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ocal government professionals
havelong known thatthey
operateinanincreasingly
volatile, unpredictable,

complex,and ambiguous world.

Thisisnotanew concept, but

the health and economic crisis
brought on by the COVID-19 pandemic
hasbeenanimportantreminder.
Localgovernmentsneed torespond by
making sure they're accounting for this
reality in their budgeting process and
long-term financial plans.

Long-term decisions in an
unpredictable world

Localgovernments make decisions
every day that have along-term impact
ontheir communities—and these
decisions are difficult enough, given
the challenges each community faces.
Communities deal with changesto

the size or demographic composition
of their population, changes to the

composition oflocal business, and
mandates from state legislatures,

all of which create challenges on the
revenue side of the ledger. Long-term
obligations such as debtand collective
bargaining agreements coupled

with thenew and increasing demand
for government services challenge
governments from the expense side.

Butthat’snotall. The environment
of the communityitself also changes
atafastclip.

All models are wrong,
but some are useful

Given all the changes governments
face, it's easy to see why someone
would think there'sno pointin
creating along-term financial plan,
asitwill become obsolete in the next
12 months. Creating that plan takes
alotof time and effort. What's the
point? Well, we need to remember
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whatlong-term plans and models

are for. Along-term financial plan is
notamap;it'sacompassthatallows
decision-makers to see where they are
headed and if they've strayed from the
path (asinthe government’s strategies
and plans). If the government has
strayed, along-term financial plan
won't provide directions back to the
path, butitdoes give the government
anidea of how faraway itis. So, yes,
governments need to have abaseline
long-term financial plan that shows
the organization's structural balance
and trajectory, assuming two percent
annualinflation in revenues and
expenses. But you shouldn’t stop
there—the model is only somewhat
useful at this juncture.

The shift to working remotely happened virtually overnight in 2020, causing a wide range of
potential long term effects for communities with large concentrations of commercial office space.

One way to acknowledge the
volatile, unpredictable, complex,
and ambiguous world local
governments operate inis to
create afew scenarios that
represent how a government
would respond to various
stressors. Then governments
can “stress test” their budgets for
resiliency in the face of economic
shocks and other scenarios.

Thefirststephereis
understanding whatassumptions
are embedded in a “baseline”
long-term financial plan, and
alternatively, to see whata
budgetlooks like when those
assumptions are cast aside.

Enter the budget stress test

Abudget stress test will primarily
reveal three things: the susceptibility
of certain revenue streams, the
flexibility of expenditure decisions
within the budget, and the margina
government has for enduring thisnew
reality. According torecentresearch,
the State of Utah was the first state to
perform abudget stress test.! Alocal
government of any size can undertake
asimplified version of this stress test.

Startwith your
5-yearmodel,including
baseline assumptions.
Asmentioned above,
start with the baseline 5-year model of
your operating fund. Undertaking this
exercise will help youunderstand the
organization’s history asitrelates to:

Revenue sources

Therelevant economic drivers of its
expenditure history

The major drivers of the growth
from year to year

Thelong-term commitments made
as theyrelate to debt, pensions, and
collective bargaining agreements

The structural balance of the
operating fund, absent any changes

@ Develop alternative
scenarios for the
® @ stresstest. Afteryou've
reviewed the baseline
long-term financial plan, you'll be able
toidentify the assumptions embedded
inthis document and the conditions
and circumstances required for
actualizing the plan. The onset of the
COVID-19 lockdowns in March 2020
isaninstructive case study for this
partofthe stresstest. The economic
questions for that period centered on
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thekind of recovery the U.S. economy
was going to experience as the
economy reopened. As youmay recall,
there were “V-shaped” and “U-shaped”
recoveries predicted, aswell as a host
of othersincluding the “W,” “K,” and
“swoosh-shaped” recovery. If you
were conducting a stress test on your
budget at that time, these were the
alternative scenarios to forecast. Each
one would have adifferentimplication
forrevenues and expenditures,soa
government would need to measure
theresiliency of its budget under each
scenario.

Moving to the present, we have
additional scenarios to consider.
Assumptions about population growth
or decline and economic development
patterns are embedded in your
baseline assumptions. You'llneed

tothinkabout the following types
of scenarios as you consider what
other scenarios to test:

What if economic development
patternsaccelerated or
decelerated?

