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Answering a
Call, Fulfilling
a Need

The Formation of Special District
Reserve Guidelines

The genesis for CSDAs Special District Reserve
Guidelines was a 2000 Little Hoover Commission
report entitled, “Special Districts: Relics of the Past

or Resources for the Future?”The report included a
section on special district reserves with an introductory
finding that stated: “Hundreds of independent special
districts have banked multi-million dollar reserves that
are not well publicized and often not considered in
regional or statewide infrastructure planning.”

The 2000 report raised a number of issues relating to special
district reserves including:
e | ack of guidelines and consistency
e | ack of visibility and publication of district financial
information
e |ack of understanding among constituents and policymakers
of district finances
e |ack of districts incorporating reserve information into
infrastructure planning

News media reacted to the Little Hoover Commission report with
banner headlines claiming that “obscure” public agencies have
“hoarded” billions in reserves. Legislative hearings on special
district finances were held and interest was spiked among grand
juries, leading them to investigate how special districts within
their counties handle reserves.

Ultimately, the Little Hoover Commission recommended

that guidelines for prudent reserves be established, and that
investment policies and practices be reviewed to determine if
additional oversight was warranted.




CSDA Reserve
Guidelines Task Force

Although special district
advocacy organizations
disagreed with some

of the Little Hoover
Commission’s findings

and data interpretation,
CSDA concurred that the
establishment of reserve
guidelines would assist
special district governing
officials and administrators

in fulfilling their fiduciary
responsibilities. To accomplish
this, CSDA formed a task
force in 2001 to identify both
the essential elements of a
reserve policy and the issues
to be discussed during policy
development.

The Special District Reserve
Guidelines were developed
by the task force as a tool

for special district governing
officials and administrators to
assist them in fulfilling their
commitment to provide cost-
effective and efficient public
services for the communities
they serve.

Special District Reserve Guidelines

Second Edition

Today, with over a decade having passed since CSDA
convened its original task force in 2001, many special
districts have utilized the guidelines to evaluate their
reserve policies, develop new reserve policies, and/or
promote comprehensive and easily understood policies.

Through this decade-long process, special districts

have gained new insights on improved best practices.
Furthermore, certain accounting practices and
terminologies have evolved. Therefore, in order to
ensure the most accurate and updated guidelines, and in
continuance of efforts to promulgate widespread adoption,
CSDA commissioned a second task force in 2012 to
produce a Special District Reserve Guidelines, Second
Edition. CSDA encourages district officials to incorporate
these new guideline elements into their policies, where
applicable, based on size and services offered.

In developing and updating the second edition, the CSDA
task force recognized that many independent special
districts already have established reserve policies and most,
if not all, special district officials recognize their fiduciary
responsibilities and take them seriously. What may have
generated most of the concern regarding special district
reserves in 2000 is not lack of policy, but lack of outreach
to constituents and others regarding district operations.
It is essential that special districts continue to promote
understanding outside their boardroom and perform
outreach on district financial management to facilitate
understanding among the public, media and legislators.




Reserves are the
foundation of the
sustainable delivery
of core services.

Introduction

Importance of Maintaining a
Reserve
Reserves are the foundation of the
sustainable delivery of core services.
Through prudent reserves, special
districts offer taxpayers and ratepayers
significant benefits including:

1. Savings to balance budgets

2. Emergency preparedness

3. Stable rates

4. Well-maintained infrastructure

5. Investment in the future

The fundamental question in
maintaining a reserve is, how much

is enough? In other words, when are
reserves too low and when are they too
high? These can be delicate questions
because unwarranted reserves could
undermine taxpayer and ratepayer
support, while insufficient reserves
could jeopardize the district’s long-term
sustainabhility.

There is also the question of where
reserve funds should be spent. Pressure
to expend reserves on making current
services cheaper, rather than planning
for the future, is all too frequent.
Adopting a reserve policy will assist
your agency in answering these
fundamental questions.




Reasons for Adopting a
Reserve Policy

In addition to the overarching taxpayer
and ratepayer benefits of reserves noted
earlier, there are many specific reasons for
a special district to adopt reserve policies:

Shared Vision:

A formally adopted policy promulgates a
shared understanding of the proper level
and use of reserves, which facilitates
healthy working relationships.

Objectivity:

Revenue decisions represent some

of the most controversial and difficult
choices that governing boards must
face. Utilizing reserve policies reduces
political gamesmanship and promotes
responsible long-term planning.

