < E or A < E) and gaps in performance (A < O). Bridging these 
gaps requires a different set of strategies for each. It is an unfortunate commentary on 
our times that little is said or written about the upper inequalities in each pair. Most 
managers would probably contend that their organizations perform, at a minimum, 
with actual outputs and outcomes exceeding the optimum (A > O) and possibly even 
expectations (A > E).

Managers spend most of their professional careers dealing with three of the four 
types of performance gaps shown in Figure 12–8: (1) performance drag, in which 
actual performance lags behind what is capable of being achieved and what is expected 
(E > O > A);  (2) performance deficit, in which actual performance exceeds expecta-
tions but lags behind what is optimally achievable (O > A > E); and (3) performance 
dividend, in which actual performance meets or exceeds the optimum but lags behind 
expectations (E > A > O).  A fourth gap—performance legacy—(A > O > E)—occurs 
in that occasional case when a program’s performance exceeds, at least momentarily, 
both its optimal level and what stakeholders expect (A > O > E).

Figure 12–8 Types of performance gaps

E > O > A
Performance drag

A > O > E
Performance legacy

E > A > O
Performance dividend

O > A > E
Performance deficit
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Performance drag This case involves gaps in both expectations (E > O) and per-
formance (O > A). Raising expectations or increasing funding (O) will likely have little 
effect on productivity (A).  To correct for the performance gap, the manager may change 
administrators if there is reason to believe that the drag is due to poor administration. 
In Texas, for example, a persistently poor-performing school district may be taken over 
by the state’s education agency, which brings in an administrative team of its choosing 
to remedy the poor performance. City councils may do the same if they believe that a 
new manager will produce more satisfactory results—that is, move performance toward       
E = O = A. Other times, an executive may seek to reorganize a unit. If the lack of train-
ing or automation is thought to be the source of the gap, appropriate remedies may be 
tested. Departments and programs in this category are prime candidates for outsourcing.

An organization experiencing performance drag also suffers from unrealistic expec-
tations by its external constituents. The widespread reductions in state and local funding 
precipitated by the Great Recession of 2007–09 lowered the optimum service capacity 
of state and local governments, but citizen expectations did not decline commensurately. 
Reduced funding for public schools led to larger classes and less specialized instructional 
services, but parents maintained the same expectations for educational achievements. 
Elected officials are particularly loath to suggest that their constituents reduce their 
expectations in accordance with reduced funding. In fact, they often artificially inflate 
citizens’ expectations by suggesting that actual service levels will not be affected by bud-
get reductions because of the excess capacity in agency budgets.

Performance deficit Local governments and programs in this category perform 
above expectations but below their potential given their funding. Persistently poor-  
performing programs may fit this profile. Because their citizens have grown accustomed 
to poor service and expect no more, changing performance in these organizations begins 
by raising expectations in hopes of stimulating improvements in actual performance (A). 
A persistently low-performing school, for example, experiences a turnaround when a 
new principal motivates parents to demand improvements in the educational services 
provided to their children. Additional corrective actions include those identified to rem-
edy the performance drag gap. Departments and programs in the performance deficit 
category are also prime candidates for outsourcing, especially if all other attempts to 
improve actual performance fail. 

Performance dividend Departments and programs in this category are performing 
above the optimum level because a good administrator is effectively leveraging appro-
priations into a surplus of outputs and outcomes. Here is an administrator who merits 
commendation. Unfortunately, no good deed goes unpunished, and actual performance 
still lags expectations—possibly as a result of unreasonable campaign promises or other 
external factors such as a tax limitation.

In theory, organizations in this category should be good candidates for increased 
funding. However, they probably will not receive increased funding because outputs 
and/or outcomes exceed what the budget allocation would imply is the optimum level. 
Administrators in this situation often find that their budgets are held constant. Programs 
or activities in this category should not be candidates for outsourcing, although they 
may be put on the auction block because of the income dividend they can provide a 
private operator. However, they are prime candidates for constituents’ efforts to mobilize 
and pressure the council for more funding.
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The three-factor model of performance measurement
The widespread practice of measuring inputs, 
outputs, and outcomes focuses attention on the 
production side of the equation. The implicit 
assumption is that productivity in public organiza-
tions and their employees is less than optimal. By 
measuring performance and setting benchmarks, 
their productivity can be improved. When effec-
tively used, so goes the assumption, performance 
measurement provides the incentives needed 
for public organizations and their employees to 
achieve greater results. 

By contrast, the three-factor model of perfor-
mance measurement described in this chapter and 
illustrated in Figure 12–7 proposes a more holistic 
framework for evaluating the performance of public 
organizations. The implicit assumption behind this 
model is that improved performance of public orga-
nizations may be achieved not only on the produc-
tion side but also on the demand side by bringing 
stakeholder expectations into better alignment with 
what is possible with given resources. The model 
proposes that the assessment of public sector 
performance entails a complex interaction between 
expected performance (E), optimum performance 
(O), and actual performance (A). In ideal conditions, 
the three factors are in equilibrium: the city gov-
ernment provides the level and quality of services 
(A) that citizens expect (E) with the optimal use of 
resources (O). Under these conditions, outsourcing 
or privatizing services provides no added benefits. 
Actual outputs and outcomes vary commensurate 
with any change in O (∆A = ∆O).

The following discussion, which draws from 
the analytical tools of economics, ventures rather 
audaciously into a theoretical examination of the 
implications of budget changes on the three-factor 
performance model. It is exploratory and, as such, 
detached from the city or county administrator’s 
daily struggle to hold things together. But the 
theoretical constructs provide a fresh framework 
for understanding and predicting organizational 
performance, and it relies on a more balanced 
set of assumptions in terms of the productivity of 
public employees. 

Connecting budgets to performance
For the chief executive, gaps in expectations pose 
ongoing administrative challenges. Citizens or 
council members may have unrealistic expectations 
of what can be accomplished with the resources 
available to the organization. A successful candidate 
for elected office may have promised results that 
cannot be achieved without significant changes in 

funding or the addition of new technology. A city 
council’s decision to add resources to a program 
(increase optimum performance) may have come 
with a promise of results that exceed what is 
possible. For example, a decision to hire additional 
police officers may have come with expectations of 
reductions in crime rates that are unattainable, at 
least with the current mix of labor, capital, depart-
mental administration, and economic conditions. 

In a budgeting context, changes in funding 
levels provide managers with a means to assess 
the administrative effectiveness of a program. A 
program or department that leverages additional 
funds into even greater outputs and outcomes 
(∆A > ∆O) will be seen as highly effective. Now-
adays, when soliciting proposals for internally 
competitive awards, universities typically ask for an 
analysis of the estimated return on investment for 
each proposal. The assumption is that additional 
funding will go to those programs that demon-
strate, at least on paper, that they can use those 
resources to achieve even greater results.  

The relationship between changes in optimum 
performance (∆O) and changes in actual results 
(∆A) is illustrated in the figure below. An increase 
in funding carries with it a change in optimum 
performance. When a city council allocates more 
funding to the library, it assumes that the optimum 
performance of the library will also change. What 
actually happens to the library’s performance, how-
ever, depends on how well its administrators can 
leverage the additional resources into increased 
outputs and outcomes. A good library director 
will try to achieve a performance elasticity (ep) that 
equals or exceeds 1.0 (∆A / ∆O ≥ 1.0). 

A

O

ep > 1.0

ep < 1.0

continued
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Increased optimum performance
Changes in optimum performance occur 
whenever budget authority is altered. If budget 
authority is increased but actual performance 
remains unchanged, then ep = 0 (∆A / ∆O = 0). 
This program or department director was un-
able, for whatever reason, to increase outputs 
or outcomes as a result of the increased invest-
ment. An expectations gap almost certainly will 
emerge (∆E > ∆A), most likely as a performance 
drag. If the gap persists, it may become a per-
formance deficit as citizens and council mem-
bers lower their expectations of the program’s 
performance.

On the other hand, if the increase in budget 
authority is accompanied by an even greater 
increase in actual performance (a program direc-
tor leverages additional funding into relatively 
greater results), then ep > 1.0 (∆A / ∆O > 1.0).  
No expectations gap will develop in this case. 
The library director has succeeded in producing 
results from the increased funding that exceeded 
what was optimally possible. The library’s results 
constitute a performance dividend. 

However, if an increase in budget authority 
is accompanied by an anemic increase in actual 
performance, then ep < 1.0 (∆A / ∆O < 1.0) and 
an expectations gap will likely emerge. The 
library administration did increase productivity 
but the increase was less than the optimum 
given the new level of resources available. As 
in the first scenario, the gap may begin as a 
performance drag but may morph into a perfor-
mance deficit if the expectations gap persists. 
The library administration is not at the top of its 
game. If the city manager allows the subpar per-
formance to continue, the library’s constituents 
will most likely will complain about the disap-
pointing performance and eventually adjust their 
expectations accordingly.

Decreased optimum performance
If budget authority is reduced, optimum per-
formance also declines. As was the case with 
increases in budget authority, changes in actual 
performance will respond in one of three ways 
given the mix of labor, capital, and program 
administration. If budget authority is decreased 
but the actual level of productivity remains un-
changed, then ep = 0 (∆A / ∆O = 0). In this case, 
no expectations gap is likely to develop. The 
reduction in state funding for public schools in 
Texas during the Great Recession has reduced 
the optimum level of performance, but school 
administrators have risen to the challenge. They 

have reorganized their instructional staffs and 
taken creative measures to maintain the quality 
of educational services. If they are successful and 
standardized test scores remain steady (the coin 
of the realm), they may achieve a performance 
dividend. An expectations gap will develop 
only if parents lack good information on the link 
between state funding for public schools and 
student performance.

