NAVIGATING THE FISCAL CRISIS:
TESTED STRATEGIES FOR LOCAL LEADERS
(Based on a White Paper prepared for ICMA by the Alliance for Innovation)

Local leaders can turn crisis into opportunity if the agency is well managed and takes the long view:

· Cutbacks can be proactive and focus on advancing the organization’s core mission

· Pursue organizational change or shed out-moded business practices that might seem too risky when all economic indicators are positive.

18-24 month lag between change in economic conditions and the impact on municipal revenue collections.  2010-11 will be even tougher on local government fiscal health than 2009.

How does the mortgage crisis affect local government?

· State and local governments rely on borrowing in the municipal bond market to finance all sorts of capital projects.  Market disruptions lead to a disruption in capital financing, and a substantial increase in borrowing costs.  The subprime mortgage crisis and bankruptcy filings of major lending institutions have a direct impact on the municipal market.  All major bond insurers, which previously insured close to half of all new municipal issues prior to the disruption, were downgraded  below AAA rating due to their financial  loss related to mortgage debt and lowered the overall credit quality of the municipal bond market.  The bankruptcy filing of Lehman Brothers led to a credit market freeze which had two severe consequences for the municipal bond market:
· “Flight to Quality” – investors put faith only in the federal government’s ultra safe treasury securities and demand a high risk premium on all other debt securities, including municipal debt.

· To raise capital, some large traditional institutional buyers of municipal debt, such as property and casualty insurers and hedge funds, became net sellers of municipal debt.

Both of the above have contributed to a sharp increase in the cost of credit for municipal borrowing.

Cities and Counties, except for those with the best credit ratings, probably will not be able to borrow through traditional bond issues.  Those with the best credit ratings will find traditional borrowing easier.

What Local Governments Have Done in Past Crises – “Lessons Learned” 

Charles Levine

· Management must maintain credibility, civility and consensus (3 C’s)

· Orderly retrenchment – a managed organizational response, creates the necessary flexibility to handle fiscal stress and loosen the rigidity of municipal budgets.

· Engage public in thoughtful cutback management.

Joe Cayer

· Increasing a tax has a greater impact in speeding economic recovery than cutting expenditures.

· Financial controls applied across the organization from the top, have more unintentional than intentional consequences.

· Across the board cuts do not distinguish essential from less important activities, or the impact of proportional cuts on programs of different scales.  In fact, they confuse the purpose of local government activities, and encourage politicking for budget restoration by inspiring competition among programs, their allies, and local government stakeholders.

· Hiring freezes weaken organization performance more than targeted layoffs.  Pay freezes can be implemented most easily and are perceived as fair by employees.  Reducing work hours with subsequent reduction in pay has less impact on employee morale than pay reductions.

Characteristics of Organizations that Cope Well with Fiscal Stress – Leadership, Resiliency and a Long View are Needed
Well managed organizations capable of dealing with events before, during, and after a crisis are those that are able to adapt, bounce back, and sustain essential activities with reasonably accessible revenues.

Jonathan Justice and Jeff Chapman Long-Term Adaptation Tactics Include:
· Avoid excessive commitments to fixed commitments such as debt service and unfunded post-employment liabilities, being flexible and efficient in spending choices.

· Trying to diversify revenue sources so that they are fairly stable and may be controlled locally across economic cycles.

· Engage in long-term financial planning.

· Maintain reserves adequate to deal with abrupt, temporary shocks.

· Using charges for services on and a land value tax as a benefit tax for local government capital improvements.

· Working to educate stakeholders about their jurisdiction’s financial situation and the need for fiscal planning and prudence.

Janet Denhardt and Robert Denhardt refer to resilience as a more flexible and greater ability to adapt to future challenges.  They and other researchers argue that it is the practice of everyday resilience in responding to myriad daily stresses that best equip organizations to handle catastrophic and unexpected challenges.  Organizational resilience increases as managers build the capacity to adapt.

Cross training and job sharing will equip staff to be prepared for new responsibilities that result from downsizing and reorganization (Disney model- go back where you started and go where you want to end up.)