Fiscal Justification:

Inevitably, public agencies will face
scrutiny over whether to raise or reduce
rates, taxes or fees. Having reserve
policies in place prior to such occasions
serves as a valuable tool for both making
and explaining difficult decisions.

Public Awareness:

Keeping the public informed about what
you do is a fundamental responsibility
for any public agency. They are the
boss, after all, and all of us understand
from personal experience that our
jobs are a lot easier and a lot less
stressful when the boss knows about
and approves of what you are doing.
Adopting a policy can help the district
better communicate to the public the
motives for adopting a reserve, as well
as convey the reasons for maintaining
the reserve at a certain level.

Important questions about reserves
The fundamental question in maintaining a reserve is, how much is

enough? In other words, when are reserves too low and when are they
too high? These can be delicate questions because unwarranted reserves
could undermine taxpayer and ratepayer support, while insufficient
reserves could jeopardize the district’s long-term sustainability.



(“«\ ) Prudent Accumulation and Management
w. ' of Reserves: Developing Policy

Each special  The Special District Reserve Guidelines reflect the
district should -,y 1o pelief among special districts that there

develop and . .
adoptareserve  SnOUld be a clear and well-articulated rationale for the

policy. accumulation and management of reserve funds. Each
special district should develop and adopt a reserve
policy as a commitment to financial prudence and
careful stewardship of community assets. It is critical
to understand that a reserve fund is designated by a
public agency to carry out specific purposes in a manner
consistent with other financial policies, budgetary
practices, district programs, and legal requirements.

Reserve Policy Objectives:

1. To provide adequate funding to meet the agency’s short-term
and long-term plans.

2.To minimize adverse annual and multi-year budgetary impacts
from anticipated and unanticipated expenditures, thus
minimizing the possibility of unplanned service fees or rate
fluctuations.

3.To strengthen the financial stability of the agency against
present and future uncertainties in an ever-changing
environment.

Foundational Elements of a Reserve Policy:
Prior to developing a reserve policy, a district should first
establish the three prerequisites below.
1. Clear, organizational philosophy/mission.
2. Policy-oriented board of directors, with long-term focus on
fiscal sustainability.
3. Standardized method of financial reporting, such as
Governmental Accounting Standards Board (GASB) Statement
Nos. 34 and/or 54.




Communicating regularly
about district financials and
reserve priorities creates trust.

Principles for Developing a Reserve Policy:

1. Identify the uniqueness of the district.
a. Consider district goals, needs and constraints.
b. Utilize life-cycle analysis if district is capital intensive.
c. Regularly measure condition of assets.

2. Form a complete understanding of the district’s core business and significant cost
drivers for district operations.

3. Engage in strategic planning.

a. By developing, regularly evaluating and, when necessary, modifying strategic plans, districts can more
efficiently plan and shape their futures. Strategic planning can help district boards anticipate and adapt
to changing environmental, regulatory and demographic conditions. This assists districts in establishing
appropriate reserve funds and adopting adequate target levels.

b. Seek community input in the strategic planning process, i.e., ratepayers and taxpayers, business groups,
community organizations, other public agencies serving the same constituency, etc.

4. Make communicating a priority.
a. Aregular newsletter and annual report are good starting points; it is critical for districts to reach out to
the public and explain their financial position.
b. Seek input through customer surveys, community meetings, and other meaningful engagement.
¢. Inform customers and constituents of output and seek their input in evaluating policies.

5. Recognize that a good reserve policy must be consistent with other financial policies, such as a
balanced operating budget and investment policies.

6. Create and maintain a well-developed capital improvement plan.

1. Estimate the ebb and flow, or “seasonality,” of cash-flow during the fiscal year and build a basic
understanding of the degree of short-term borrowing necessary to meet such needs.

8. Clearly identify reserves—hoth categories and purposes. Set target levels for reserves that are
consistent with the district’s mission, the district’s uniqueness and the philosophy of the district’s board and
community.

