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ABSTRACT

How well a local government is able to provide for the needs and preferences of its
citizens generally depends on the financial resources available; and, how such resources are
allocated, distributed, and managed. Demographics, size of local government, supply and age of
infrastructure, financial position of the government, and the local economy represent a few of the
factors affecting what public goods and services citizens prefer. Internal systems of accounting
and control affect the allocation, distribution, and management of financial resources. As such,
these internal systems significantly affect the provision of public goods and services.

The research outlined in this study examined the relationship between a government’s
financial management capacity (independent variable) and its financial condition (dependent
variable), while controlling for environmental factors related to governance and demographics.
Financial condition was quantitatively measured using financial ratios calculated from a database
of over 1,600 U.S. cities compiled by the Government Finance Officers Association. Financial
management capacity and its relationship to financial condition were measured with a survey of
the chief financial officers of almost 500 of the sample cities.

This research was exploratory in nature as there is little empirical evidence with respect
to financial management capacity or its relationship to overall financial condition. In this study
certain statistically significant moderate correlations were found with respect to financial
condition and financial management capacity. However, multiple regression analysis of financial

condition and financial management capacity (controlling for governance and socio-economic
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factors), indicated no statistically significant relationship between them as conceptualized and
operationalized for this study. When controlling for certain governance and socio-economic
factors, annual limits on increases in assessed property valuations and population were found to
be statistically significant with respect to financial condition. Additionally, these control
variables increased and decreased financial condition, respectively.

A major contribution made to the literature by this study lies in its attempt to establish an
empirical relationship between financial management capacity and government performance as
measured by financial condition. Based on existing literature as reviewed by this researcher, the
testing of this relationship had not been done previously. This study defined and measured both
financial management capacity and financial condition in dimensions and indicators that can be
used in future research. Additionally, efforts were made to test the internal reliability of both
measures. The results of this research indicated there are a number of other financial
management capacity and environmental factors influencing financial condition beyond those
identified in this study. This research also provided insight regarding the extent financial
management capacity affects financial condition even though such relationships were not found
to be statistically significant. Because no statistically significant relationships between financial
condition and financial management capacity were found in this study, additional research is
necessary to further explore this relationship as well as the correlation between the various

indicators of these concepts.

v

www.manaraa.com



ACKNOWLEDGMENTS

It goes without saying that the support of my family over the last three years was crucial
to my completing the academic portion of this program and this dissertation. I would not have
maintained my focus and sanity without their support and understanding during this latest of my
professional transitions.

Special thanks go to my Committee chair, Dr. XiaoHu Wang, who was always interested
in my research and whose guidance throughout this dissertation was invaluable. I would also
like to thank the other members of my Committee; Dr. Aaron Liberman, Dr. Larry Martin, and
Dr. Ronnie Korosec; for agreeing to work with me in this process and for all of their suggestions
and support as this dissertation came together in final form. My deepest gratitude goes to the
226 government finance professionals that took the time to complete the 10 page survey that
provided data related to the independent variable in this study.

Lastly, I would like to thank my parents for always emphasizing the importance of
education and helping me and my sisters recognize our true potential and insisting we never let it

be wasted.

