Chapter 4

preparing a Capital Budget and a Capital
[mprovement Plan

Chapter Four Overview

One of the most critical responsibilities of a government is to provide citi-
zens with a sound infrastructure and equipment capable of helping the govern-
ment to be efficient and effective. There are two items that can be used to facili-
tate that goal: a capital budget and a capital improvement plan. This chapter is
dedicated to discussing both of these items in detail. This includes a discussion
of financing capital projects. Users of this text will learn how to write a: capital
budget, capital improvement plan, finance structure for capital projects, and jus-
tify and defend capital projects.

Capital Budgets versus a Capital Improvement Plan

While there is a definite correlation between a capital budget and a capital
improvement plan, they are not the same. A capital budget is merely an ex-
penditure list of high cost items such as buildings, bridges, highways and other
large-scale items that are expected to provide benefits and services over a con-
siderable period of time. A capital improvement plan (CIP) on the other hand is
a spending plan that will take place over a three to five year period. In some
instances, the first year or current year of the capital improvement plan can be-
come the capital budget. This decision is determined by a number of items, in-
cluding the size of the budget and the size of the government. Some govern-
ments include the capital budget in their operating budget. '*

Capital Budgets

Unlike a personnel and operating budget, a capital budget only includes
high cost non-routine items such as public buildings, equipment, infrastructure,
and land purchases. Public buildings include: police stations, court houses, pub-
lic schools and government offices. Equipment includes: vehicles, computers,
and office furniture. Infrastructure includes roads, bridges, and water lines. It is
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When performing this function, expenditures shquld be split into one-time
fixed costs and recurring costs. One-time fixed costs include the up-front costs,
and include: research cost, evaluations, land, construction labor, construction
materials, legal fees, freight and shipping costs, and training. Recurring costs are
those costs associated with providing the service on an annual basis. These in-
clude utilities, personnel, supplies, etc. As more units of service are added, re-

curring costs increase. As more services are added the unit cost goes down.

Let’s assume for a moment that the municipal golf course is submitting
their. capital budget request. Since the golf course is more or less self-sufficient,
funding is not a big issue. The first mistake that the golf course officials could
make is to assume that since money is available that they can do a lack luster job

In justifying the new requests. A budget officer should never take a surplus or a
guaranteed” increase in their budget for granted.
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items using a capital improvement plan that began a few years earlier. In FY
2018 they estimate t-hat they will spend $20,000.00 on computers and are re-
questing $30,000.00 in FY 2019 to complete their system. According to the jus-
tification, this purchase is the final stage of a multiyear plan to replace older
computers wWith new ones. The justification for purchasing the new trucks also
follows the same logic. Unlike an operating and personnel budget, it is not nec-
essary to elaborate in detail when justifying items in a capital budget that is fol-
lowing a CIP. However, thorough justification is needed if the plan is changed

in any way.

Exhibit 4.1 Simple Line Item Capital Budget for the Post Office

Object Item Quantity FY 2018 EY 2019

Code Cost (Est.) _Cost (proposed)
3003 Computers 10 $20,000.00 $30,000.00
3004 Security System 1 500.00 34,000.00
3005 Copy Machine 1 4,000.00 4,000.00
3006 Mail Sorter 2D 3,000.00 6,000.00
3007 3, Ton Trucks 8 75,000.00 120,000.00
3008 Office Desks 10 1.500.00 3.000.00
Total $104,000.00 $197,000.00
Brief Description:

The Post Office is going through a normal update of its computer systems and
vehicle fleet. The new security system will bring the Post Office into compli-
ance with the last round of federal statutes. The new trucks will not only replace
some of the aging fleet, but also provide for two new trucks to handle our ex-
panding population in the southern region of the city.

Justifications:

1. Installing and Implementing the New Security System: The
old system is outdated and does not offer the level of security
that we need for our new equipment. Further, over time, this
new equipment is cost effective and more efficient. The
monthly up keep cost is 60% less than the old system. Last,
the system will bring the office into federal compliance.

2. New Computers: These computers will allow us to complete
our overhaul of the network. Our workload capacity will in-
crease 20%. Thus, we will be more efficient and effective.

3. Copy Machine: This purchase is the second and last phase of
our office equipment update.
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Why Separate a Capital Budget from an Operating Budget?

On the surface, it may not seem important .to Seéparate these two funds
However, the bullet points below highlight some Important reasons why thig i

important.

Capital outlays are financed and often paid from one-time,

earmarked sources such as debt proceeds and grants. Segregat-

ing the funds from operating budgets ensure that they are

spent for their original purpose.