9. A broad reserve policy may include many elements or sub-policies. Some areas that may need sub-
policies include:
a. Rate-stabilization funds
b. Fees and charges
c. Debt issuance and management
d. Deferred maintenance
e. Level of unrestricted (contingency) funds
f. Long-term repair and replacement




Fund Balance and
Net Position/Net
Assets

Every district has
unique circumstances

and a proper fund  There are many factors that must
balance should be o oot dered when establishing
considered on a )
case-by-case basis. an appropriate fund balance and

ensuring the prudent management
of your district’s finances. Every
district has unique circumstances
and a proper fund balance should
be considered on a case-by-case
basis. Thoughtfully accounting for
variables such as your district’s
revenue sources and income
volatility will assist your district
in determining its reserve amount.
On the following pages are issues
that should be considered when
adopting a reserve level.
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Specific Considerations for Budgeting and Allocating
Fund Balance or Net Position/Net Assets

1. Define the special district’s fiscal objectives:
a. Short-term
b. Long-term
c. Operating
d. Capital

2. Identify where funds are used:

a. Operating revenues are the general-purpose funds through which ongoing activities are funded.

b. Special-purpose revenues often are legally restricted for a particular use. For example, a special
assessment for infrastructure must be separately accounted for and spent on designated infrastructure
COosts.

c. Debt proceeds should be used to fund costs that provide a benefit across fiscal years. The issuance of
debt allows the district to allocate these costs by spreading the debt service to these periods. Debt
proceeds should never be used for short-term operating costs because this would entail allocating current
operating costs to future periods.

d. One-time revenues should be used for one-time expenses. If a special district gets one-time revenues
and uses it to provide additional full-time positions or to fund on-going operating costs, it may lead to a
budget crisis when the one-time funding runs out.

@ One-time Revenue

According to the Government Finance Officers Association, “Examples of one-time revenue
include: infrequent sales of government assets, bond refunding savings, infrequent revenues
from development and grants. These revenue may be available for more than one year

(e.g., athree-year grant) but are expected to be non-recurring.”

One-time Expenditures

According to the Government Finance Officers Association, “Examples of expenditures
which a government may wish to use one-time revenue include start up costs, stabilization
(e,qg. to cover expenditures that temporarily exceed revenues), early debt retirement, and
capital purchases.”




Components of Fund Balance

In governmental funds, “reserves” typically comprise a portion of the total fund
balance. Fund balance reporting standards play a part in describing how much of fund
balance might be available for a reserve and how much is limited to other purposes.
GASB Statement No. 54, Fund Balance Reporting and Governmental Fund Type
Definitions, changes how fund balance has traditionally been reported.

In the past, reporting of fund balance focused on whether resources were available for
appropriation (i.e., budgeting) and distinguished between “unreserved fund balance”
(i.e., available for appropriation) and “reserved fund balance” (i.e., not available for
appropriation). GASB Statement No. 54 changes the focus to the “extent to which the
government is bound to honor constraints on the specific purposes for which amounts
in the fund can be spent” and establishes five different components of fund balance:

COMPONENTS OF FUND BALANCE

NONSPENDABLE
FUND BALANCE

RESTRICTED
FUND BALANCE

COMMITTED FUND
BALANCE

ASSIGNED OR DESIGNATED
FUND BALANCE

UNASSIGNED O
UNDESIGNATED
FUND BALANCE ‘

This category
is inherently
nonspendable,
such as the
long-term
portion

of loans
receivable, the
principle of an

This
classification
has externally
enforceable
limitations

on the use of
fund balance,
imposed by
parties such

This encompasses
limitations imposed

by the special district
upon itself at its highest
level of decision making
(e.g., governing board
through a resolution). For
example, the governing
board might commit a

This portion is earmarked
for an intended use. The
intent is established at
either the highest level
of decision making or

by a body or official
designated for that
purpose. For example,

a share of fund balance

This comprises
all fund balances
that are left
after considering
the other four
categories.

Use is least
constrained in
this category of

endowment as creditors, portion of fund balance | might be assigned fund balance.
and grantors to a “stabilization fund” | to offset a gap in the
inventories. or laws or to provide a cushion budget stemming from

regulations against unknown a decline in revenues or

of other economic shocks and an allotment could be

governments. | revenue declines. assigned for an upcoming

special project.
+ < > -

CONSTRAINED




Unassigned fund balance is typically the primary subject of
a reserve policy. However, committed and assigned fund
balance may also be thought of as part of a reserve policy
as the governing board or management, respectively, has
some control over the balances. Conversely, restricted
fund balances or nonspendable fund balances are
fundamentally constrained, making it unnecessary to

place parameters on them through reserve policy in order
to achieve prudent savings and expenditures of public
resources.