www.manaraa.com



TABLE OF CONTENTS

LIST OF FIGURES ...ttt ettt et ettt et e st et e eneesaeenseeneans viii
LIST OF TABLES ...ttt sttt ettt ettt sttt et st b et eaaenas ix
CHAPTER ONE. INTRODUCTION .......ctiiiiieiieieeieie ettt st ssee s enee s 1
HiStOTICAl PEISPECIIVE ...cvviiiieeiiieeiie ettt ettt ettt et e et e et eebeeesbeenseesnseenseas 1
FINancial Condition.......coueoriiiiiiieeeee ettt ettt e b e st e st ebeesaeeeeeas 4
ManageMENt CAPACILY ...c.veeruieeiieeiieeiieeiieeieeete et et et e sieeebe e aeeesbeeseeeabeenseeesbeeseesnseenseessseenseas 6
Statement and Significance of the Problem............cccoociiiiiiiiiiiiicieee e 9
Causal Process STAtEIMENL ........cc.eoiiriiiiiriiriieieeiest ettt sttt sttt et nbe e 12
ReSEarch QUESTIONS.........oiiiiiiiiie ettt e et e e ettt e e e e et e e e e eeatae e e e e easaeeeeenneeas 13
CHAPTER TWO. FRAMEWORK ....c..oooiiiiiiiiiiieeeee ettt 14
Previous LALETATUTE. ...c...iitiiiiiiiie ettt ettt ettt e s it e e bt e saeeebeesaeeens 14
Financial Condition: FrameWoOrK ............cccoeiviiiiiiiiiiiiiieie ettt 15
Financial Condition: Empirical Research ...........ccccoviviiiiiiiiiiiiie e 17
Management Capacity: FramewWork ...........ccoceeiuiiriiiiiieiiicieceeieee et 19
Management Capacity: Empirical Research..........cccccocovviviiiiiiiiiiiiceeeeeee e 20
Financial Management Capacity: Framework .............coccoevieniiiiieniienienieeeeee e 25
Financial Management Capacity: Empirical Research............ccccoooiiiniiiiiiiiiiciecieeceee 26
Environmental Factors: Empirical Research.............ccccooouieiiiiiiiiiiniiiiieceeceeeee e 31
SUINIMATY ...ttt e et e e ettt e e ettt e e e e abteeeesassaeesensbeeeeansseeeeannssaeessnnsaeeeannns 34
HYPOTRESES ...ttt ettt ettt et e st e et e s et e e bt e saeeebeesneeens 36
CHAPTER THREE. METHODOLOGY ....uvtiiiiiiiieiieniteie ettt 38
Conceptualization and OperationaliZation............coeevuerierieririenienenieneee e 38
FInancial Condition.........cooiiiiiiiiiiieie ettt 39
Financial Management Capacity.........c.coveruerienieiienienieeieeeesieete ettt et 40
Environmental FACOTS ........coouiiiiiiiiiiiieieeeee et 43
CONSIUCE VAIIAILY ..ttt sttt 44
SamMPIEs ANA SUDJECLS. .....eiiiiiiiiiiiciiece ettt et e et e e be e teesnbeeseeesseenreas 45
Measurement INSTIUMENTS.........ooiiiiiiiiiiiieee ettt e e e e e et eeeeeseesnsnrneeeeeeeesennnnes 47
Levels of Measurement, Index Creation, and StatiSTICS.......uuvviveeeeiveeeeeieeeeeeeeeeeeeeiieeeeeeeeeseeeenns 48
Levels 0f MEaSUTCMENL...........cccviiiiiieieiieciee et ete e et e et e e s te e e baeesaraeesaeeeaaaeesnsaeesaseeesnnes 48
INAEX CIEAtION.....ceutieitieiieteete ettt sttt et e st e e e et e sb et ese e s bt eteentesaeensesneans 49
SEALISTICS 1oeuuvieeetrieeetieeeeiee et e ettt e et e e et eeeteeestaeeeasaeesssaeessseeessaeessaeensbeeansseeessaeeensaeeenraeennraeas 56
Data Collection and ANALYSIS .......ceeviieriiirieeiiieeie ettt ettt et e bt e sae e e seaeesseessseeseessseens 57
Limitations in Study Design and EXECULION .........ccceviiiiiriiniiiiiiiinicieniccciceteee e 60
vi