* The decision process differs In a capital budget. Frequently,
projects are ranked and funded as revenue becomes available.
As projects are funded, other projects are added to the list.

¢ The time frame for spending funds varies between the two

* Capital budgets oftep €xceed budget projections and thus re-
quire close scrutiny, 1°

e Cal?ltal budgets can stabilize tax rates when individual capital

g(r) <;J4€)Cts are large relative to the tax base of the city (Mikesell

; llngnzial mistak<?s (underestimatiop of costs) made with capi-

udgets can linger for Many years and these errors should

;:;rg"e fed fo Operating budgets which must balance each

Capita] Improvement Plans
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When cities are expanding their capital infrastructure or simply planning for
the future they will frequently put together a long term spending plan called a
capital improvement plan (CIP) as well as the sources for funding the plan. Doss
(1993) defines a CIP as, “a comprehensive document that enables local govern-
ments to budget for immediate capital projects, evaluate the condition of exist-
ing projects, and assess the future capital needs for either expansion, renovation
or construction of new capital stock” (p. 272). This plan is a list of high cost
expenditures that would occur over several fiscal years. This process will often
begin with a request from the budget office for project proposals (See Appendix
AA at the end of the chapter for an example). Concurrently, the chief executive
officer along with the legislative body will begin to develop their list of spend-
ing priorities (Bland and Rubin 1997; Lee, Johnson, & Joyce 2013; Vogt 2004,
Kittredge and Ouart 2005; and Mikesell 2014). Why develop a CIE?

Advantages

e Establishes agency long-term priorities.
Provides a mechanism for coordinating various agency projects.
Helps to prevent duplication.
Maximizes the distribution of public resources.
Can stimulate private investment and economic development
(excerpted from Riley and Colby 1983, p. 105).

Disadvantages

e Items that should be placed in the operating budget sometime
end up in the CIP because of high cost.

e Assumes that officials will continue to reevaluate project pro-
posals as the environment changes.

e The amount of funds may distort the ranking of projects. Some
projects create their own funding, which may make them seem
more practicable and appealing than non-revenue producing ven-
tures.

e At some point, it is necessary 10 eliminate projects from consid-
eration. The availability of funds play a perennial role in this
process, but politics does as well. Decisions should be made ob-
jectively with the greater interest of the community.*!

The Capital Budgeting Process
The capital budgeting process presented here occurs in three stages. The

ﬁ'rst stage is planning. Several important items must occur during this stage.
First, some basic identification, classification and analysis of capital requests
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f Project: Construction of Newburg Elementary Schoo].
le o .

21. g:)tcation of Project: Jefferson City.

. the southwest part of the .
e iect: The school will serve € city, |
L .escrw:;loensgn};z{iemodel that we have used for the last five Years in Schoolt
WIHstrﬁliction Should the region continue to grow at the current rate, this buﬂding
con :

model will allow the school to expand at minimal cost.

: ot i i thwest Jefferson City is :
fication of Project: The populatlion In sou . growing
Ztu;;lfiiiremelg: fast rate. Hence, this is the best location for the school. The oth-
er schools in the city are overwhelmed with students and the bus system is being

stretched thin due to long bus rides to the schools.

Estimated Cost of Project

Project Cost Components Projected Annual Cost
$175,000.00

1. Land (3 acres) $10,000.00 1. FY One

2. HVAC $35,000.00 2. FY Two $100,000.00
3. Construction $315,000.00 3. FY Three $25,000.00
4. Plumbing $20,000.00 4. FY Four $75,000.00
5. Equipment $20,000.00 5. FY Five $50.000.00

6. Other Costs $25,000.00
Total Costs $425,000.00

Current Starys of Project: The Project has not begun.

Estimated Project Life: 15-20
; - “-m<U years once the sch 15 !
Possible Sources of Fundin g: School Boai 0ol 1s open
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Jects require fundine urther, they select new Projects and determine which |

Ing from the geéneral fund of other sources, and which projects
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will create revenue. In addition, an assessment of infrastructure changes and the
construction or purchase of buildings can be done (Bland and Clarke 1999). At
this juncture, budget forecasts can be made. Vogt (1983) suggests that quantita-
tive analysis be used in this process (see chapter 6). Once these decisions are
made, implementation of the CIP can begin.