It is recommended that every district establish policies
regarding minimum fund balance and spending priorities
in order to communicate to users the importance of a
reserve for economic uncertainties, why it consists of
amounts that are unassigned and that it is not available for
spending.

Districts’ policies should specify the order in which fund
balances are spent when more than one amount is
available for a specific purpose. Where such policies do not
exist, GASB 54 prescribes that the default order in which
these amounts should be spent is committed, assigned,
and then unassigned.

B

GASB 54

According to the Governmental Accounting Standards
Board, statement No. 54 was issued after, “...research
revealed that the existing standards guiding fund
balance reporting were being interpreted inconsistently
by different governments. Consequently, the fund
balance information reported by many governments
also was inconsistent. It also became clear that the
understandability of fund balance information was
affected and that financial statement users were unable
to readily interpret reported fund balance information.”

GASB fact sheet about Fund Balance Reporting and Governmental
Fund Type Definitions

Sample Policy
Language

The “X” district
maintains a minimum
unassigned fund
balance of not less
than “X" percent of
budgeted general fund
expenditures and other
financing uses as a
reserve for economic
uncertainties. The
district believes a
reserve of this level

is prudent to maintain
a high bond rating

and to protect the
district from the effects
of fluctuations in
property tax revenues
to which special
districts are vulnerable.
Because amounts in
the nonspendable,
restricted, committed
and assigned categories
are subject to varying
constraints on their
use, the reserve for
economic uncertainties
consists of balances
that are otherwise
unassigned.




Reserve Level Targets

A reserve policy must set a target level of reserves @

to maintain. The target is typically defined in terms Local Conditions
of unrestricted fund balance as a percentage of
either regular operating revenues or regular operating
expenditures. The choice between revenue and

as a Basis

The Government Finance
Officers Association notes

expenditures as a basis depends on which element that fund balance is ultimately
is more predictable. A government that relies heavily alocal decision based on

on property taxes typically would choose revenues, local conditions. “...Finance
whereas a government with a less predictable staff should analyze the risks
revenue portfolio might choose expenditures. In that influence the need for

maintaining reserves as a
hedge against uncertainty and
loss.”

either case, the base should only reflect operating

numbers and should remove the effect of unusual

spikes or drops that would distort long-term trends.
(p.57, GFOA, Financial Policies)

With the basis of the target defined, the next step is to

select a reserve-level target number. The Government

Finance Officers Association (GFOA) offers guidance

as to the amount of unassigned fund balance

governments should maintain in their general fund

operating revenues or regular general fund operating

expenditures, regardless of size. As special-purpose

governments, special districts should carefully balance

such general advice with the unique circumstances

associated with the district’s operational environment.

In considering what constitutes adequate reserves, a
special district may want to establish key benchmarks
or ratios. Many industries have key equity target
formulas or ratios that establish minimums to provide a
red flag warning when equity may be too low. Some of
those ratios may include the following:

e Debt to Equity

¢ Property Taxes to Equity

e Current Ratio
Capital Outlay to Equity
Capital Outlay to Operating Expenses

Certain districts may establish their own ratios based
on the unique aspects of the district or an operating
environment that may be different than other
organizations in their industry.



Articulating Financial Position
and Decisions

Is this organization in good financial
shape? That depends on the condition

of the current assets and the short-term
and long-term needs of the organization

as they relate to its resources. If there
exists significant current infrastructure
needs, then financing may be required.

Is enough set aside for contingencies?

If water costs increase by 10 percent, or
new environmental or health standards are
issued, how will that affect total net assets?

Governmental entities collect, hold and
expend resources in public trust. If too
little is collected, they risk failing to meet
mandated needs. If too much is collected,
they overburden the public and tie up
resources that taxpayers and ratepayers
could use in the economy. Historically,
governments have been known to spend
most of their resources each year and too
often fail to properly plan for long-term
needs. Special districts should carefully
examine their operations and budget to
ensure that expenses, such as capital needs
and contingencies, are anticipated and
appropriate resources are set aside.

Some governments, either through good
fortune or good planning, have reserved
net assets for future plans and needs.
What most governments have failed to do,
as emphasized in the 2000 Little Hoover
Commission’s report, is to effectively
communicate their plans for the net assets
and explain why the balance is appropriate.