www.manaraa.com



CHAPTER FOUR. RESULTS ...ttt s 64

Descriptive INTOrmMAatioN .........cc.ieeiiieeiiecie et e e e e e e e raeeenaeeenaeeesnseeenans 64
Correlation RESUILS ......ccceeiiiiiiiiie ettt ettt sttt e st e et e enaeenseeeene 72
UNIVATIAtE ANALYSIS..iiuiiiiiiieiiiieeiiee et e ettt e esie e et e e st e e steeessaeeessseeesseeesseessseesnsseesnseeesnseeennses 76
SCALE ANALYSIS....eiuiieiiieiieie ettt ettt ettt ettt e et et e et e e bt e e nbe e teeenbeenbeennbeenneas 77
Multiple Regression ASSUMPLIONS .......uiiecvieeeiuieeeiieeeieeesieeesreeesseeessreeessseesssseesssseessseeessseeensnes 80
Multiple Regression RESUILS ........cc.eoiiiiiiiiiiiiieie ettt en 81
Effect of Results 0n HypotheSes .......c.uiiiiiiiiiiieciece ettt 86
AddItional PrOCEAUIES. .......eovuiieiiiiiieiieciie ettt ettt ettt ettt e s be et esbeebeesnseensaesnneens 88
CHAPTER FIVE. CONCLUSIONS AND FUTURE DIRECTIONS ......ccccooiiiiieieieeeeeenee. 90
CONCIUSIONS ...ttt ettt ettt b et eat e s bttt e st e s bt e bt s st e sae e bt eabesbe e beeatesaeenbeenees 90
FULUTE DITECTIONS ...ttt ettt et e st eesbeesateenbeenaeeens 92
APPENDIX A. DETAIL REGRESSION EQUATIONS
SUPPORTING RESEARCH MODEL......ccoooiiiiiiiiieieeeeee et 94

APPENDIX B. DETAIL OF DIMENSIONS AND RELATED INDICATORS,
FINANCIAL CONDITION, FINANCIAL MANAGEMENT CAPACITY,

AND ENVIRONMENTAL FACTORS ...ttt eeaeeaeaaaaeaaaaveaavaaaasasaeaanes 100
APPENDIX C SURVEY INSTRUMENT (ADMINISTERED TO

CHIEF FINANCIAL OFFICERS) ....uviitiieiteetee ettt e 108
APPENDIX D. INSTITUTIONAL REVIEW BOARD APPROVAL........cccoeeviiiiiicieeee. 120
APPENDIX E. SUMMARY AND COMPARISON OF RESPONSE RATES.......ccooovvvvviinen 123
APPENDIX F. TABULAR DEFINITION OF VARIABLES .......coooiiiiiiiieeeee e 125
LIST OF REFERENCES ..ottt ettt eaeeeeaeeas 142

vii

www.manaraa.com



LIST OF FIGURES

Figure 1: Creation of Financial Condition INdeX...........ccccveriieiiiiniieiieiiieiecie et 52
Figure 2: Creation of Financial Management Capacity IndeX...........ccoeceevieiienienenienieceie e, 56
viii

www.manharaa.com




LIST OF TABLES

Table 1: Descriptive Statistics of Study Variables ...........ccccoeoiieviiriiiiieiiieieeeee e 66
Table 2: Descriptive Statistics of Control Variables...........cccccveeiiiieiiiinie et 68
Table 3: Crosstab Matrix of Financial Condition and

Financial Management Capacity-Sample ...........ccccuieeiiieeiiieniieeeieeecieeesreeesveeeseaeesaeeesveeees 70
Table 4: Correlation Matrix of Financial Management Capacity (Independent Variables )........ 74
Table 5: Correlation Matrix of Financial Condition - Sample (Dependent Variables) ................ 75
Table 6: Correlation Matrix of Financial Condition - Population (Dependent Variables ).......... 76
Table 7: Regression Analysis of Model Fit (Dependent Variable: Financial Condition)............. 82
Table 8: Comparison of Observations to National Demographics...........ccceceeevieriienienieenneenne. 124
Table 9: Definition of Variables ...........ooouiiiiiiiiiii e 126

X

www.manharaa.com




CHAPTER ONE

INTRODUCTION

Historical Perspective

Interested citizens, politicians, and government employees have voiced demands to
reform government operations and services since the glory days of the American political
machines (Judd & Swanstrom, 2002). Writing in 1916, then President of Johns Hopkins
University, Dr. Frank J. Goodnow urged government organizations to adopt business methods in
the area of government finance. He posited that such business methods applied to a government
organization would result in efficient delivery of public services with the least amount of cost
(Goodnow, 1916). In response to this and other criticisms concerning increased expenditures and
a lack of financial controls, accounting and financial reporting was improved and public officials
improved their management practices (Rubin, 1993).