On the other hand, if the decrease in budget 
authority and thus the optimal level of perfor-
mance result in an even greater relative decline in 
actual performance, then ep > 1.0 (∆A / ∆O > 1.0). 
Program resources have shrunk, but the produc-
tivity of the program has declined even more. 
Rather than rise to the challenge, this program 
and its administration have regressed. An expec-
tations gap will almost certainly develop among 
the program’s constituents. It may begin as a 
performance drag, and if changes are not made 
in the program (new leadership, reorganizing, 
outsourcing), those expectations may morph 
into a performance deficit.

Finally, if the disinvestment in a program leads 
to a decline in actual outputs and outcomes but 
that decline is relatively less that the loss of re-
sources, then ep < 1.0 (∆A / ∆O < 1.0). Productiv-
ity has dropped but the drop has been relatively 
less than the decline in funding. While per-
forming above the optimum, the program still 
experiences a decline in productivity. Although 
an expectations gap could develop among 
stakeholders if they lack accurate information 
about how the loss of funding has affected the 
program’s outputs, this likely constitutes a per-
formance dividend as program administrators 
have clearly adapted somewhat to the new level 
of optimality. 

Once again, the preceding examination 
is theoretical rather than practical. There are 
unresolved issues. For example, how can 
stakeholder expectations be measured? Some 
of the concepts also need to be fine-tuned. But 
if we are able to better understand the factors 
that shape the performance of public organiza-
tions and their employees and the expectations 
of stakeholders, we can better manage that 
performance and, most importantly, set realistic 
expectations with citizens for what local govern-
ment can accomplish.
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Performance legacy Public organizations in this category, such as the fire and police 
departments of New York City after 9/11, not only perform above their optimum 
capacity but also exceed their constituents’ expectations. Of course, those expectations 
may well migrate upward if actual performance remains above optimum performance. 
But while public organizations are rarely rewarded with increased funding because they 
leveraged their resources to accomplish more than the optimum, organizations in the 
legacy category provide a standard of excellence for us to appreciate and applaud. Their 
best practices merit further research, and those practices that can be transferred should 
be emulated. Moreover, citizens should be made aware of those organizations that 
achieve performance excellence and the administrative leadership that made it possible.

For over a century now, scholars and practitioners have tried to integrate perfor-
mance measures and performance management into the public budgeting process with 
unsatisfactory results. Most of those efforts have been at measuring discrete activities 
and then assessing whether performance meets expectations. The foregoing discussion 
approaches the issue from a broader perspective. It also exposes a gap the in past use of 
performance measures, which has focused on bridging the performance gap while fail-
ing to take into account the expectations of constituents: it suggests that managers must 
also recognize citizens’ expectations as an essential factor in improving the performance 
of public organizations.

Benchmarking 

Another tool to help establish thresholds of performance expectations is benchmarking. 
Benchmarks can be established internally on the basis of historical trends; for exam-
ple, the chief of police may decide on a target number of crimes to use in referencing 
changes in the county’s crime rate index. Or benchmarks may be adapted from external 
sources, such as the best practices of other local governments. Benchmarks may even be 
formulated by independent professional associations or by federal and state agencies—
for example, targets for water quality or for student performance on a standardized 
exam. In any case, benchmarks provide a standard of expected performance to compare 
against actual performance. If a performance deficit occurs and there is reason to assume 
that insufficient funding is the reason for it, the administrator can use the budget process 
to appeal for additional funding to bring true performance potential into alignment 
with expectations.

Strategic planning

An alternative approach is for local governments to use their strategic planning pro-
cess to set performance standards that take into consideration the unit of government’s 
unique circumstances.  Any true performance deficit or surplus that develops is then 
evaluated against the goals and objectives stipulated in the strategic plan. Performance 
deficits are inevitable given limited funding and managerial talent, but if a particular 
program is important to the local government’s strategic priorities, the manager may 
decide to devote additional resources to closing the performance gap. Strategic plans 
developed by every level in the organization can help managers and department heads 
sort out their priorities and target efforts to programs whose improved performance is 
of strategic importance.

In this approach, performance measurement begins with a strategic plan.16 That plan, 
when developed with input from stakeholders both inside and outside the local gov-
ernment, provides department heads with guidance on how their departments can best 
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contribute to the strategic priorities of the local government and on how those contri-
butions can be measured.  This information is invaluable for budget decision making.

A strategic plan includes a mission statement for the unit of government, as well as 
for each department and even each program, that articulates the reason for that enti-
ty’s existence. Departments and programs should be encouraged to prepare their own 
strategic plans, drawing their priorities from those articulated in the local government’s 
more comprehensive plan. The strategic planning process periodically brings stakehold-
ers together to review and update the mission statement. The process usually includes 
an assessment of the local government’s internal strengths and weaknesses and external 
opportunities and threats (a SWOT analysis).

The next step in developing a strategic plan is the identification of goals, objectives, 
and strategies.  A goal is a one-sentence statement of a desired result or state of affairs 
that guides much of the work of the unit during the planning period—usually three 
to five years. Depending on the size of the department or program, a maximum of 
five goals is a reasonable number for the planning period. Each goal has several objec-
tives, which provide more specific and measurable targets to guide the unit’s efforts to 
achieve the goal (see Figure 12–9). Sometimes objectives can be staggered so that as one 
is completed, the next is undertaken, and once the last one is completed, the unit has 
achieved the goal. Each objective, in turn, has specific strategies for achieving the goal 
and its objectives, and specific performance measures against which the department can 
measure its success. 

Department heads can use the goals and objectives to develop performance measures 
that will guide each program through the planning period and provide a basis for eval-
uating administrators’ success in achieving those results. Where progress lags, the leader-
ship can use the budget process to assess the need for additional funding, make changes 
in the program’s mission or leadership, or reassess the objectives and the strategies 
for achieving those objectives. The strategic plan and its implementation—including 
tracking performance through input, output, and outcome measures—thus inform the 

Figure 12–9 Excerpt of performance indicators, city manager’s office, Corvallis, Oregon

Source: City of Corvallis, Oregon, 2013–2014 Proposed Budget, 82, archive.corvallisoregon.gov/ElectronicFile 
.aspx?docid=366741&&&dbid=0. 
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budget-making process. Noted budget scholar Philip Joyce calls this a “performance- 
informed budget system.”17 Performance measures do not replace the judgment 
required for making difficult allocation choices between complex and interdependent 
services, but they can supplement and inform that judgment.

Limitations to performance measurement
That performance measures can be useful tools in budgeting and in improving the man-
agement of public agencies is fairly easy to demonstrate. The more difficult hurdle has 
been finding effective and meaningful ways to integrate the growing archive of data on 
program and department performance into management decision processes. A study by 
public finance scholars Julia Melkers and Katherine Willoughby reported the following:

Local administrators and budgeters are surprisingly positive about their experience with 
developing performance-measurement systems and employing measures for a variety of 
activities and decisions. Not surprisingly, the same respondents are much less enthusiastic 
about the effectiveness of using performance measures to influence budgeting processes 
and outcomes in particular.18

Burt Perrin, a consultant in evaluation, concluded from his research that measuring 
outcomes has an important role in informing budget deliberations, but it can never be 
applied mechanically to make those decisions.19

Local and state governments’ experience with measuring performance has encoun-
tered several obstacles, most notably dissatisfaction with the use of performance data. 
Three factors—informational, organizational, and managerial—help explain the reasons 
for this dissatisfaction.

Informational obstacles

Informationally, most performance measures are formulated by departments for de-
partmental purposes. But citizens and their elected representatives judge government 
performance using more informal criteria than the measures that typically accompany 
annual departmental budget requests.

Three types of information are needed to strengthen the link between performance 
measures and budgeting: information about what citizens want from government, infor-
mation about the impact of funding levels on performance, and information about the 
costs of government.

What citizens want from government As noted above, citizens view local gov-
ernment more holistically whereas department heads and managers see the organization 
as a series of separate entities, each with its own programs and activities competing 
for resources and public approval. Since program administrators develop the measures 
used to evaluate their programs’ performance, it is not surprising that the measures they 
develop tend to reflect their own informational needs, particularly inputs and outputs 
and ratios of the two. But performance measures designed by and for insiders will not 
have much meaning for those whose assessment of government performance is based on 
their experiences with local government, such as citizens and the media. 

One approach is to develop meta measures, indicators of community-wide conditions 
that better serve the more holistic information needs of citizens.20 Bellevue, Washington, 
for example, contracts with a private firm to annually conduct a performance measures 
survey to gauge citizen satisfaction with its services.21 The consulting firm has introduced 
a five-star rating based on the composite scores of twenty-four key community indicators. 
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Much like the familiar five-star ratings used for hotels and investments, the city’s rating 
scale provides a quick and understandable guide to Bellevue’s overall performance as seen 
by its citizens. 

Impact of funding levels on performance Lack of knowledge about the effect 
of funding levels on performance is another obstacle to the use of performance mea-
surement.22 As has been noted throughout this book, budgeting is about discovering 
probable linkages—the connection between changes in funding levels and outputs or 
preferably outcomes.  A reasonable assumption is that an increase in funding for police 
protection will reduce the crime rate. But that is not always the case. Moreover, funding 
decisions can have unintended consequences. Philip Joyce calls for the development of 
“logic models” that connect funding levels with performance outcomes.23

Costs to government Finally, in order to use performance measurement effectively, 
local governments need much better information about costs. Unlike their counterparts 
in the private sector, where costs are monitored closely as integral to maximizing profits, 
governments operate with little concern for allocating specific costs to specific services 
or tasks. The budget process determines the level of spending on a program or service 
and, consequently, the quantity of services provided. To ration demand, governments 
create queues by classifying service requests (high priority, low priority), reduce service 
times or amounts of the good or service, or reduce the quality of service provided (larger 
classes, slower response times, less frequent maintenance).