Each special district needs to:

1. Analyze its financial position.

2. Examine its current and long-
term needs, including a capital
improvement plan.

3. Establish its target fund balance or
net assets.

4. Qutline its goals and needs through
policy, budgets and enhanced
financial statement note disclosures.

5. Anticipate public scrutiny of
financial statements and proactively
communicate how finances are
being used in a manner the public
can easily digest.




Itis recommended
that special districts,
at minimum, conduct
a review of their
reserve policy
annually to ensure

it meets the needs
of the district and is
in compliance with
any requirements/
standards that may
have changed.

Conclusion

Each special district’s financial and legal
professionals should review reserve policies prior to
adoption to ensure they are in compliance with all
current laws and regulations. Reserve policy should
be established based on each district’'s unique
financial situation. Any reserve policy needs to be
reviewed regularly as the financial environment
within which it functions is dynamic and there may
be applicable legislative or regulatory changes.

The 2000 Little Hoover Commission report
concluded that there was a disconnect between
special districts and their constituents and other
local government entities. Therefore, it is important
that each agency not only develop a reserve policy,
but ensure that stakeholders know and understand
the district’s financial position and decision-making
process.

Districts should consider preparation of a public
outreach program to communicate financial

and program information on a regular basis to
affected or interested populations. How involved
each respective public outreach program is for

a district is typically determined by the size and
complexity of the district. A first step may be as
simple as adding the information to an agency's
website or the development of an annual report.
CSDA encourages districts to take the next step
and proactively engage the public to ensure its
awareness.

We hope you find these guidelines helpful and if
you have any comments or suggestions on how we
can improve this document, please contact us at

877924.2732.




Addendum I:
Glossary

Assigned Fund Balance: Amounts that are intended to be used by the
special district for specific purposes but do not meet the criteria to be
classified as restricted or committed.

Capital Improvement Program (CIP): A short-range plan that
identifies capital projects and equipment purchases, provides a planning
schedule and identifies options for financing the plan.

Committed Fund Balance: Amounts that can only be used for the
specific purposes as determined by a formal action of the special
district's highest level of decision-making authority.

Net assets: The amount of assets in excess of liabilities. For non-
enterprise fund types, this excess is referred to as “fund balance.” For
enterprise-fund types, this excess is referred to as “net assets” or, as of
July 1, 2012, “net position.”

Nonspendable Fund Balance: Amounts that cannot be spent or
where cash has been spent previously to produce a fund balance — for
example, inventory, pre-paid expenses or restricted assets.

Pay-Go: Is the practice of financing expenditures with funds that are
currently available rather than borrowed.

Restricted Fund Balance: Amounts that can only be spent for
specific purposes which are stipulated outside the control of the special
districts, such as the constitution, external resource providers (such as
granting entities) or enabling legislation.

Unassigned Fund Balance: The residual of all other funds that are
not nonspendable, restricted, committed or assigned. Unassigned
balances are not in special revenue, capital projects, permanent or debt
service funds unless the fund is in deficit.




Addendum II:
Special District Reserves Talking Points

PRUDENT RESERVES MAKE FOR SOUND BUDGETING
For countless families, saving for a rainy day is common-sense. For special districts, reserve funds are not just
money in a bank; they are fundamental resources for ensuring reliable core services and community security.

How Taxpayers and Ratepayers Benefit
Special districts designate money toward savings in order to balance their budget, respond to emergencies,
keep rates affordable, maintain current infrastructure and plan for future public works projects.

e Balancing Budgets — Over the course of the fiscal year, short-term reserves help balance the ebb and flow of
revenues verse expenditures.

o Emergency Preparation — In the event of a disaster, communities can't afford not to have savings readily
available to quickly repair critical local infrastructure and bring core services back online.

o Affordable Rates — With appropriate savings, special districts are able to use resources wisely and smooth out
the highs and the lows of volatile economic conditions, rather than spend their entire surplus and then seek new
revenue or jeopardize services.

e |nfrastructure Maintenance — Reserves mean the pipes are fixed, roofs are patched, and worn equipment is
replaced without going back to the taxpayers or ratepayers to pay for routine upkeep.

e Planning for the Future — A long-term, thoughtful approach to public infrastructure requires the foresight to plan
for, and discipline to save for, future needs.