At the end of World War I, Willoughby urged the federal government to conduct
business the same as other business enterprises. He contended budget reforms, including a
budget system and a statement of financial condition, were necessary to efficiently address the
post-war needs and changes (Willoughby, 1918). Many of the reforms in the early 20" century,
such as scientific management, attempted to improve government performance by addressing
issues of efficiency, effectiveness, and/or economy (Ingraham, Joyce, & Donahue, 2003; Kelly,

2003; Shafritz & Russell, 2003; Waldo, 1948).
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Significant restructuring of the executive branch of the federal government in 1938
resulted from the recommendations of the President’s Committee on Administrative
Management (the Brownlow Committee) (Kelly, 2003; Shafritz & Russell, 2003). Gullick’s
seven major functions of management in the public sector, “POSDCORB” (i.e. planning,
organizing, staffing, direction, coordinating, reporting, and budgeting), developed in 1937 were
considered state of the art for organization theory (Shafritz & Russell, 2003). During this time,
support for a professional city manager increased and the Model City Charter was endorsed by
the International City/County Management Association (ICMA) (Svara, 2001). The two Hoover
Commissions in the late 1940s and mid 1950s reduced a number of federal agencies and
eliminated numerous non-essential services (Shafritz & Russell, 2003). During this time, known
as the positive government era, many of the precepts of modern public administration were
developed (Box, Marshall, Reed, & Reed, 2001; Frederickson, 1996).

Events and circumstances in the U.S. during the turbulent 1960s led Waldo to convene
the first Minnowbrook Conference in 1968. The young scholars (under 35 years old) invited to
this conference were very aware the failings of American democracy necessitated a radical new
way of managing the public sector. As such they advocated professional public service with the
dual focus of efficiency and social equity. Their ideas and theories espoused at the conference
laid the foundation for the new public administration era (Carroll & Frederickson, 2001;
Frederickson, 1989; Ingraham & Rosenbloom, 1989).

President Reagan’s 1982 President’s Private Sector Survey on Cost Control (the Grace
Commission) recommended many private sector innovations and practices for adoption by the
federal government. It was President Reagan’s fiscal policies and not his Grace Commission that

most reformed government operations at the federal, state, and local levels. A staunch believer in
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states rights and less government, President Reagan redefined domestic priorities by eliminating
numerous federal programs and through massive reductions in federal aid to states and local
governments (Kelly, 2003; Shafritz & Russell, 2003).

Decreased federal funding in the 1980s forced state and local governments to reduce
services, raise taxes and fees, or look for more efficient methods of service delivery (Shafritz &
Russell, 2003). Many governments found it necessary to empower their employees and citizens
to make their own choices. This period of empowerment, creativity, and non-traditional solutions
to traditional public administration issues became the reinventing government period
(Frederickson, 1996).

During this time, techniques such as budgeting for outcomes were developed to
accommodate the delegation of decision making to lower levels and to increase accountability
among public organizations (Martin, 1997). The concept of performance measurement also came
to the forefront of public administration as a method to systematically assess the quality of public
services (Hatry, 1980; Wang, 2000). In an effort to link resource allocation decisions with
performance and outcomes, alternative budgeting techniques and formats such as program, zero-
based, target-based, outcome-oriented, and performance budgeting were adopted by a number of
governments (Rubin, 1992; Wang, 1999). Decentralization of functions and moving from rules
to guiding principles occurred in such areas as purchasing, budgeting, and personnel; and various
public services were contracted to private enterprise (Bartle & Korosec, 1996, 2003; Gianakis &
Wang, 2000; Savas, 1993, 2002).

Some of the more successful and/or creative techniques utilized by state and local
governments to meet these funding challenges were the basis for the Osborne and Gaebler (1992)
bestselling book Reinventing Government (Kelly, 2003; Osborne & Gaebler, 1992; Shafritz &

3
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Russell, 2003). In the spirit of reinventing the federal government, in an effort to reduce the
federal government and its record deficits, President Bill Clinton authorized Vice President Al
Gore to lead the National Performance Review (NPR). Unlike previous attempts to reform or
reinvent government, the NPR and Osborne and Gaebler’s Reinventing Government inspired
governments at all levels to fundamentally change the way they operated (Box et al., 2001;
Kelly, 2003; Martin, 1997; Shafritz & Russell, 2003; Thompson & Ingraham, 1996).