In stage three, funds are acquired, managed, and invested in the CIP.
Equipment is bought, land is purchased and the construction begins (Vogt
1983). Lastly, a post evaluation has to be conducted shortly after the project
has been completed (Mikesell 2014). The purpose of the evaluation is to ensure

that goals and objectives were met (See Appendix 4A for an example of a Capi-
tal Improvement Program).

Identifying and Prioritizing Projects

Selecting a group of people to identify projects for a capital improvement
plan is not as simple as it appears. Bland and Rubin (1997) point out that the
selection of participants will largely determine what comes out of the process
(Bland and Clarke 1999). Vogt (2004) argues that experience should play a
major role in prioritizing projects. Experienced citizens who are in touch with
citizen’s need should play a vital role.”> Bland and Rubin (1997) offer three
possible scenarios for prioritizing plans. Plan 1 is a planning oriented process
where priorities are assigned by the planning or capital budget office based on
need or technical standards. Priorities in Plan 1 can be categorized as follows:

e High: These are projects that are vital and impending. They should be
ranked at the top and funded in the early years of the Capital
Improvement Plan. These are items that must be done.

e Medium: These are projects that are also vital, but do not have to be
funded immediately. They should be in the middle to latter years of the
CIP. These are items that should be done.

e Low: These are projects that have great benefit to the city, but not to the
extent that they should receive higher priority. That is, they will not
adversely affect critical areas immediately. These are items that could be
done. Elected officials may have a peripheral role in the plan.

Plan 2 is a less planning oriented process and may have the input of elected
or bureaucratic officials as well as citizens. Hence, it becomes more politics
based than strategically based on need. It could also follow the previous model.

_ In Plan 3, a group of elected officials and technical staff would identify and
prioritize projects. Since the implementation of a capital improvement plan is a
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dress the following issues:

Legal Mandates: Is the project required by federal or state statute, coyrt

order, etc? :

e Removes or Reduces Hazards: Does it remove hazards or Improve public
safety? )

e Legislative or Executive Goals: Does the project advance stated goals and
objectives?

e Efficiency: Does the project improve productivity and lower operating
costs?

e Standards of Service: Does the project maintain or extend current service
levels?

® Economic Development: Does the Project support or benefit €conomic
development?

Needs Assessments and the Selection of Projects

Prior to implement; it
should be conduf:,ted. A :::i 2 c@pital improyement Plan, a needs assessment
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previous investments in the infrastructure, you can legitimize new investment.
Needs assessments should be comprehensive and conducted by a neutral unbi-
ased party. Why? An agency can only look at its own needs over some period of
time. Citizens and elected officials often have their own agendas and fail to see
the big picture and as a result overlook conflicting or competing needs.

At the tail end of this process, someone has to decide what projects will be
selected for funding. Nice (2002), Bland and Rubin (1997), Gianakis and
McCue (1999), Axelrod (1995) and Millar (1988), offer a number of suggestions
and questions that should be answered prior to making a final decision on capital
projects. Vogt (1983) offers a two-dimensional matrix to establish priorities
based on a numerical score. The matrix and the items included in Table 4.1 are

quite consistent.
Table 4.1 Other Factors to Consider Prior to Selecting Capital Projects

1. Prepare an inventory of current fixed capital assets. What is
the life expectancy of these assets and how much are they cur-
rently worth?

2. What is the fiscal impact of each new project for the current
and future years? How will the project impact the personnel
and operating budget on a year-by-year basis? Will the project
generate revenue on a year-by-year basis? Is the project a con-
tinuation of an earlier project? Are there any legal liabilities
that will impact the project?

3. Assess the impact of the project on the community. Are there
any special energy requirements? How will the project affect
the aesthetic value of the community (noise, air, commuters,
households, recreation and quality of life)? Are there any
health and safety issues?

4. Determine possible health and safety effects (accidents, ill-
ness, sewage, etc).

5. Estimate how the project will disrupt day-to-day activities in
the community.

6. What is the impact of the project on the various populations in
the community? Consider the following factors: race, income,
single parent households, age and disabled.

7. Ascertain the level of public support for the project. Is the pro-
ject consistent with the master plan for the community?

8. If the project is not funded or deferred, what impact will this
have on the community (i.e. higher costs, inconvenience)?