Costs include both those directly connected to the service or program’s delivery 
(direct costs) and those associated with supporting activities, such as management, 
human resources, accounting, and purchasing (indirect costs). A good cost accounting 
system allocates both types of costs to each program or activity.  That information is used 
to evaluate trends in the cost of producing the service and opportunities for improved 
productivity through a merger with other services or a reduction in inputs. Sunnyvale 
has extensive experience with using cost accounting information to make budget deci-
sions, as reflected in Figure 12–4.

Organizational obstacles

 Organizationally, departments and programs measure their performance as though they 
act in isolation from other programs or overlapping governments. Management consul-
tants have long lamented the devolution of large organizations into silos of departments 
and programs, each focusing on its own priorities and needs with relatively little inter-
action across internal boundaries.24 The larger the local government, the more apparent 
this phenomenon becomes. Yet the problems that face communities (and large corpo-
rations for that matter) do not follow organizational boundaries. The most meaningful 
measures of performance, especially those assessing outcomes, capture the multifaceted 
nature of public policy issues. 

A goal of reducing crime may involve an after-school program sponsored by the 
parks and recreation department, a gang intervention program sponsored by the police 
department, a job fair sponsored by the community development department, and a 
teen court sponsored by the municipal or county court. This does not consider the 
additional initiatives of overlapping governments, such as a school district or public tran-
sit agency. Performance measures that consider only one program’s or one department’s 
activity reinforce this insular mindset.

The same can be said for almost any issue that a community faces. Internally, exec-
utives in government struggle to promote interdepartmental initiatives to tackle these 
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messy problems. But the hierarchical need for clear lines of authority and accountability, 
in performance monitoring as in all other functions, collides with the quest for more 
holistic responses to community problems. The three-factor model of performance mea-
surement described earlier offers a strategy for rethinking performance measurement, 
taking into consideration the more holistic interests of citizens and the multifaceted 
dimensions of community needs.

Managerial obstacles

The underlying assumption of performance measurement, as Allen Schick noted, is 
predicated on the belief that organizations can be changed by measuring and reporting 
their performance.25 There are several ways in which performance measures can in-
form decision making in a local government. Unfortunately, these measures also have 
limitations. Performance measures bring to the forefront of budget deliberations our 
imperfect knowledge of the causal linkage between inputs and outcomes. This imperfect 
knowledge further complicates a manager’s task of deciding whether to increase, hold 
constant, or reduce funding for programs on the basis of their performance.

Simply creating and reporting inputs, outputs, and outcomes does not change the 
quantity or quality of work completed. Nor does the use of performance measures 
necessarily distinguish exemplary from poor performance, an implicit assumption that 
will have a major impact on budget deliberations. Inadequate funding or understaffing 
may explain why a program did not meet its target level of performance, but perhaps 
other factors are involved. Education leaders continually struggle with this issue when 
evaluating underperforming schools: Should they invest more money or hire more 
staff, or are there factors beyond the government’s “inputs” that can ultimately change 
the outcomes? Is the solution to sanction the underperforming school by reducing the 
inputs of money and qualified teachers? 

A related issue concerns the relative priority of different outcomes. Not all outcomes 
are of equal importance.  A strategic plan can articulate the government’s priorities 
for the fiscal year or biennium.  Asking department heads to prioritize their outcomes 
provides the manager with some guidance, but those prioritizations cannot be relied 
on alone. Department-level administrators naturally emphasize the measures that reflect 
most favorably on their departments’ or programs’ performances and downplay those 
that reflect less favorably. (One benefit of having a large number of performance indi-
cators is that it increases the odds that at least some of them will show favorable trends.) 
Managers can provide leadership by clarifying the government’s priorities, directing 
funding where necessary to achieve them, and holding department and program manag-
ers accountable for their contribution to those priorities.

Yet another issue concerns the integration of performance measures into the budget 
process. Legislatures, from councils to Congress, make relatively little use of departmen-
tal measures of performance.26 From their research, Melkers and Willoughby conclude 
that local government budget decisions show “limited consideration of performance 
measures.”27 There are two reasons for this lack of integration between performance 
measures and budget decisions.

First, performance measures focus on the “ends” of government: what is produced 
and what is accomplished. Yet budgeting has an important “means” component whereby 
communities sort out their values. What goods and services should a local government 
provide and at what level of effort? In Verne Lewis’s classic article (and as noted in Chap-
ter 7), budgeting is about how much to allocate to activity A as opposed to activity B.28 
Performance measures help managers assess how well the ends of government are being 
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achieved, but they do not answer the more basic value questions of what ends govern-
ment should be pursuing,29 which is much of the focus of budget deliberations, espe-
cially as budget decisions progress up the chain of command.

Second, performance measures focus attention on productivity improvement, but 
governments, especially in a democracy, pursue other important purposes, such as citizen 
participation and fair treatment. For example, citizen involvement in budget delibera-
tions, including developing and evaluating community-wide measures of performance, 
is of growing importance in the postmodern world, especially as the Internet has made 
information more accessible and online dialogue more feasible. The budget process 
provides a venue for building consensus among community leaders and citizens. Budget 
decisions also concern the distribution of resources, such as across neighborhoods and 
socioeconomic groups. Budgets have an important function that extends beyond the 
productivity improvement focus of performance measures.

Meta measures of performance
Given the limitations to performance measurement and the obstacles that have been 
identified, it seems justified to assume that the informational needs of citizens are shaped 
by factors largely ignored by most performance measures used internally by managers. 
Earlier, the idea of a meta measure was introduced—a measure of the overall perfor-
mance of a city or county. One such measure is the price of government. This measure, 
which the budgeting for outcomes approach recommends be included in the annual 
budget document, is the ratio of the total taxes and fees paid by a city’s residents to their 
total personal income. Figure 12–10, which depicts the price of government for Fort 
Collins, shows a downward sloping price for the city’s costs, decreasing from 6.6 percent 
of personal income in 2000 to 5.3 percent in 2013.30

The national media have entered the arena using a single measure to rank cities on 
their quality of life. For example, Money Magazine annually ranks the ten best places to 
live. Similarly, the Milken Institute, a nonpartisan think tank, annually prepares a report 
on the “Best Performing Cities, Where America’s Jobs Are Created and Sustained.”31 Its 
composite index is a weighted average of nine economic measures, with job and wage 
growth receiving the greatest weights.  And since 1949, the National Civic League has 
annually awarded the All-America City designation to ten communities that epito-
mize the league’s values of promoting civic engagement, community involvement and 
self-governance reflective of the diversity of the community, and collaboration by all 
sectors of the community—public, private, and nonprofit.

As local governments continue to experiment with composite measures of their 
performance, those used by Bellevue, Washington, serve as a good model.  The more 
standardized these meta measures can be, the more useful the interlocal comparisons 
become. Using a third party to obtain the data and compute the measure adds credibil-
ity to the process and results.

Conclusion
Managers have long recognized the need to improve productivity in local government. 
The past two decades have seen an impressive array of innovations intended to provide 
managers and their councils with the tools to accomplish this goal. But integration 
of performance measurement into budget and management decision making faces 
several obstacles. First is the challenge of measuring what matters to citizens. In mea-
suring progress toward internal management objectives, a local government may miss 
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the opportunity to relate budget decisions to broader objectives. The organization of 
governments into insular departments and programs limits the capacity of staff to see 
community problems holistically, yet that is how citizens and lawmakers view govern-
ment and government performance. A gap typically exists between citizens’ expectations 
of what that government is capable of delivering, which are shaped by the media and 
the promises of elected officials, and their perceptions of local government performance, 
which largely result from their personal encounters with local government.

Second, although local governments do not fully understand the impact of changes 
in inputs on outputs and outcomes, managers have recognized that data and the techni-
cal capacity to analyze them are essential to improving their organization’s overall per-
formance, as perceived by their citizens, and few have the capacity to collect adequate 
cost data.

Finally, most performance measures fail to reflect the complex interrelatedness of 
community issues and the need for interaction among departments and programs when 
addressing those issues.

While performance measures focus on the ends of government services (outputs and 
outcomes), the budget process is preoccupied with questions of value and the relative 
worth of alternatives. Using performance measurement to improve budget decisions 
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thus requires a recognition of this tension and the development of measures that are 
relevant to questions of value and worth.

To this end, a new framework for measuring performance balances actual perfor-
mance with what is optimal, given the resources provided, and the expectations of 
stakeholders. Ideally these three indicators—actual performance, optimum performance, 
and expected performance—should be in equilibrium. Managers spend much of their 
time, however, addressing the gaps between them: performance drag, performance divi-
dend, performance deficit, and performance legacy.

A more productive approach would be the use of meta measures—more holistic 
measures of performance that serve the needs of citizens better than the measures com-
monly used to guide day-to-day management. In sum, performance measures ideally 
should

• Convey information useful not only to users internal to government but also to 
citizens who assess local government’s performance holistically

• Help managers link inputs to outputs and the effects of those outputs to desired 
outcomes

• Facilitate a better understanding of the interconnectedness of local government pro-
grams and services

• Aid budget participants in allocating resources so that perceived and true perfor-
mance deficits are reduced.