After more than a decade of reinventing government, local governments and particularly
cities, now seek even more accountability for performance to their stakeholders. In some cases
this is achieved through strategic and long-term initiatives to improve operating performance.
Other governments seek to improve operating performance by managing for the desired results
or through other performance-centered reforms (Coe, 1999; Ingraham et al., 2003; Moynihan &
Ingraham, 2003). For the most part, the common thread among all government organizations,

management, has been largely ignored in efforts to restructure and reorganize (Ingraham et al.,

2003).

Financial Condition

Financial condition has been characterized in a number of ways ranging from the specific
to the general (Douglas & Gaddie, 2002; Groves & Valente, 1994; Jones, 1979; Levine, 1978,
1980; Pagano, 1993, 2002b; Pagano & Hoene, 2002; Stanley, 1980; Wolkoff, 1987). Inherent in
financial condition is a government’s financial position as well as its ability to adequately
provide services and to meet obligations not only today but in the future (GASB, 1987). As such,

local government officials should adopt financial condition policies that support
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intergenerational social equity and at a minimum should have a neutral effect on future
generations (Frederickson, 1994).

How well a local government is able to provide for the needs and preferences of its
citizens generally depends on the financial resources available; and how such resources are
allocated, distributed, and managed (Musgrave & Musgrave, 1980). In the allocation and
distribution of public resources, economic efficiency requires that local preferences for public
goods and services match the fiscal decisions of elected officials. Demographics, size of local
government, supply and age of infrastructure, financial position of the government, and the local
economy are only a few of the factors affecting what public goods and services citizens prefer
(Aaronson & Schwartz, 1996; Dougherty, Klase, & Song, 2000).

In times of economic growth, financial condition improves typically due to higher
property values, increased wages, and increased consumer spending. These conditions often
generate additional revenues for governments thereby potentially eliminating the need to
increase taxes as a way to increase revenues. The additional revenues allow elected officials and
public administrators to fund new programs and services or to augment funding of existing
programs and services (Levine, 1978, 1980; Mikesell, 1995).

Conversely, in periods of slow or no growth, financial condition deteriorates and such
decline is often exacerbated when elected officials, public administrators, and citizens refuse to
decrease services or reduce capital spending (Levine, 1978, 1980). Believing most economic
downturns to be short-term, local governments typically solve budgetary crises by raising taxes
and fees, employee layoffs and hiring freezes, and/or eliminating or delaying capital purchases

(Stanley, 1980). These destructive budget strategies negatively impact a government’s financial
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condition in both the long and short term and lead to financial collapse if not reversed (Niskanen,
1994).

A number of states have instituted measures or enacted laws designed to assess fiscal
conditions at the state and/or local government level (Florida, 2003; Kleine, Kloha, & Weissert,
2003; Mercer & Gilbert, 1996; Nottley, 1995; Petro, 1998; Smith, 1998; Wolff & Hughes, 1998).
Procedures used are either specified in the enabling legislation (Kleine et al., 2003; Petro, 1998;
Smith, 1998) or left to the discretion of the local government (Florida, 2003). In those states
where the procedures are specified, financial condition is assessed primarily using some
combination of financial and demographic indicators and ratios at a point in time or over a
number of years (Kleine et al., 2003; Nottley, 1995; Mercer & Gilbert, 1996; Petro, 1998; Smith,
1998; Wolff & Hughes, 1998). While some consistencies exist within either the broad areas of
concern or the individual indicators, there is no general uniformity among the systems currently

in use to assess financial condition.