Reserves are Much More than Liquid Assets

e \What comprises a reserve fund? Reserve fund balances and net assets are not just cash and investments. They
also include the net value of capital facilities, land and equipment measured from the very inception of the
district.

e Assigned funds are budgeted for specific long-term public needs as planned by the board of directors.

e Committed funds are set aside via established policies for specific uses such as cash-flow, capital
improvements, contingencies, and rate stabilization.

 Restricted funds are limited by legal or contractual requirements, or cannot otherwise be spent.

Best Practices for Sensible Budgets

e Historically, governmental agencies and departments have been known to spend everything they have before
the end of the fiscal year in order to justify increased future allocations from their larger bureaucracy.

e Special districts are different because they empower core local service providers with budgetary contral,
encouraging efficiency and fiscal restraint rather than punishing it.

o The CSDA Reserve Guidelines Task Force identified both the essential elements of reserve policies and key
issues to be discussed during reserve policy development to assist districts in fulfilling their commitment to
provide cost-effective and efficient public services to their communities.




Addendum lII:
Capital Planning

A Capital Improvement Program (CIP), also referred to as a capital plan, exists to identify and prioritize a
special district’s need for capital goods. A CIP should prioritize the importance and timing of the various
assets to be acquired. In addition, a CIP should contemplate how those goods will be paid for — cash (equity)
or debt. A capital plan is a strategic and comprehensive plan for the acquisition and implementation of the
district's capital assets over time. In that sense, it is different from a finance plan, which focuses on individual
acquisitions and how to pay for them.

To fulfill their mission, every district makes capital investments. Debt, especially tax-exempt debt, is recognized
as an important and continuing source of a district’s capital to fund improvements necessary to achieve its
mission and strategic objectives. A CIP provides the framework by which decisions will be made regarding the
use of cash and debt to finance capital projects.

Debt is defined to include all short and long-term obligations, guarantees and instruments that have the effect
of committing the district to future payments. The assumption of debt, both direct and indirect, is subject to the
district’s approval. Any debt issued by subsidiary entities is subject to these policies. In satisfying their fiduciary
responsibilities, it is important that a district’s board and management know the extent of debt obligations.

CIP Objectives

1. To provide guidelines to management on the use of reserves and debt to support a special district’s
capital needs while achieving the lowest overall cost of capital.

2. To provide selected financial measures, with specific targets, to ensure that the district continues to
operate within appropriate financial parameters while allowing the agency to maintain financial stability
and the highest acceptable credit rating that permits it to issue debt at favorable rates.

3. To bridge the cash flow gap between the district’s available funds and its capital needs when the
assumption of debt is deemed prudent.

Creating a Capital Plan
1. Establish goals
2. Assess needs
3. Determine pay-go or borrow
4. |dentify methods available for funding
5. Design the loan—the tactical plan
6. Organize approach

Details on the following pages.




Establish Goals
The key elements in setting clear capital plan goals include:

1. Understanding the role of the planning horizon. Planning horizons are important considerations in well-
developed capital plans. For example, it makes little sense to try to plan for a 10-year or 20-year horizon if
innovation, technology, demographics or legislative threats to the plan occur frequently or on short notice.
Conversely, agencies that are in low-technology businesses and stable demographic circumstances can more
effectively and more appropriately plan for long periods. Planning horizons should mirror long-term repair and
replacement requirements of existing facilities.

2. Integrating the use (or lack thereof) of reserves. The extent to which a particular district has
accumulated reserves will dramatically impact the CIP. The development of, and adherence to, strong reserve
policies can greatly simplify funding choices for a capital plan, but blind adherence to arbitrary reserve levels
can be just as inhibiting as no reserves at all. The key is to make reserve accumulation, or depletion, work in
harmony with the CIP, operating budget and risk management of the district.

3. Recognizing the repetitive nature of implementing the CIP. A capital plan is by its nature repetitive.
For that reason, many districts choose to review and update it annually, usually as an adjunct to
deliberation of the operating budget. This keeps the CIP current and tempered by present information on
the priorities of the district.

Assess Needs

Every capital plan starts with a needs assessment. The assessment should be based on a comprehensive
review of the agency’s assets at the time an asset is recorded and an estimated useful life is assigned to

each asset. This information later will be used as an indicator of when an asset is scheduled to be replaced.
Estimated future replacement costs need to be obtained in order to reasonably estimate CIP fund requirements
within an agency’s long term financial plan.

Determining Pay-Go or Borrow

The “pay-go” method of using current revenues to pay for long-term infrastructure and other projects is often
considered when sufficient revenues and reserves are available and long-term borrowing rates are higher than
expected cash reserve fund earnings.