Each local government operates in a unique environment with its own mix of out-
puts that will achieve an optimum level of community well-being. The challenge for 
local leaders is to allocate resources to achieve that outcome.
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1. Define and provide an example from a budget document for each of the following.
 a. Benchmark
 b. Objective
 c. Goal
 d. Meta measure
 e. Input
 f. Output
 g. Outcome
 h. Optimum performance
 i. Expected performance

2. Identify a city or county, possibly one discussed in this chapter, and access its online operating 
budget. Select an activity or program from the budget and develop three outcome measures. If 
the budget document includes outcome measures, evaluate the merits of those measures using 
the assigned readings.

3. Budgeting is about developing causal linkages between inputs, outputs, and outcomes. Using 
the program or activity from question #2, develop a set of causal linkages between these three 
elements for this activity. For example, how do inputs (labor and money) affect the outputs of 
this activity? How do inputs and outputs affect the outcomes for this activity? As an analyst, 
develop a research design for evaluating the linkage between inputs and outcomes.

4. Propose three meta measures for evaluating the overall performance of your city, county, or 
nonprofit organization.

REVIEW QUESTIONS
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Glossary

Ability-to-pay principle A basis for distributing the tax burden.  According to this 
principle, on which the progressive rate structure used by the federal and many state 
personal income taxes is based, those with a greater capacity, as measured by annual house-
hold income or wealth, should bear a greater relative share of the burden.  As household 
income increases, a higher rate of taxation applies for each additional bracket of income.

Accrual basis A method of accounting in which revenues are recorded when mea-
surable and earned, and expenses are recognized when a good or service is used. See also 
cash basis, modified accrual basis.

Adjusted gross income The sum of all taxable income, less income excluded from 
the tax base, less adjustments for income already taxed or for the cost incurred in earn-
ing that income (e.g., the cost of an employer-mandated relocation) or certain other 
adjustments (e.g., contributions to individual retirement accounts).

Adjustment A reduction in gross income designed to reduce or eliminate double 
taxation, such as with alimony payments, the cost of earning income, or job-related 
moving expenses.  An adjustment is also made for standard and itemized deductions and 
personal exemptions, which reduce taxable income, and for credits, which reduce tax 
liability.
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Agglomeration economies Reductions in operating costs that result when firms 
in the same industry locate in proximity to each other in order to benefit from the 
savings that come from sharing the costs of specialized services or accessing a special-
ized pool of labor. Such concentrations of industries may be driven by natural forces or 
fortuitous historical events.

Amnesty A controversial revenue enforcement measure used to collect delinquent 
taxes, fines, and charges.  As a one-time incentive, the penalty is reduced or eliminated in 
reward for payment during the amnesty period.  Amnesty programs provide a one-time 
infusion of revenue for local governments and are always accompanied by a promise 
from the local government to elevate enforcement efforts following the amnesty period.

Apportionment The release of funds on a quarterly or project basis by the budget 
office. Designed to prevent the premature depletion of a unit’s appropriation, apportion-
ment is more common at the state and federal levels than at the local level.

Appropriation Adoption of an ordinance or other statute by a local legislature 
authorizing administrators to make expenditures or enter into obligations for specific 
purposes.

Assessment cap A statutory provision, usually statewide, that limits annual increases 
in property assessments to the cost of living or a specified percentage, whichever is less. 
Assessment caps are intended to limit extraordinary increases in taxable values and the 
revenue windfalls to local governments that such increases produce. Unfortunately, these 
caps introduce significant horizontal inequities into the distribution of the property 
tax burden since lower-valued properties tend to increase in value at a lower rate than 
higher-valued properties.

Asset account A type of account that records information on things of value to a 
fund.  Asset accounts are of two general types: current assets, such as cash or things that 
can be converted into cash fairly quickly (e.g., investments, receivables, and inventory); 
and noncurrent assets, such as fixed assets or things of value with a life expectancy of 
more than one year (e.g., land, buildings, and equipment). See also liability account.

Balanced budget A budget in which current revenues equal current expenditures. 
After expenditures have been pared, budgets may be balanced by adjusting taxes and fees 
to generate total current revenues, by drawing down fund balances accumulated from 
prior years, or by short-term borrowing to make up the difference between revenues 
from taxes and other income and current expenditures. The legal requirements for a 
balanced budget may be set by the state or the local government.

Balanced scorecard An approach to budgeting that uses a local government’s mis-
sion and strategic plan to develop ten to fifteen key measures of success by which the 
city or county will judge its overall performance. One key measure of success is citizen 
satisfaction with a local government’s performance. Budget decisions are made on the 
basis of strategic priorities, and a scorecard is kept on how effectively performance im-
proves in the key performance areas.
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Base budget A budget that provides an estimate of the spending authority needed 
to continue current levels of service with no changes in the level of effort.  A base bud-
get provides a benchmark for evaluating the effect of any proposed spending or revenue 
changes on the budget. It nets out one-time expenditures or other special appropria-
tions to provide managers with an accurate estimate of the true cost of continuing oper-
ations at the existing level of effort.

Benefits-received principle A defensible basis for tax equity, which states that 
those who benefit from a public service should bear a pro rata share of its cost.  The 
more private the benefits from the service, the greater the proportion of its cost that 
should be recovered from beneficiaries through either direct charges or taxes.  The most 
widespread application of this principle is in the use of charges for public services, such 
as toll roads and utility services. Benefits-based taxes are also an example of the applica-
tion of this principle of equity.

Biennial budget A budget that covers a two-year period.

Block rate A service charge that changes across levels of consumption.  A block-rate 
pricing strategy segments consumption into blocks and then prices each block separately 
according to the per unit variable costs for providing service for each level of consumption. 

Border-city/county effects The negative economic consequences that occur 
when tax rates or service charges differ substantially among local governments within a 
region, thereby violating the principle of tax neutrality. Households and businesses make 
economic decisions on the basis of tax (or service charge) considerations. Such behavior 
creates a net drain on the productive output of the local economy. States have a respon-
sibility to promote neutrality through policies that encourage broader-based, flatter-rate 
taxes, especially at the local level of government.

Budget authority Authority provided through an appropriation act approved by 
the council to enter into financial commitments, such as contracts and purchase orders, 
that will result in the eventual disbursement of cash. In the case of the operating budget, 
most budget authority lapses at the end of the fiscal year if the authority has not been 
committed at that point. In the case of the capital budget, authority may not lapse until 
construction of the project is completed.

Budget deficit The result of current expenditures exceeding current revenues. The 
difference must be covered through either borrowing or tapping other resources, such as 
budget reserves or the budget stabilization fund.

Budget manual A booklet prepared by the budget office that includes, at a min-
imum, the budget calendar, the forms that departments need to prepare their budget 
requests, and a description of the budget process. It also contains instructions on enter-
ing information into the budget database if the database is online, and procedures for 
submitting requests that are new initiatives.

Budget policy statement A written statement, ideally endorsed formally by the 
council, providing standards of financial performance that guide budget deliberations. 
Such a statement provides guidance on the scope of the operating (and capital) budget, 
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the definition of a balanced budget, the types and terms for maintaining reserves, and 
the entity responsible for budget preparation. It expedites budget deliberations and 
brings continuity to budget decision making.

Budget reserves Money accumulated in special accounts for future purposes—for 
example, to deal with unforeseen circumstances or to replace buildings or equipment. 
See also rainy day fund.

Budget rider A statutory provision attached to an appropriation act or other type 
of legislation that modifies the appropriation for certain agencies, groups of citizens, or 
revenue sources.  A rider may be attached to win the support of a key legislator, to limit 
a particular type of expenditure, or to mandate particular procedures on agencies as a 
condition for receiving their appropriation.

Budget transfer The shifting of budget authority from one account or fund to 
another after the council has adopted the budget.  Authority to make such transfers 
is granted either explicitly in charter or law, or implicitly by agreement between the 
council and the manager.

Budgeting for outcomes An entrepreneurial approach to budget preparation that 
relies on competition among departments and programs to contain costs and promote 
innovative solutions to community problems. Units inside and outside the city govern-
ment submit offers to meet the requested service results.  All spending requests must 
be part of an offer, and each offer includes quantifiable and verifiable measures of the 
results to be delivered.

Capital budget A spending plan for improvements to or acquisition of land, facili-
ties, equipment, and infrastructure. The capital budget (1) balances revenues and expen-
ditures, (2) specifies the sources of revenues, (3) lists each project or acquisition, and 
(4) must ordinarily be approved through adoption of an appropriation by the legislative 
body. See also operating budget.

Capital improvement plan (CIP) A list of capital projects for a period of time, 
usually five years, by department. The CIP may list anticipated revenues to pay for the 
projects.

Capitalization The backward shifting of changes in property taxes and impact fees to 
landowners in the form of lower prices for their land.  A tax increase reduces the value 
of the land; that is, the tax burden has been capitalized into land values, and the cost of 
the tax increase is borne by the landowner.  The reverse occurs for tax (or fee) decreases.

Cash basis A method of accounting in which revenues are recorded only when cash 
is received, and expenditures are recorded only when payment is made. Since payments 
for goods and services can be delayed to the next fiscal year, cash on hand can result in 
an inaccurate picture of the financial condition of a fund.  To be in conformance with 
generally accepted accounting principles, local governments must use the accrual or 
modified accrual basis (depending on the type of fund), rather than the cash basis, of 
accounting. See also accrual basis.
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Chart of accounts A chart that assigns a unique number to each type of account 
(e.g., salaries or property taxes) and to each budgetary unit in the organization.  The 
chart of accounts provides a system for recording revenues and expenditures that fits the 
organizational structure.

Circuitbreaker A state-funded property tax relief program, usually to low-income 
homeowners or renters or both, through a tax credit or rebate on the state personal 
income tax. Such programs have the advantage of targeting tax relief to the most needy 
property owners; however, they are more administratively costly than across-the-board 
exemptions and can adversely affect state budgets during economic downturns.