Management Capacity

As a dynamic and normative science, management looks to make human systems more
valuable to society by examining how individuals within the system work together to achieve
organizational goals and objectives (Gullick, 1965). Without effective management, government
organizations will never reach their optimum level of overall effectiveness. The management
capacity of any government is represented by its skill in positioning, developing, guiding, and
monitoring all of its various systems. Such systems are represented by the human, financial,
physical, and information resources of a government. Total management capacity in

governmental organizations is dependent on its (1) management systems, (2) vertical and

6
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horizontal integration within those systems, (3) leadership, and (3) managing for results
(Ingraham et al., 2003). Management capacity is a crucial link between government resources
and public services but is most often deontological (rules or process based) rather than
teleological (end justifies the means) in nature. It is a governmental organization’s management
that is responsible for balancing citizen demands and limited resources to maximize service
delivery (Ingraham & Donahue, 2000; Ingraham et al., 2003; Martin, 1997).

However, a number of environmental factors outside the control of public managers such
as socio-economic conditions, government mandates, demographics, and governance structure
also affect government performance (Ingraham & Donahue, 2000; Ingraham et al., 2003; Martin,
1997). Therefore it follows that, controlling for environmental factors, the greater an
organization’s management capacity, the greater level of performance by the organization
(Ingraham & Donahue, 2000; Ingraham et al., 2003).

In governmental organizations, financial management capacity is a subsystem of
management capacity. As such, this system is charged with effectively distributing and managing
the financial and economic resources of the government. A number of policies, procedures, and
controls typically exist in any governmental organization to protect its financial and economic
resources and to assure they are used for public purposes. These strategies may or may not be
integrated with a government’s human, information, and/or capital systems or in alignment with
other management strategies (Honadle, Costa, & Cigler, 2004; Ingraham et al., 2003). In the case
of a government’s financial management capacity, financial condition is the paramount indicator
of government performance as deemed by this researcher.

Understanding how management capacity relates to results is the first step in improving

performance and accountability in government organizations. Effective management systems

7
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support managers while allowing them autonomy and holding them responsible for results.
Fundamental to effective management systems are human resources, information technology,
capital, and financial resources. Leadership, results management, and institutional integration are
also important to effective management capacity development systems. It is necessary to define
appropriate criteria within each of these management capacity subsystems in order to determine
the management capacity of an organization and its effect on overall organizational performance
(Ingraham et al., 2003; Moynihan & Ingraham, 2003).

One of the goals of this research was to develop definitions of financial condition and
financial management capacity, measure these two concepts, and then test the relationship
between them (see Table 9 in Appendix F). To date, no research has attempted to simultaneously
define, measure, and test these two concepts. Therefore, one of the results of the tests performed
was corroboration of the definitions and measures of financial condition and financial
management capacity as defined in this study. This researcher used a multiple regression model
to examine the relationship between financial condition (government performance) and financial
management capacity in U.S. cities by drawing on management capacity theory. The model
utilized a number of governance and socio-economic indicators as control variables. Relying on
personal experience and the findings of others (Barrett & Greene, 2000; Dougherty et al., 2000;
Fitch, 2003; Gargan, 1987; Ingraham et al., 2003), financial management capacity was seen by
this researcher as crucial to financial condition (i.e. financial performance) in a municipal

government.
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Statement and Significance of the Problem

Competent management at all levels of a government organization is necessary in order
to provide adequate levels of services without overspending available financial resources
(Finkler, 2001). The objective of a government’s system of financial management capacity is to
ensure and maintain sound financial condition without negatively affecting service levels and/or
quality. For any government the challenge is identifying those components of an ideal financial
management system that can be effective in their specific circumstances. Financial management
capacity should include strategies that enable a government to maintain services during times of
economic stress (GASB, 1987; Groves & Valente, 1994; Nollenberger, 2003). Giving priority to
the efficient and economical use of human and financial resources enhances the effectiveness of
any financial management capacity system (Ingraham & Donahue, 2000).

Financial management is sometimes considered in terms of a set of standards relating in
large part to administering the assets of an organization the efficacy of which is reflected in the
net operations of the organization (Rotarius & Liberman, 2001). Typically financial management
capacity includes policies and procedures related to procurement, accounting, cash and
investment management, debt management, and budgetary execution and control (Fitch, 2003;
Ingraham & Donahue, 2000; Ingraham et al., 2003). Proper implementation and monitoring of
these and other policies and procedures effectively safeguards a government’s assets and
culminates in financial condition. To this end, a government’s financial management capacity
allows it to maintain its financial condition during times of fiscal strain as well as economic
prosperity (GASB, 1987; Groves & Valente, 1994; Nollenberger, 2003).

