“Getting our Heads out of the Sand”
Scott F. Dadson, City Manager
City of Beaufort, SC
072009

The capital structure of local government is going in one direction: south. The recent
negative growth trajectory following an unprecedented rise in revenue streams, caused by
growth in housing and consumption, has created a far reaching, downward trending effect
on the receipts of local and state governments.

For the past ten years, local governments have watched state legislatures cap property
tax, levy limits, limit assessed values and invoke other growth restrictions. The result is a
changed balance of a locality’s capital structures from dependable streams of income to
economically sensitive revenue streams. The weak property tax revenue coupled with
slowed or stalled growth of economically sensitive taxes and fees, such as business
licenses, hospitality taxes, sales taxes, and permits, has reached the point where we are in
a perfect storm of fiscal shortfalls. The extent of the duration of this downturn in the
business cycle has the makings of a long and deep trough.

While local leaders discuss lack of revenues from the State, these same leaders rarely
focus on what they do control: costs. We are not taking the cost structure, or expense and
liability side, of our financials seriously enough. And until we do, no one will—or
should—take us seriously. The only way out of this fiscal meltdown is not, as suggested
in the movie “Jaws,” to get a bigger boat. Rather, the way out it is to recognize that our
capital structure (revenues) is out of balance and in need of overhaul and that our
response must be the prioritization of the cost of public services. Those services need full
examination and response.

Any other response, such as recommendations to increase partnerships, decrease capital,
eliminate travel, focus on strategic plans, institute furloughs, enact pay reductions, and
the similar recommendations we’ve heard or read from other local leaders are, at best,
short term fixes or, at worst, simply forestalling the inevitable. Short term fixes mask the
real problems and the real solutions.

These solutions may work in a very limited sense, make us feel as if we are in this
together, but, they ignore the extent and depth of this current crisis.

Local government cannot deficit spend (the effect of balanced budget rules), nor can they
issue debt to maintain revenue flows, nor do they have options in raising revenues. What
we do have, instead, is an opportunity to turn the crisis into opportunity. “Local leaders
can use hard times to pursue organizational change or shed outmoded business
practices.” As Rahm Emmanuel said, “Don’t waste a good crisis.” Let’s not.
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In listening to local leaders try to problem-solve their way out of our current crisis, |
listened for, but didn’t hear, any discussion regarding the need to look at our services and
ask ourselves the tough questions such as “do we need to do this service?” “If we do,
does it need to cost what it does?” “What happens if we deliver the service differently?”
“What happens if we eliminate it altogether?”

It is time for a “true-ing up” and prioritization of our public services that will garnish the
attention we need from the electorate and our legislators in the Statehouse. It is time to
improve government, now.

Our current problems, as cities and states, began before the current economic crisis. The
“growth at all costs” outlook has now served us an unpleasant surprise on this side of the
business cycle. Ken Miller’s book entitled “We don’t make widgets” puts our past and
current situation as local governments in perspective: “Government is a bunch of
hardworking people, trapped in dysfunctional systems, who produce invisible things for
people who do not want them, on behalf of others who do, for reasons we rarely articulate
and can hardly measure. The key to improving government is to improve its factories (its
systems)” > We have, during this downturn in the business cycle, an opportunity to
prioritize and shift resources where they do the most good.

What we shouldn’t be doing:

We shouldn’t rely short-run actions such as furloughs, pay cuts, capital and o/m hold
outs. These are short-term. We may have to use them, but they won’t fix the fundamental
problem.

We shouldn’t run to the State or Federal government for assistance. Though one could
argue that their policies and laws helped get us in the current chaotic state, the truth is
that local government is going to have to lead the way to show how good government can
happen.

We shouldn’t rely on Strategic Planning in its most mis-used sense to “plan us out of the
problem.”Simply put, planning doesn’t work well “with unstable, unpredictable situations
or quantum change in the organization.”®

If short-run solutions and strategic planning are the local leaders “go to” position, then,
like the stimulus package, we will get a time inconsistency problem that will have little
impact and cost much.