Classification of property A tax relief measure whereby states classify property by 
use, applying a different tax rate or level of assessment to each class. Property classifica-
tion schemes generally favor residential over income-producing property and introduce 
horizontal inequities into the property tax.

Classification of users A pricing strategy that classifies users by type or location of 
the user or by location of the service. Prices are then stratified by categories so that low-
cost users do not subsidize higher-cost users.

Commercial paper Short-term debt with maturities not exceeding 270 days issued 
by local governments to meet cash flow needs. Because tax collections and the proceeds 
from bond sales are received at irregular intervals through the fiscal year, a local gov-
ernment may encounter a cash shortfall to meet its short-term obligations. Commercial 
paper provides a mechanism for local governments to raise needed cash at competitive 
interest rates with repayment made once taxes are received or bonds are issued.

Comprehensive annual financial report (CAFR) A report that summarizes 
financial data for the previous fiscal year in a standardized format. Usually referred to 
by its abbreviation, the CAFR is organized by fund types and contains the following 
documents: (1) an auditor’s report; (2) management’s discussion and analysis (MD&A); 
(3) a statement of net assets (or a balance sheet for governmental funds); (4) a statement 
of activities for all funds; and (5) a statement of revenues, expenditures, and changes in 
fund balance (an operating statement) for governmental funds.  An operating statement 
comparing the budget with actual amounts will also be prepared for the general fund.

Consolidated allocation technique A method for allocating indirect costs that 
involves summing the cost of all support services (purchasing, personnel, central admin-
istration, budget, etc.) and then apportioning those costs to direct services for which a 
fee is collected. Indirect costs are then allocated on the basis of each chargeable activity’s 
share of the total budget, or share of total salaries and fringe benefits, or a similar measure 
of relative size. This method ignores the interdependence among support services and thus 
allocates more of the cost of these support services to chargeable services than is justified.

Credit enhancement A term describing the backup pledge for repayment of a debt 
obligation. Should the debtor default on repayment of either the principal or interest on 
the loan, repayment of the debt is made by the backup pledge. In the case of municipal 
bonds, credit enhancement may be provided by an insurer, the state, a bank, or another 
third party.
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Current assets Those assets that can be converted into cash within one year. On 
the asset side of the ledger, accounts are arranged in order of their liquidity—the speed 
with which they can be sold for cash. Cash and investments are the most liquid. Other 
current assets include taxes and accounts receivable, inventory, and prepaid expenses.

Current services budget See base budget.

Decision package A term originally used with zero-base budgeting (ZBB) to de-
scribe the various levels of spending proposals that departments use in submitting their 
budget requests. Three types of decision packages are used in ZBB: a base-level pack-
age, which meets only the most basic service needs; a current services package, which 
ensures delivery of services at the current level; and an enhanced package, which allows 
the decision unit to extend its services to currently unmet needs.

Default Failure to make a debt payment (principal or interest) on time.

Deferral The authority of a chief executive to temporarily suspend budget authority, 
with reinstatement of that authority before the end of the fiscal year.  A chief executive’s 
deferral authority should be clarified in the budget policies. See also recision.

Depreciation A type of expense associated with the use of fixed assets other than 
land. The annual depreciation of fixed assets is reported on the financial statements of 
funds using the accrual basis of accounting.

Deterministic (formula-based) revenue projection One of four methods for 
forecasting revenues. The deterministic or formula-based method relies on a straightfor-
ward mathematical formula to estimate tax yield, such as tax base × tax rate = tax yield. 
In the case of the property tax, the tax base is set through the appraisal process, making 
estimations of property tax yield a simple mathematical computation.

Development charges Charges by local governments to compensate for regulating 
new construction and for the impact of that construction on public services. Impact fees 
for off-site improvements and building inspection fees are examples.

Direct costs Expenses that are directly attributable to the production of a service, 
such as wages, benefits, supplies, and contract services, and that would be eliminated if 
the service were discontinued.

Disbursement Payment, usually by check, for goods or services that have been de-
livered and invoiced.

Earned-income credit An adjustment to tax liability available to low- and moderate- 
income workers that allows taxpayers to reduce their income tax liability.  The credit is 
usually given on a sliding scale that takes into consideration household income and the 
number of dependents. Some states allow the earned-income credit to exceed liability, 
creating a negative income tax by providing a cash subsidy to qualifying households.

Econometric (causal) modeling One of four methods for forecasting revenues. 
The econometric or causal method relies on multivariate statistical models to predict 
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revenue yield.  The models use such economic measures as unemployment rates, infla-
tion, gross state product, bankruptcy rates, population change, and per capita personal 
income to estimate parameters from historical data. The estimated models are then used 
to predict revenue yields into future years.

Economies of scale The cost savings that usually occur with increases in output. If 
the number of units increases, fixed costs are divided among more units, and the ratio of 
units to fixed costs results in lower costs per unit.

Efficiency measure A type of performance measure that is the ratio of inputs to 
outputs. It measures the amount of input required for each unit of output of a good or 
service that has been produced.

Encumbrance Budget authority that is set aside when a purchase order or contract 
is approved.  An encumbrance (also known as an obligation) represents a contingent liabil-
ity of the fund. It assures suppliers that sufficient funds will be available once the order is 
fulfilled. See also purchase order.

Enterprise fund A separate fund used to account for services—for example, water, 
sewer, golf, and airports—that are supported primarily by service charges paid by users.

Entrepreneurial budgeting Budget preparation procedures that interject market- 
like measures, such as competition and performance contracting, into budget delib-
erations. Such procedures include budgeting for outcomes, balanced scorecard, and 
responsibility-centered management.

Equity The principle behind a revenue structure that promotes fairness to all sectors 
and citizens in the community. Fairness is established by imposing benefits-based levies, 
minimizing tax favors, balancing the burden on the poor and the wealthy, and recognizing 
that the perception of fairness varies by community and through time. Equity is evaluated 
horizontally (across taxpayers in comparable economic status) and vertically (the extent to 
which taxpayers in different economic situations are treated differently by the tax code).

Escrow account An account with a bank or other third party into which funds 
are deposited to pay for property taxes and property insurance as they come due. The 
holders of a mortgage typically require that the borrower establish such an account. The 
monthly mortgage payment includes additional funds for taxes and insurance, thereby 
assuring the lender that sufficient finds will be available to meet these obligations. 

Excise tax A levy on a specific type of transaction at a rate specific to each type.   
Excise taxes, also known as selective sales taxes, are levied separately from a general sales 
tax and are usually based on separate statutory authority.

Executive budget A proposed budget put together by the chief executive or his or 
her designees for review and approval or modification by the legislative branch.

Expenditures An accounting term that refers to the value of goods and services 
received during a period of time, regardless of when they are used (accrual basis) or paid 
for (cash basis).
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Expenses An accounting term that refers to the value of goods and services used 
during a period of time, regardless of when they were received (modified accrual basis) 
or paid for (cash basis). For example, depreciation is the expense incurred in using up 
fixed assets for the accounting period.

Fees-for-service A generic term that refers to the wide range of levies imposed 
by governments on a quid pro quo basis. Fees levied under a government’s proprietary 
powers include services charges or utility charges, whereas fees levied under a govern-
ment’s regulatory powers include license and permit fees or, in some cases, even impact 
fees on developers.

Fiscal note A statement added to proposed legislation estimating the full cost of the 
mandate to local governments. By requiring state lawmakers to calculate the costs that 
mandates impose on local governments, fiscal noting is intended to restrain state law-
makers from initiating unfunded mandates.

Fixed assets A category of noncurrent assets that includes land, buildings, and 
equipment that are reported in proprietary and fiduciary funds. The annual cost of using 
buildings and equipment in producing the services provided by the fund is reported as 
depreciation in the CAFR.

Flat rate A uniform fee based on the average cost of serving all users. While it is 
simple to administer, a flat fee requires that users whose costs are below average must 
subsidize those whose costs are above average. Because a flat-rate pricing structure 
creates no incentive to reduce wasteful consumption, it should be used only when it is 
administratively infeasible to measure consumption.

Fractional assessment The assessment of taxable property at less than full market 
value. This adjustment to taxable values may be set intentionally at less than 100 percent 
or may, de facto, be at a fraction of full value.

Freeport exemption A common form of a personal property tax exemption ex-
tended to manufacturers for their raw and finished goods that are temporarily held in 
inventory before being moved across state borders.

Full disclosure A three-step procedure, also called truth in taxation or truth in millage, 
whereby governments (1) determine the tax rate that yields the same tax levy as in the 
preceding year, (2) publish that tax rate in the local newspaper, and (3) adopt a tax rate 
to generate sufficient tax revenues to balance the current operating budget. This proce-
dure effectively eliminates the potential for a tax windfall whenever property is reap-
praised, because it shifts responsibility for increases in the tax levy away from reappraisal 
and onto the legislative body, which sets the tax rate.

Full-time equivalent (FTE) The number of hours per year that a full-time employee 
is expected to work. If there are two workers, each of whom works half that number 
of hours per year, the two workers together equal one FTE. For part-time employees, 
FTEs are computed as the fraction of hours worked to the total number of hours in the 
work year (typically, 2,080 hours).
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Full-value assessment A legal requirement that appraisals be set at the estimated 
market value, with the only adjustments being for partial exemptions such as a home-
stead exemption.  Although at least twenty-one states and the District of Columbia 
nominally have a full-value assessment standard, relatively few states actually maintain 
their assessments at this standard.