Various budget reforms in the last century have led citizens to believe government should
be not only accountable but responsive both financially and politically (Kelly, 2003). Unlike

9
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budgeting principles in place in the early 1900s where administrative control was emphasized, a
major objective of financial management at the local government level today is providing
financial information to elected and appointed officials for use in resource allocation decisions
(Cleveland, 1907; Gargan, 1987). Financial data should be reliable and relevant to ensure elected
and appointed officials make better-educated decisions (Berne, 1992; Bowsher, 1996; GASB,
1987; Willoughby, 1918). Likewise, information should be maintained to monitor an
organization’s progress toward its mission and goals. In this manner, external and internal
stakeholders can assure themselves resources are being used with discretion and for intended
purposes (Page, 2004).

In spite of reliable and relevant financial data, elected officials focus more on short term
service delivery concerns (Svara, 1999) than long term financial health. They often decide to
provide municipal services at existing or desired levels by using excess current revenues or
accumulated cash reserves in lieu of increasing taxes or fees for services. Such decisions are
made not only in times of fiscal stress or declining economic conditions but even in times of
relative economic stability or growth (Aaronson & Schwartz, 1996; Groves & Valente, 1994;
Higgins, 1984; Levine, 1978, 1980; Musgrave & Musgrave, 1980; Pagano, 1993; Stanley, 1980).
Continued use of excess current revenues or accumulated cash reserves as a budget balancing
technique depletes a local government’s available reserves and seriously weakens its financial
condition (Groves & Valente, 1994; Higgins, 1984; Honadle et al., 2004; Levine, 1978, 1980;
Mikesell, 1995; Pagano, 1993).

Until the fiscal crises of such cities as New York, New York; Bridgeport, Connecticut;
Chelsea, Massachusetts; and Cleveland, Ohio it was inconceivable that a U.S. city could be

bankrupt or insolvent. These cities, as elsewhere in the U.S. at the time, assumed economic

10
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prosperity would be continuous and economic growth unlimited (Brecher & Horton, 1985; Jones,
1979; Lipsky, 1997; Pagano, 1993, 2001, 2002a). The fiscal crisis in New York City in the mid-
1970s emphasized the significant impact of a government’s accounting and reporting practices
upon its financial condition. A review of the New York City financial crisis by the Securities and
Exchange Commission concluded the financial condition of New York City masked its unsound
accounting and reporting procedures as well as the inadequacy of its internal accounting control
system (Berne, 1992; Soybel, 1992). Specifically, the use of cash accounting, poor management
decisions, overspending, and deficient accounting records were major factors leading to the
financial crisis in New York City (Fitch, 2003; Soybel, 1992).

Prompted by these near and other actual defaults of municipal debt, credit rating agency,
Fitch IBAC (Fitch), revised its rating criteria in the late 1990s. Based on this review, Fitch
concluded management practices were more predictive of favorable credit performance than
previously thought. A number of best practices were identified by Fitch analysts as making a
difference of up to three rating notches if incorporated by issuers of municipal debt. The most

notable of these best practices are as follows:

1. Fund balance reserve policy/working capital reserves;
2. Multi-year financial forecasting;
3. Monthly/quarterly financial reporting and monitoring;
4. Contingency planning policies;
5. Policies regarding non-recurring revenues;
6. Debt affordability reviews and policies;
7. Superior debt disclosure practices;
8. Pay-as-you-go capital funding policies;
11
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9. Rapid debt retirement policies;
10.  Five-year capital improvement plan integrating operating costs for new
facilities;

11.  Financial reporting and budgeting awards (Fitch, 2003).

Causal Process Statement

A strong financial management capacity system is the integral link between a
government’s economic resources and its financial condition. Financial management capacity
includes a number of policies, procedures, practices, and strategies as well as competent and
professional financial leadership. The 