2 «“\We don’t Make Widgets; Overcoming the Myths that keep government from radically improving,” Ken
Miller, 2006, Governing Books
¥ “The pitfalls of Strategic Planning,” Henry Mintzberg, California Management Review; Fall 1993; 36,1



What we should be doing:

Utilize Strategic Perspective. The strategic perspective for cities is to see the systems and
radically improve. The strategic perspective focuses on two objectives: 1) to remain
credit-worthy and profitable; and, 2) to identify the widgets and systems and improve
same for our customers (users of the widget) for the benefit of our investors (taxpayers).
Strategic perspective and learning on these two (2) objectives is required to deal with
what Moody’s US Public Finance calls “significant credit quality deterioration.” More
specifically, “those localities that have gone into this cycle with narrow financial
reserves, limited revenue raising flexibility, structurally imbalanced budgets,
economically volatile revenue streams, and/or weak management”* face an uncertain
future.

So, what are the strategic perspective and their tactical objectives? With regard to
protecting credit quality of our cities, management must:

1. Protect the cash. “The most straight-forward and yet the most overlooked

objective for achieving fiscal health is establishing an appropriate level of

reserves and then monitoring those reserves to ensure they are maintained.

Lower our cost structures beyond one fiscal year into a three (3) year program

3. Be transparent with our financials so that our investors (taxpayers) and
creditors know the score

4. Use this downturn to fix our work systems

5. Establish alignment between ongoing sources and ongoing issues®

6. Create investment strategies for the upturn in the business cycle

»5

N

Our management teams and elected leaders need to ask themselves and their staff’s “five
(5) important questions” in the strategic learning process:

What results are we trying to achieve?

How would we know if we were achieving them?

What Strategies are we using to achieve the results?

Avre these strategies working?

What do we need to do differently to achieve our results?’

arONE

Of Silos, Fiefdoms, and Neighbors:

* “Impact of the Credit Crisis and Recession on Local Governments,” Moody’s U.S. Public Finance,
Special Comment, December 2008

® “Leading the way to fiscal health,” Jon Johnson and Chris Fabian, Government Finance Review,
December 2008

¢ «L_eading the way to fiscal health,” Jon Johnson and Chris Fabian, Government Finance Review,
December 2008
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In order to achieve this strategic perspective, management and elected leaders need to tie
their efforts together, communicate on them, and be vigilant over them. More
importantly, do not as managers and elected leaders be lured into doing what has always
been done. Stop for a moment; listen for those who are not assisting in finding the way
forward. You’ll hear them.

They are, usually department heads or managers, who would rather see efforts for change
fail. They would rather protect the status quo. They fear change as a loss of turf. They are
used to using crises as opportunity to gain ground to benefit their own silo or fiefdom.
The influence of the few (we all have them, in every city, large and small) should not
deflect us from what is right. These groups keep us from dealing with the issues at hand.
You may find, as other leaders have found, that in times of change, organizations cannot
afford to retain those whose work is targeted at weakening the overall organization. A
decision to terminate these individuals, after working diligently and failing to educate
them, is painful; however, one must protect the organization’s viability from those
individuals who concern themselves only with their individual or department’s success at
the expense of the whole. Termination is hard—you often run into former employees and
managers at the grocery store; however, failure to make these tough decisions dilutes
actions designed to strengthen the organization.

Back to the Big Questions:

Do we need to do this service?

How do we know?

How are the results measured?

What does it cost?

Are there alternative ways to deliver the service?

What would happen if the service disappeared?

If you did “it” differently, could you reduce the cost and improve the service?

I’m reminded of a sign in a local print shop. Three words appeared in alphabetical order:
“Cheap,” “Fast,” “Quality.” The remaining print directs the customer to choose any two.
But, those currently succeeding in business looked at the three words differently and
rephrased the option to: “how can an organization achieve “cheap, fast, and quality.”
Think amazon.com.

How we’re working Through the Questions, the Beaufort Perspective:

The City of Beaufort began the process of “getting its financial house in order” after
reviewing its 2006 Audit process. After cleaning up our chart of accounts, we created a
very clean set of books that we could manage from. This allowed us to fine tune the
budget process and lower our overall operating costs by 10%. More importantly
however, we created 5 year financial policies, Fund Balance Reserve and other cash
management policies.