What happensifthe largest
employerin your community
closes orleaves town?

What natural disastersis your
community susceptible to?
(Eventhe unlikely ones—the
country has experienced a
number of unexpectedly severe
weather events, fires, and so
oninrecentyears.)

What is your community’s
competitive advantage, and what
would happen if it went away?

EXHIBIT 1 | THE STRESS TEST IN ACTION

Budget Cuts: 2021-2025
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[ Thinkaboutrealistic

f,—Ei‘E budget adjustments.

= Next, think through

the potential budget

adjustments available to the
organization and how easily those
adjustments could be made. Thisisa
difficult exercise, butitisinstructive.
Thelargest expenses for mostlocal
governments are personnel, debt, and
capital, and each one is obviously
importantinits own way. Think
through the budget alternatives
availablein each of these areas
to determine how intractable the
situation is. Some examples of budget
alternativesinclude making use
of cashreserves, holding existing
position vacancies open for some
period of time, and deferring capital
expenditures while implementing
new service fees (addressing both
expenditures and revenue).

Once you've compiled a list of possible
budget alternatives and their impacts,
the nextstepisto categorize how easy
or difficult these alternatives would be
toaccess orimplement. Consider “ease
ofaccess” through alllenses, including
operational, political, and legal. In the
example above, holding open vacant
positions could be relatively easy to
implement, but whatimpact would it
have on operations? Certain capital
expenditures can be deferred, but
atthe expense of further decay and
therefore more expensein the future.
New revenues that would require a
referendum or change in existing law
arevery difficulttoimplement.

Wj Summarize and
reportresults. You
i have now calculated lost
~ revenueand/oradded
expenditures for your specified

scenarios, identified potential
solutions, and categorized them by
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Newark, New Jersey experienced
unprecedented flooding and power
outages after Tropical Storm Ida
unleashed record rainfall and tornadoes
throughout the Northeast. Budget
stress tests can help communities
assess their budget’s resilience in the
face of natural disasters, which have
increased in severity in recent years.

accessibility. Now it's time to find out
if your solutionsrise to the challenge.
How resilientis your budgetin the

face of potential economic impacts?
Exhibit1demonstrates the stresstestin
action.In this example, the community
hasbudget alternatives available to
them thatare easy ormoderately easy
toimplementin response to Scenario
A, butdifficult or very difficult options
areleftin more severe situations like
Scenarios Band C.

One note on political and
interpersonal sensitivities as they
relate to the stress test: Developing
the budget alternatives and
measuring theirimpact create
obvious challenges, especially

if you're tinkering with a sacred
cow. This test can be conducted in
public, asin the case of the State

of Utah, where the analysisis part
of the public budget process, or it
can be completed internally by
your organization's budget team or
finance department. The results
can be presented publicly or only
distributed within the department.
Theimportant thingistoidentify
your organization’s resilience.
Theimplementation within your
government will need to be specific
totherealities of the organization.

Abudget stress test will
primarily reveal three
things: the susceptibility of
certain revenue streams,
the flexibility of expenditure
decisions within the
budget, and the margin

a government has for
enduring this new reality.

Promoting resiliency
through the budget

The next crisis probably won'tbe
apandemic, afinancial crisis,

or adot-com bust (the proximate
causes of the last three recessions
inthe United States).In the
volatile, unpredictable, complex,
and ambiguous world environment
thatlocal governments operate
in, the next crisis probably won't
be predicted with any meaningful
amount of advance warning. The
importance of conducting a stress
testisto determine whether your
organization'sbudget is capable
of handling crises of different
magnitudes. The goalis that
when another crisis emerges, the
magnitude ofitsimpactwill be
within the parameters of your
stress test, allowing decision-
makers to effectively adapt and
risetothe challenge.

Jack Ryan-Feldman is a director at
Baker Tilly Municipal Advisors, LLC.

T Juliette Tennert, Angela J. Oh, Jonathan
Ball, and Thomas Young, “From a
Balanced Budget to Fiscal Sustainability,”
Kem C. Gardner Policy Institute at the
University of Utah, 2019.

MICHAEL M. SANTIAGO/GETTY IMAGES

60