On the other side of the spectrum, the “pay-as-you-use” or “borrow” strategy limits the need for building of major
amounts of equity in capital assets. Such accumulation can be less economically efficient, particularly for those
districts that are capital intense and whose capital goods are “used up” over long periods of time. Similarly,
financing of smaller capital goods, or those with short or uncertain useful lives, is also inefficient. The rationale
behind the borrow approach is that the district’s stakeholders should “pay” for the assets required to deliver the
goods or services of the agency over a time period that more closely mirrors the useful life of those assets.

Most districts use a blended approach based on their debt management policy. Often, a district’s approach is
dictated as much by affordability as by philosophy, given that few public bodies are capable of paying cash for
all capital assets.




Identify Methods Available for Financing

Once the goals have been set, the needs assessed and the decision whether to pay cash or finance the asset has
been made, some thought must be given to the method of financing. For example, even if an asset is to be procured
for cash, and the cash is on hand in a reserve set aside for that purpose, a decision still must be made on whether to
replenish or restore that reserve, and over what time period and from what source it will be replenished.

Choosing to issue debt means that the following choices must be made: form of debt, mode (fixed or variable
rate), repayment terms and method of sale. These are the tactical decisions that often blur the understanding
of the strategic elements of the capital plan.

Design the Loan — The Tactical Plan

If a decision is made to borrow, an array of choices will follow. Some districts choose to borrow from banks or
private lenders; others choose public offerings of debt. Lease financing may be considered as an alternate to
bond financing. Some districts pool their needs with other similarly situated districts in order to reduce costs
through economies of scale.

Regardless of the choice of lenders or approach matching the useful life of the financed asset to the borrowing
term is an important consideration. Common sense tells us that we should hesitate to finance automobiles with
30-year bonds. By the same token, a water treatment plant with a design-life of 50 years can be safely and
prudently financed over long periods of time. Still, debt issuances over 30 years are rare.

This element of the CIP should also carefully consider other needs within the strategic plan when pledging
assets or revenues to lenders. A generous package to a lender on today’s asset may make tomorrow's asset
financing problematic or impossible. The key is to ensure that each tactical financing plan within the capital
plan works harmoniously with other elements of the plan and is flexible enough to allow for the inherently
changing nature of the CIP.

Organize the Approach

The successful capital planning process looks a great deal like the successful budgeting process. The end-
result articulates the goals and objectives of the organization to all stakeholders and relies on an accurate
and unbiased assessment of needs. It provides for an evaluation of the desired assets to distinguish between
“wants” and “needs.” It is written and shared with the district’s stakeholders.

The capital plan is revisited often and provisions for changing or amending it are straightforward. Finally, it
incorporates periodic analysis of results and achievements for management and the governing body.

Summary

A CIP need not be elaborate or weighty to be effective. Many effective capital plans consist of a single
spreadsheet and several paragraphs of supporting text. The development of the program is vital to the efficient
use of capital. It is a key ingredient in a lender’s assessment of management's effectiveness and control. It is
among the most important tools an elected official possesses to discharge the duties of office.

Readers who are interested in additional information about the development of capital plans should consider
a variety of books, and other information sources, on the topic. Some suggested examples are shown in the
attached resource listing at the back of this document.




Addendum [V:
Resources

The Government Finance Officers Association (GFOA) is a great source for more information regarding various
government financial matters, including fund balance and financial reporting. GFOA has an extensive publications
department. View a list of its full offerings at www.gfoa.org. The following publications may be useful:

1. "An Elected Official's Guide to Financial Reporting”

2. "Best Practice — Replenishing Fund Balance in the General Fund”

3. “Governmental Accounting, Auditing, and Financial Reporting”

4. "Recommended Budget Practices: A Framework for Improved State and Local Government Budgeting”

The Governmental Accounting Standards Board (GASB) has a number of user guides written by the standard
setter for use in many types of governments. These include:
1. An Analyst's Guide to Government Financial Statements—revised, updated, and significantly expanded
2. What You Should Know about the Finances of Your Government's Business-Type Activities—a
completely new guide for 2012
3. What You Should Know about Your Local Government’s Finances

In addition, in 2013, GASB is expecting to publish a guide directed at “Business-Type Activities.” Most special
districts in California are “Business-Type Activities.”
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