Core services – distinguish between the “essential” and the “just good to do”.  What’s absolutely necessary.

Fiscal sustainability strategies build the capability of a government to meet consistently its financial responsibilities, in the short term by adjusting spending to revenues, and revenues to spending, and in the long term by protecting future generations’ fiscal abilities.

Positive Actions in Hard Times – opportunity can rise out of crisis

Jim Svara
Argues that organizations will use hard times as the occasion for introducing change, and these can approximate the process of innovation – but don’t fall victim to that mindset.

Innovations include approaches that are new, original, and cutting edge, and also changes adapted from other organizations with the intention of improving processes or results.  These actions are new to the organization and are a departure from previous practice, but not necessarily original.

What Conditions Encourage Innovation and Constructive Approaches to Dealing with Cutbacks?
· Advance preparation and strong organizational capacity before a cutback occurs (i.e. choosing to discontinue programs that depart from core values or achieve only marginal results presumes that core values are clearly defined and results can be measured.  This does not mean, however, that the ability to cope is predetermined and beyond the control of leaders.)

· An inventory for managers to use in taking stock of their own capabilities.

· Provide a guide to organizational building to prepare not only for the next crisis, but also for more successful organizational performance in “normal” conditions.

Local government officials must display fair and forward thinking-looking leadership that supports the policy making by elected officials and empowers and engages staff to contribute to finding solutions.

Nine Actions to Promote Constructive Change
1. cut quickly; avoid delay

2. take a long term view

3. focus on core mission, purpose and highest priorities

4. invest in innovation and continuous improvement

5. manage revenues as carefully as expenditures

6. examine and improve organizational design and processes

7. foster stewardship and cost containment

8. create a sense of inevitability, devise a workable schedule, and stick with it

9. commit to communicating with all stakeholders

Actions by Local Government Leaders for Economic Recovery – intelligent public investment can reap rewards

Justin Marlowe – according to public finance theorists, local governments can accomplish little on their own.  The actions they take, however, could exacerbate problems if they make cuts in ways that accelerate rather than counter the shrinkage of the local economy.

Leaders can mildly stimulate their local economies with several strategies:

1. Increase revenues or draw down financial reserves to maintain or increase local government expenditures.

2. Expand or accelerate local capital projects.

3. Emulate Congress (???) by reducing local tax rates to encourage spending.  **At the local level, reducing taxes has less impact on local consumer spending than maintaining programs and expenditure levels.  Evidence suggests local consumer spending doesn’t get a boost so much as savings, which enters a large pool distributed globally rather than locally.

Marlowe concludes that ironically, the best option for local governments to stimulate their local economies is to maintain current expenditure levels and expand capital improvements if local revenues, reserves, interest rates, and federal grant funds make it possible – this is not typical.

Commonly Marlowe says the state and local response to a change in economic activity tends to make downturns and upturns more extreme.  However, nearly all of the economics literature estimates that cutting expenditures hurts the local economic recovery more than raising taxes.

* A period of resource scarcity is an appropriate and opportune time for jurisdictions to share resources, and eliminate duplication.

Proactive vs Reactive Changes
Proactive- aimed to create longer term effectiveness, efficiency, and stability – The result is a positive difference for the organization compared to conditions that existed before the fiscal crisis began or that would have resulted from arbitrary actions.

Reaction – respond to events and aim to maintain the status quo until it is possible to restore the organization as it was before the crisis began.  Usually involves across the board cuts, ignoring differences in importance and priority, failure to deal with the fundamental sources of inefficiency and instability, denial of fiscal sustainability problems, and an organization-wide sense that simply weathering the storm is appropriate.
*Constructively shaping change (when declining resources make it impossible to continue business as usual.)

Conclusion:
· Make cuts in strategic, programmed ways and look for ways to improve the agency while making changes.

· Local governments better serve their residents and do more to counter the downturn by offering sound programs and services, than by reducing revenues and cutting services indiscriminately.

“Live by default or design.”

Steve Seibert