Fund accounting A term used to describe the use of funds in recording, reconciling, 
and reporting financial transactions. Governmental accounting information is organized 
into funds, each with separate revenues, expenditures (or expenses), and fund balances, 
and each fund is a self-contained set of self-balancing accounts.

General obligation (GO) bond A bond backed by the government’s unconditional 
ability to raise taxes. GO bonds are also known as full-faith-and-credit bonds because of 
a government’s unconditional pledge to repay the debt using whatever revenue-raising 
capabilities are at its disposal. See also revenue bond.

Graduated tax rate The division of taxable income into brackets, with each 
increment subject to a separate tax rate. In a graduated rate structure, higher brackets 
are subject to progressively higher tax rates. Total tax liability equals the sum of each 
bracket’s liability.

Gross income All income subject to taxation, both earned and unearned, except 
whatever income is excluded by law from the tax base.

Homestead exemption A tax relief measure that permits local governments to 
exempt from the tax base a portion of the appraised value of qualifying residential prop-
erty, which lowers the effective tax burden of residential property owners and shifts it 
onto other types of property.  The adjustment may be a fixed dollar amount per residen-
tial property or a percentage of value.

Horizontal equity The equal distribution of the revenue burden among persons 
or businesses in comparable circumstances. In a perfectly horizontally equitable world, 
taxpayers in the same income bracket would bear the same income tax liability.  Many 
adjustments to the tax base or tax liability, however, undermine horizontal equity in 
order to achieve other social or economic goals.

Impact fee A charge to developers for the cost of off-site capital improvements 
needed to serve a new development. Impact fees provide up-front financing for the ex-
pansion of public facilities, such as water and sewer treatment facilities or arterial roads, 
needed to serve a new development.

Impoundment A restriction on spending, generally imposed at the discretion of the 
chief executive.

Income elasticity The relationship between revenue yield of a tax and changes in 
income.  When a tax is income elastic, revenue yield increases (decreases) at a greater rate 
than growth (decline) in the local economy as measured by changes in income. Conversely, 
when a tax is inelastic, revenue yield is less responsive to economic growth and decline.
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Income tax credit See tax credit.

Independent auditor An accounting firm (or, occasionally, a state or local official 
not associated with the local government) that reviews the CAFR and compares it with 
a sample of financial transactions in order to certify that the report accurately represents 
the fiscal condition of the governmental unit and its funds.

Indirect costs Costs that are incidental to the production of goods and services, such 
as administration, budgeting, accounting, personnel, purchasing, legal, and similar staff 
support services. Unlike direct costs, indirect costs (also known as overhead) do not disap-
pear if the service or good is discontinued. 

Informed (professional) judgment One of four methods for forecasting reve-
nues. The informed (or professional) judgment method relies on prior experience and 
knowledge of the local economy to adjust forecasted revenues. Informed judgment is an 
essential estimation method for any revenue forecast, regardless of the level of sophistica-
tion of that methodology. 

Input measures Performance measures that track the amount of resources (money 
and FTEs) allocated to a program, department, or other unit of local government.

Intangible property A class of personal property composed of stocks, bonds, bank 
deposits, and other types of securities. Because of the difficulty in establishing owner-
ship, intangible property has steadily declined in importance in the property tax base.

Intergenerational equity In the case of financing capital improvements, future 
users (generations) may benefit from the investment as do current users. The use of 
debt to finance capital improvements (pay-as-you-use), repaid over the life of the asset, 
distributes the cost across generations more fairly than paying cash for the improvement 
(pay-as-you-go).

Itemized deduction Qualifying expense that can be deducted from taxable income. 
Federal law allows deductions from the personal income tax for extraordinary medical 
expenses, property taxes, sales or income taxes, charitable contributions, and interest 
payments for a residence, among other purposes. Such deductions were designed to 
increase the horizontal equity of the income tax. See also standard deduction.

Land write-down A technique used by local governments to sell a redeveloped 
property in a tax increment district at a cost to the private investor that is lower than 
the cost to redevelop the property.  The predevelopment costs of the land are recouped 
through the tax increment fund over the life of the project.

Legal liability The person or business entity defined in law as responsible for the tax 
or fee. State and local laws establish legal liability in order to facilitate tax enforcement.

Liability account A type of account that contains information on claims to the 
fund’s assets, either by other funds of the local government or by external entities.  As 
liabilities come due (accounts payable, bonds payable), cash or other assets are transferred 
to the claimant to satisfy the claim. See also asset account.
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License An authorization, issued under a government’s regulatory powers, for an 
individual or business to engage in an ongoing activity. Local governments regulate 
activities, such as various professions, or grant privileges, such as owning a pet, and assess 
a fee for the license to recover at least a portion of the cost of regulating that activity. 
Once the license expires, it may be renewed. Compare with permit.

Line-item budget A budget format in which departmental outlays are grouped 
according to the items that will be purchased, with one item or group of items on each 
line. See also object of expenditure.

Line-item veto The rejection by an elected chief executive of one item or group of 
items in a line-item appropriation that was approved by the legislative branch.  A line-
item veto provides a check by the executive branch on the spending decisions of the 
legislative branch. In most cases, an extraordinary vote of the legislature can override the 
executive’s line-item veto.

Managed competition A method for selecting providers of public services in local 
government by inviting both administrative units and private firms to bid on contracts 
for service provision. The assumption is that increased productivity will result when 
governments are subject to the same competitive forces as exist in the private sector.

Management by objectives (MBO) Popularized during the 1960s and 1970s, 
a management tool that was a top-down process for unifying the organization and its 
employees. Management developed an action plan for the year with measurable objec-
tives; employees in turn developed individual performance objectives designed to help 
achieve the organization’s priorities. At the end of the year, each employee was evaluated 
and rewarded on the basis of how well that employee succeeded in meeting his or her 
performance commitment.

Merit goods and services Goods and services endowed with a public purpose 
but providing individual benefits that can be denied to those unwilling to pay for them. 
Some of the benefits from these goods and services accrue to the whole community, 
such as the improvement of business opportunities or the creation of jobs, and so a 
portion of their cost should be borne by all taxpayers. The remaining private benefits 
should be financed by service charges to users.

Meta measures Measures of community-wide conditions that provide residents 
with a more holistic assessment of the local government’s performance.

Modified accrual basis A form of accrual accounting in which (1) expenditures are 
recognized when the goods or services are received and (2) revenues, such as taxes, are 
recognized when measurable and available to pay expenditures in the current account-
ing period. See also accrual basis, cash basis.

Multiplier effect The multiplicative effect of a dollar of new investment in the local 
economy. Multiplier effects vary by type of investment but are well documented and are 
an important part of estimating the long-term economic impact of public and private 
expenditures.
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Net assets Under the accrual basis of accounting, the difference between assets and 
liabilities.  A net assets statement combines all funds and any component units in which 
the local government has a primary financial interest, such as a school district.

Net income A measure of the profitability of an enterprise fund. Net income is the 
difference between the revenues earned from the services provided by the fund and the 
expenses incurred in generating those revenues. It is a measure of the efficiency of the 
enterprise at leveraging its expenses into profits. 

Neutrality The approach to revenue policy that places long-term economic viability 
over short-term political accommodation.  The key to neutrality is selecting tax policies 
that do not interfere with or hinder market growth.  This means (1) relying on flat tax 
rates levied on broad tax bases, (2) using benefits-based levies where feasible, (3) avoid-
ing interjurisdictional rate differentials, and (4) being attentive to local business taxes to 
achieve this.

Object of expenditure An item to be purchased in an operating budget. See also 
line-item budget.

Off-budget transactions Transactions that are not recorded or reported as part of 
the operating or capital budget. Most local governments rely on a comprehensive budget 
policy; that is, all transactions are reported as part of the budget.  The federal government, 
however, maintains some activities, such as the U.S. Post Office, as off-budget accounts.

Operating budget That portion of a budget that deals with recurring expendi-
tures such as salaries, electric bills, postage, printing and duplicating, paper supplies, and 
gasoline. The operating budget may be a separate document from the capital budget, or 
a consolidated document may be prepared that has one section devoted to operating 
expenditures and another to capital expenditures. Taken together, the operating and the 
capital budgets should equal the total amount of spending for the fiscal period. See also 
capital budget.

Other post-employment benefits (OPEB) A commitment to continue providing 
benefits, such as health and dental insurance, to an employee after retirement. Local gov-
ernments may not budget for this contingency until the actual expenditure is incurred. 
The Governmental Accounting Standards Board now requires that local governments 
fully disclose these long-term liabilities in their CAFRs.

Outcome measures Performance measures that demonstrate the impact of a 
proposed spending change on organizational or community conditions and that pro-
vide those responsible for budget decisions with valuable information on evaluating the 
relative merits of the proposal.

Output measures Measures that quantify the amount of work accomplished, such 
as the number of citizens served, number of hours expended, or number of emergency 
calls processed.

Pay-as-you-go financing A method of paying for capital projects that relies on 
current tax and grant revenues rather than on debt.
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Pay-as-you-use financing The use of debt rather than current revenues to pay for 
capital outlays.

Payback period For income-producing ventures, such as a utility service, the length 
of time required to recover the cost of an investment.

Payments in lieu of taxes (PILOTs) Payments from nonprofit organizations, es-
pecially those with large amounts of tax-exempt property, to local governments instead 
of the property taxes they otherwise would have owed. The federal government pro-
vides impact aid to local school districts where federal installations remove a substantial 
amount of property from the tax base. PILOTs and impact aid are voluntary payments 
made by the tax-exempt property owner to local governments.