9. Will the project benefit or adversely impact other localities?

10. Will the project benefit or adversely impact other capital pro-

jects?
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f:)ials may use current revenues, federal or state grants, reserve funds, revenue
from leases or other revenue such as ut}llty c.har ges to fgnd projects saviags
(1983) points out several advantages to using this .method. First&sit encourages
responsible spending by requiring the sl ofﬁgxals wbo approve projects or
outlays also to levy taxes to pay for them,” “it avoids paying ’{he Interest charges
that are involved with bonding; and it avoids the accumulation of large, fixed
principal and interest payments in the operating budget” (p. 1.39). It also, “side-
steps bond and debt markets” as well as improves the financial position of the
local government by holding down debt and lowering debt service cost (Vogt
2004, p. 144; Solano 2004). Pay-as-you-go financing is particularly effective if a
government has a consistent need for infrastructure maintenance. For example, a
mature state or local government needs to replace and maintain its streets, water-
lines, and sewer lines. Dedicating a set amount annually for this purpose avoids
the extra interest charges (Wang and Hou 2009).
Vogt (2004) offers a second pay-as-go or cash method for financing capital
projects by creating a capital reserve. Essentially revenues would be diverted
from other sources into this capital fund which could be used when the time



Preparing a Capital Budget and a Capital Improvement Plan 9

other debt instruments, assessments on recipients of the service, or mortgages or
bank loans. Bland and Clarke (1999) point out two advantages to debt financing.
First, it allows a government to acquire capital as needed yet devote a relatively
stable amount of current revenue each year for debt service. Second, it als.o re-
moves capital acquisition decisions from the operating budget process, which is
often completed under a tight time constraint. This also allows officials to better
plan for the future (see also Vogt 1983; Aronson and Schwartz 2004). Angtper
advantage of pay-as-you-use financing is that the taxpayers who are receiving
the benefit of the project are paying for it. The taxpayers are contributing annu-
ally to the payment for debt service.

Riley and Colby (1991) offer several methods to the pay-as-you-use financ-
ing method. The first method is to issue bonds. A bond is basically money that is
borrowed from an individual(s) with the assurance that the bond can be cashed
in a given period of time for a sum of money (principal and interest). State and
local governments use bonds to finance projects that cannot be financed from
the current revenue sources. The interest earned on bonds is not taxable by the
United States government.

Bonds can be issued through public entities to assist in private development
activities, if they further the objectives of a particular agency (e.g., economic
development, energy conservation, affordable housing). These bonds can either
be revenue bonds, which are a type of municipal bond where principal and inter-
est are secured by revenues such as charges or rents paid by users of the facility
built with the proceeds of the bond issue. The issuer of a revenue bond is not
obligated to use any other funding source to pay back the bond. Projects fi-
nanced by revenue bonds include turnpikes, airports, and not-for-profit health
care and other facilities.

The more common approach is to use general obligation bonds (GO),
which may be taxable or tax-exempt bonds which are backed by the general
"faith and credit" of the issuing entity to assure repayment of the bonds. Because
the backing for revenue bonds is limited to the revenue stream that is used to
support the bonds, they have a higher interest rate than general obligation bonds.
General obligation bonds can make up more than a third of the long-term debt
issued by state and local governments (Vogt 2004).>*

Prior to securing any type of bond, a local government may need to be rat-
ed. Bond ratings are quite similar to an individual credit report that you or I may
get prior to buying a house or a car. Vogt (2004) describes it this way:

A bond rating evaluates a debt issuer’s strength or weakness on factors
that bear on the issuer’s ability and willingness to make principal and
interest payments on the debt when due and to comply with other obli-
gations that the issuer assumes under the debt contract. A rating ad-
dresses not only the probability that the issuer will make debt service
payments but also the legal protection afforded to investors by laws,
regulations, and the debt contract. Such protection or security varies by
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based on its participation in the pool.

A municipality may also secure short-term notes or use a line of cregi
(LOC) where “money is made available for the loczz;ll government to use on ap
“as needed” basis (Riley and Colby 1983, p. 110).” Short-term notes are ugeq
during the construction phase of a project because of arbitrage restrictions estab-
lished by the Internal Revenue Service (IRS). Since debt issued by state angd
local governments is exempt from federal taxes, the IRS requires funding of a
capital project to be undertaken as cash is needed. For example, if a government
is building a facility that costs $10 million, issuing $10 million in bonds when
the project is approved would allow the government to invest the proceeds and
earn substantial interest for some period of time. Under the arbitrage rules, a
government now has to reimburse the federal government for such arbitrage
earnings. Thus, govemments_ﬁnance the projects during the construction period
Sv)i/lluls)l:fhilgcr;;%enn notes. City and counties can also joint finance projects that

d rating,.

Conclusion

s xhalrleththfg are some similarities between an operating and capital budget,
at the differences substantiate separating the two. It is important for