Payroll tax An excise tax that masquerades as a type of income tax in which the tax 
base is the employer’s payroll.  Whereas employees are liable for personal income taxes, 
the employer bears legal liability for the payroll tax. However, except in more competi-
tive employment markets, the incidence of the payroll tax is likely shifted to employees, 
especially lower-skilled ones, as lower wages.

Peak period The time when usage and demand are at their highest. In cases where 
a service cannot be stored, peak demand means that production and delivery capacity 
must be built to satisfy peak usage.  A peak-period service charge varies according to 
when a service is used so that off-peak-period users do not subsidize peak-period users. 
Peak-period pricing, when it varies by the cycles of service usage, such as by hour, day, 
or season, approximates the marginal-cost pricing strategy advocated by economists.

Penalty and interest Separate charges imposed for failure to pay a tax or utility 
charge by the due date. The penalty charge is the punitive assessment for failure to meet 
the due date, and interest compensates the local government for the lost investment in-
come from revenue. Penalties may be at a fixed amount or they may escalate the longer 
the debt remains unpaid; interest is assessed as a percentage of the outstanding balance 
and accrues each month the debt remains unpaid.

Performance budgeting A budget format that includes (1) performance goals and 
objectives and (2) inputs, outputs, outcomes, efficiency, and effectiveness measures for 
each governmental program.

Performance measurement An approach to productivity improvement in local 
governments that focuses on monitoring and reporting inputs, outputs, and outcomes 
of departments and their subunits. The approach limits productivity improvement to the 
supply side of local government—encouraging increased work effort by employees by 
setting expectations for outputs and outcomes and reporting the results over time.

Permit Use of a local government’s regulatory powers authorizing an individual or 
business to undertake a one-time activity or task. Permits (e.g., a building permit or a 
parade permit) usually grant a privilege for a fixed period of time. Local governments 
may charge a fee for the permit as compensation for regulating the activity. Compare 
with license.
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Personal exemption An adjustment to the tax base for each dependent in a house-
hold, often granted under personal income tax laws in order to promote horizontal 
equity. Larger households incur more living expenses, so tax codes often include a fixed 
dollar amount that is deducted from the adjusted gross income in the process of com-
puting taxable income. Personal exemptions also promote vertical equity.

Personal income Income that is derived from both earnings (wages, salaries, tips, 
commissions) and unearned sources (interest, dividends, capital gains, rent, royalties). 

Personal property Mobile property that is not attached permanently to real estate, 
including tangible property (e.g., furniture, equipment, inventory, and vehicles) and 
intangible property (e.g., stocks, taxable bonds, and bank accounts).

Planning, programming, budgeting system (PPBS) A budget reform that 
links budgeting with planning and evaluation on a program-by-program basis. The aim 
of PPBS, now generally known as program budgeting, was to introduce more formal 
economic analysis into budget deliberations: under PPBS, the benefits and costs of each 
program are determined, and funds are allocated to those programs that provide the 
greatest net benefits. See also program budgeting.

Point of sale A basis for determining liability for the general sales tax and, in some 
cases, excise taxes. If point of sale is used, the city or county in which the transaction 
occurs receives the tax revenue.  A few states give local governments the option of estab-
lishing liability on the basis of point of residence. The buyer’s jurisdiction of residence 
receives the revenue from the sales (or excise) tax, rather the jurisdiction in which the 
transaction occurs.

Priority-based budgeting See budgeting for outcomes.

Private goods and services Consumer goods and services that are sold in discrete 
units for a price and whose benefits nonbuyers are effectively excluded from enjoy-
ing. Normally, these goods and services are produced by the private market, but local 
governments assume responsibility for their production if there is no profit incentive for 
private investors, or because it makes the most sense economically for there to be just 
one producer, or because there is a historical precedent for government involvement 
in the production process. Government can finance private goods and services through 
charges to users or through general revenues. See also Public goods and services.

Privilege tax A type of excise tax levied on the privilege of conducting a particular 
type of business or transaction. Examples include occupational privilege taxes levied on 
particular professions or individual employees, admission taxes, deed transfer taxes, and 
bank franchise taxes.

Program budgeting Budgeting in which budgetary information and allocated 
funds are organized along program rather than departmental lines. A program is a set of 
activities with a common goal. See also planning, programming, budgeting system 
(PPBS).
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Progressive distribution A measure of the distribution of the burden of a tax or 
service charge across household income. If that distribution increases relative to household 
income, it is a progressive distribution. If a tax burden as a percentage of household income 
increases as household income increases, it is a progressively distributed.

Property (ad valorem) tax A tax based on the assessed value of a property, either real 
estate or personal property.  Tax liability falls on the owner of record as of the appraisal 
date.  Although its role in local revenue structures has declined over the past three decades, 
the property tax remains the primary source of revenue for municipalities and counties.

Proportional distribution A distribution of the tax or service charge burden such 
that the effective tax rate remains flat across the income spectrum. That is, lower-income 
households incur a tax burden that takes the same percentage of their income (or 
wealth) as it does from higher-income households.

Proprietary income Income that is derived from the ownership of an unincorpo-
rated business. Proprietary income may be subject to the personal income tax.

Public goods and services Goods and services produced by local government that 
cannot be sold in units and whose benefits accrue to all citizens. These goods and ser-
vices are generally accounted for in governmental types of funds and are financed from 
general taxes. See also private goods and services.

Public-private partnership An agreement between a local government and a 
private business or nonprofit organization to provide a good or service to the unit of 
government or its citizens. Public-private partnerships are classified according to whether 
the customer is the unit of government or its citizens and whether the financial risk is 
shared or unshared between the parties to the agreement. 

Purchase order (PO) An agreement to buy goods and services from a specific 
vendor, with a promise to pay once delivery is made. The purchase process begins with a 
purchase requisition—a formal application which, when completed by the department, 
initiates the purchase process. Once approved and issued to the vendor, the purchase 
requisition becomes a purchase order. See also encumbrance.

Rainy day fund A type of budget reserve that provides resources when tax revenues 
temporarily decline (as the result of a recession, the loss of a major taxpayer, or other similar 
circumstance).  A budget policy should establish such a reserve, its source of funding, and the 
conditions when it can be tapped to supplement current revenues. See also budget reserve.

Real property A class of tangible property that constitutes land, buildings, and 
equipment. The role of real property, especially single-family residences, has steadily 
increased in importance in the property tax base.

Receivables A type of asset account that records revenues that are due but not 
yet collected. Taxes receivable have been levied but have not yet been paid.  Accounts 
receivable are service charges, such as for utility services, that have been levied but have 
not yet been paid. The receivables account reports revenues that are measureable but not 
necessarily available for the current budget year.
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Recision The authority of a chief executive to permanently terminate budget 
authority.  A chief executive’s authority to rescind budget authority, such as imposing 
a freeze on hiring, and the role of the council in approving the recision should be clari-
fied in the budget policies. See also deferral.

Regressive distribution A measure of the distribution of the burden of a tax or 
service charge across household income. If that distribution declines relative to house-
hold income, it is a regressive distribution.  A regressive distribution may occur if the tax 
liability actually increases across household income categories. But if that tax burden as 
a percentage of household income declines as household income increases, it is a regressively 
distributed tax burden.

Relative price effect The result of inflation-driven increases in spending that tend 
to outpace increases in revenue. This occurs because government is more labor-intensive 
than the private sector.

Revenue bond A bond backed by revenues from the project that the borrowed 
money was used to create, expand, or improve.  Also known as a limited pledge bond 
because of the conditional backing given to repayment of the debt. See also general 
obligation (GO) bond.

Revenue stabilization reserve See rainy day fund.

Revenues The resources that governments derive from taxes, user charges, and other 
sources of income. Revenues are recognized by local governments in their accounts 
in one of two ways. For governmental funds using the modified accrual basis of ac-
counting, revenues are recognized when they are measureable and available to pay for 
expenditures. For proprietary and fiduciary funds, revenues are recognized when they 
measureable and earned. 

Sales tax holiday A temporary (two- to four-day) moratorium on state and local 
sales taxes, usually in August, that exempts the sales tax on back-to-school items such as 
clothing, supplies, and even computer hardware and software.

Security deposit A tool for enhancing collection of utility charges.  A local govern-
ment often requires new customers to provide a deposit up front before it provides ser-
vice. Once the user establishes a record of timely payment, the deposit may be refunded 
with accrued interest.

Selective sales tax See excise tax.

Sequestration A budget reduction measure used at the federal level of government 
whereby Congress approves budget authority through an appropriation act but then in-
structs the Office of Management and Budget to withhold a percentage of that authority 
from executive agencies. The net effect is to impose an across-the-board reduction in 
federal spending ex post facto.

Setoff provision A local government’s withholding of compensation from contrac-
tors who are delinquent in paying their property taxes or utility services charges.
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Short-term debt A type of debt issued when a local government encounters a cash 
flow deficit or wishes to begin a major capital project before bonds are sold. Short-term 
debt may be issued as tax anticipation notes (TANs) or bond anticipation notes (BANs) 
to meet short-term cash needs. The anticipated tax or bond revenue provides the collat-
eral for repayment.

Sin tax See sumptuary tax. 

Special assessment A levy on property owners for the increased property value 
created by the installation of nearby public improvements. Special assessments differ 
from other benefits-based levies in that the maximum assessment is the increase in prop-
erty value created by the improvements, regardless of the extent to which the beneficia-
ries use the facility. Historically, special assessments have been used for street improve-
ments, water and sewer lines, curbs, sidewalks, and storm drainage improvements.

Split tax roll A generic term describing the result of different tax rates being applied 
to different classes of taxpayers. For example, homeowners may pay one (usually lower) 
rate on their primary residence, while businesses pay another (usually higher) rate on 
their property. In more recent incarnations of this concept, a split tax roll or two-tiered 
rate structure targets tax relief to homeowners and is a tool for bringing equity to edu-
cation funding.

Standard deduction An adjustment to the personal or corporate income tax base 
that reduces taxable income.  A standard deduction provides a fixed dollar amount for 
each category of tax filers (single, married filing jointly, married filing separately). See 
also itemized deduction.

Step-down method An indirect costing method that considers the benefits that 
support services derive from each other. Support services are ranked according to the 
amount of service each provides to all other support services, and then the benefits of 
each support service are apportioned to all lower-ranked support services. This approach 
makes at least some adjustment for the benefits that support services derive from each 
other before indirect costs are allocated to line activities, including those for which 
charges are levied.

Strategic plan A type of plan that provides for the goals, objectives, and strategies of 
a local government or one of its units. Included in the plan is an analysis of the organi-
zation’s strengths, weaknesses, opportunities, and threats (SWOT); a mission statement; 
identification of goals, measurable objectives, and strategies to obtain those objectives; 
measurable benchmarks; and possibly a separate vision statement. The strategic plan also 
provides overall direction for the major initiatives that an organization plans to pursue 
and the connection of those initiatives to the organization’s mission and purpose.

Sumptuary tax A type of excise tax that is designed to discourage consumption of 
certain classes of goods, such as tobacco, alcohol, gasoline, and diesel fuel, by rendering 
their cost prohibitive. The assumption is that the cost of the tax on these sumptuary 
goods and services is shifted forward to consumers as a higher price. The more price 
elastic the demand for the taxed item, the greater the impact of the tax on consumption. 
Also known as a sin tax.
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Supplemental appropriation Additional budget authority approved through an 
appropriation act after adoption of the budget.  A legislative body may find it necessary 
during the fiscal year to approve additional budget authority for the local government, 
particularly for unforeseen contingencies such as a disaster or settlement of a lawsuit

Tangible property A category of personal property, such as furniture, equipment, 
and inventory, that has physical form and substance, yet is mobile.

Target-base budgeting (TBB) A budget process in which departments are 
provided with a maximum level for their budget requests. The budget office requires 
separate justification for proposed spending levels that exceed the target.

Tax abatement A temporary reduction in the property (or sales) tax burden of a 
business. The purpose of the abatement is to attract new business investment to the 
community by increasing the business’s after-tax profits.

Tax anticipation note See short-term debt.

Tax base The objects or transactions to which a tax is applied. State law or local ordi-
nances define the tax base as well as the objects or transactions exempted from taxation.

Tax base sharing An approach to interlocal cooperation in which tax revenue from 
new business development is shared among municipalities in the metropolitan area. The 
first and most successful application of this approach for the property tax is in the 
Minneapolis–St. Paul area. In the case of the sales tax, North Carolina’s approach to 
apportioning revenue between cities and counties is a form of tax base sharing.

Tax competition A generic term that describes the rivalry among local govern-
ments, particularly those with overlapping tax bases, for tax revenue. It also describes 
their rivalry for new business investment.

Tax credit A dollar amount by which a taxpayer’s liability may be reduced. Credits 
are most often associated with personal income taxes and represent an adjustment to tax 
liability. In the case of an earned-income tax credit, qualifying taxpayers may receive a 
payment if the credit exceeds the liability. Circuitbreakers are a type of tax credit granted 
on a state income tax for local property tax liability.

Tax deferral A tax relief measure that delays tax payments by homeowners until 
their property is sold or the estate is settled.  A deferral is effectively a loan from the local 
government, usually at terms favorable to the taxpayer.

Tax and expenditure limitation (TEL) A state or local law that provides relief to 
taxpayers by restricting either a local government’s taxing powers or its spending discre-
tion. Most TELs target the property tax, although a few restrict the annual increase in 
spending by the local government or cap the number of employees per 1,000 population.

Tax expenditures An alternative term for tax breaks or tax loopholes, preferred by 
economists, that characterizes such measures as expenditures on the revenue side of the bud-
get. Tax expenditures include any targeted reduction in the tax base, tax rate, or tax liability.
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Tax exportation The shifting of the tax burden to nonresidents. Local governments 
export their tax burden through such measures as hotel and motel taxes, entertainment 
taxes, taxes on the income or purchases of commuters, and taxes on businesses selling 
their products or services to customers outside the taxing jurisdiction.

Tax freeze A property tax relief measure that freezes property assessments, property 
tax rates, or property tax liability.

Tax incidence The economic burden of a tax. While the law establishes tax liability, 
the economic burden can be shifted either forward to consumers in the form of higher 
prices or backward to owners in the form of lower profits. Understanding the incidence 
of a tax is a prerequisite to assessing its equity and neutrality.

Tax increment financing (TIF) A tax incentive designed to attract business invest-
ment by the dedication of property tax revenue from the redevelopment of an area (tax 
increment district) to finance development-related costs in that district. TIF divides tax 
revenue from the area into two categories: (1) taxes on the predevelopment value of 
the tax base, which are kept by each taxing body; and (2) taxes from increased property 
values resulting from redevelopment, which are deposited by each jurisdiction in a tax 
increment fund and are used to finance public improvements in the redevelopment area.

Tax lien A legal claim on assets, usually real property, that serves as collateral for any 
outstanding tax liabilities (or sometimes utility charges).  A lien remains attached to the 
title of the property until the liability has been satisfied. Should the taxpayer fail to make 
payment by the due date, a government may elect to foreclose on the lien by seeking a 
court order transferring title of the property to that government. The property is then 
sold at a tax sale, and the proceeds are used to settle outstanding claims by creditors, 
beginning with delinquent and currently due taxes.

Tax pyramiding A nonneutral consequence of taxes that fall on each stage of a pro-
duction process. Whenever a product has multiple stages in its production process, any 
tax (other than a value-added tax) on each stage results in a cascading (or pyramiding) 
effect, with taxes falling on top of taxes.

Taxable income The tax base for the personal and corporate income tax after all 
adjustments, including deductions and exemptions, have been applied. Changes in any 
of these adjustments or in the exclusions from the tax base affect taxable income. In the 
case of a graduated income tax, taxable income is segmented into brackets.

Taxable nexus A legally defensible connection that must exist between a person or 
business and the transaction or property being taxed in order to establish tax liability. 
The U.S. Supreme Court has ruled that states cannot compel out-of-state mail order 
or Internet vendors to collect the sales tax unless the vendor has a physical presence in 
the state. Similar rules exist at the state level for the application of wage and personal 
income taxes on professional athletes, for example.

Time-series (trend) analysis One of four methods for forecasting revenues. The 
time-series or trend method relies on yields of a revenue source in prior years to estimate 
yield for the coming year. Trend analysis may use data for as much as the past ten years. It 
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assumes that the past yields from a revenue source are the best predictors for the budget 
year, although the validity of that assumption suffers as a result of significant events such as 
recessions, the loss (or addition) of a major employer, or a change in population.

Total quality management (TQM) An approach to management improvement 
that strives to create a culture of quality in the organization whereby all employees 
continually seek ways to improve outputs. Driven by customer satisfaction, TQM relies 
on employee-based quality circles to generate ideas for improving service outputs and, 
ultimately, outcomes.

Truth in budgeting An organizational culture that ensures that the budget office 
is a dependable and credible source of analysis, independent of the influence of special 
interests, and staffed by qualified budget analysts who have access to the technology and 
data needed to provide informed judgments of the probable linkages between inputs, 
outputs, and outcomes.

Truth in taxation See full disclosure.

Unearned income The portion of the income tax base generally from returns on 
capital as opposed to labor. Sources of unearned income include interest, dividends, 
realized capital gains, royalties, and rent.

Uniformity clause A provision in many state constitutions that compels, in varying 
degrees, that all taxpayers—or at least those in comparable economic or social situa-
tions—be treated the same.

Use tax A tax, adopted in tandem with the general sales tax, levied on goods brought 
into a jurisdiction from another jurisdiction where a sales tax is not levied or is levied 
at a lower rate. The use tax is designed to protect retailers in a taxing jurisdiction by 
discouraging consumers from making their purchases outside the jurisdiction simply to 
avoid its sales tax. Enforcement is difficult except on big-ticket items for which records 
of ownership are maintained by governments.

Use-value appraisal Also called production-value appraisal, an approach to property 
valuation that is based on the property’s value given its current use and not its market 
value (highest and best use). State law typically allows this basis of appraisal for agricul-
tural and open space land as a way of providing tax relief to farmers who own land on 
the fringe of an urban area where speculation by developers often increases land value 
well beyond what the land is worth for agricultural purposes.

User charge Levy assessed on consumers for the cost of providing a good or service. 
Under the authority of their proprietary powers, local governments assess user or service 
charges to recover a portion or the full cost of the good or service. Goods and services 
subject to a user charge share a common quality as private goods, those that could be pro-
duced by private businesses but for various reasons are provided by a local government.

Variable rate A two-part tariff in which users are charged a minimum rate for the 
capacity (or fixed) cost of access to the service and a variable rate based on the quantity 
of service used. Utility services typically use variable rates.
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Vertical equity The distribution of the tax burden among taxpayers in different 
economic circumstances. Vertical equity considers both what constitutes different 
circumstances and the degree to which those differences are important in terms of the 
distribution of the tax burden.

Zero-base budgeting (ZBB) A budget process that requires departments to prepare 
decision packages representing various service levels and to rank order them. Depart-
mental rankings are then merged across the whole governmental unit to form a single, 
ranked list. Funding goes down the list until the money runs out.
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