During the summer of the 2008 Fuel Crisis, the executive staff for the City began a
process of prioritizing our services in order to save money on energy. Energy savings
were a good excuse to drill down on costs throughout the whole of the organization as to
how they matched inflows with outflows.® The report at that time began the process of
asking about the necessity of what we do and how we do what we do, as well as, what we
can do without. “While this is a request for a report on fuel usage, it is really a report on
the types of (and the way in which) public services are provided and their prioritization.
While much has been done and will continue to be done to put the City’s financial house
in order, our costs controlled, and our financial planning managed, the heart of the issue
of dealing with the current cost of fuel is a shift in our way in which we deliver essential
governmental services.”® This started the process of understanding our costs and
prioritization of our service levels.

Albeit far from a perfect process, the City of Beaufort has been attempting to engage in a
strategic perspective and learning process. The addition of an excellent senior staff
(made up of the CFO, HR Director and City Comptroller) allowed us to hone in on this
learning process with department heads and outside agencies to lower our cost structure
and thus keep the City credit-worthy and profitable. At the beginning of the FY 10
Budget Process, City Council began the process of prioritizing public services and asking
the “Five Questions.”

The Cost Structure of the City of Beaufort is similar to most Cities in South Carolina and
Certainly within our region. It is heavily people and benefit oriented, and longevity
driven. While individually this may not appear to be very costly (some folks make very
little for their very hard work), in the aggregate it is very costly. During our review of
energy usage this past summer, the price shock did not last long enough for the behaviors
of our organizations to change.

This all changed in September 2008, when we were given a new, different reality in the
economy when the Worlds’ Financial markets collapsed. This collage and the continued
fallout affect on our economy, provides us all the opportunity to look at our service
delivery priorities and the cost structures of our organizations.

After the first quarter, Management took actions including hiring freezes, capital
expenditure freezes, and line by line reviews to find redundancies and eliminate some
waste. While this worked, we recognized the need to go further. Management asked
departmental managers to review their service delivery priorities and find an additional
5% in cost savings. Further, these savings needed to be in people and needed to be tied to
the essentiality of providing their primary services. Management developed a dashboard
to articulate the priorities and to measure the results (www.cityofbeaufort.org/finance).

8 “Energy Crisis is not really a crisis. It is the new paradigm shift in the delivery of essential governmental

services.” Directive to Staff, Scott Dadson, City Manager, City of Beaufort, June 13, 2008
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The City of Beaufort has a Capital Structure where the non-residential property owner,
business license payer, and visitor pay the freight of public services. Because of this
structure, we applied fixed cost against economically sensitive revenues such as business
income, A-Taxes and Hospitality taxes. Also, because of caps on property taxes, when
these other revenue streams trend downward, local governments have very little in the
way of options regarding their Capital Structure except to look at their own service
delivery priorities. This is not necessarily a bad thing.
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Figure 3. 2008 Revenue Mix compared to region mix

By the end of the second quarter, we had begun to see the need to look at planning and
inspections department. There was simply no business walking in the door. Through
attrition and layoffs we lowered the cost structure moving forward. Secondly,
Management froze, for the balance of the current fiscal year all current and any new
position openings. Management also “encumbered” spending line items to ensure
control on spending for necessary expenditures only, which resulted in @$500,000 in real
savings.

At the beginning of the third quarter, we announced that we would further efforts to
reduce staff and increase outsourcing as well as creating other partnerships to reduce cost
and redundancies. The City offered a retirement buyout program to qualifying
employees as a way to lower cost while still keeping some flexibility in filling needs at a
later time. The end of the third quarter discussions were around what moves would need
to be done in the fourth quarter, which might result in further staff reductions as well as
non-essential service elimination in the current fiscal year to keep our budget afloat, our
cash position protected and essential services funded. The Management team also
concentrated on controlling risk-exposures in Workers Comp for an additional $120,000
in savings.
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As we move forward:

City Council met in March to discuss prioritization of service delivery to include some
service elimination. The strategic intent of this retreat was to identify our service
prioritization. The Drivers for City Council, focused on Creditworthiness, Profitability,
Stewardship, and Quality of Living. While it is easy to get our head around Stewardship
and Quiality of living, it is not so easy to understand Creditworthiness and Profitability.

Creditworthiness, or the viability of the organization, can best be framed by what causes
its quality deterioration. A local government’s creditworthiness can deteriorate because
of narrow financial reserves; limited revenue raising flexibility; structurally imbalanced
budgets; economically volatile revenue streams; and, weak management.* In the City of
Beaufort, we maintain a 41% Fund Balance and have a strong management.** The
adoption of policies for fund balance, account management, and a strong financial
management team has focused City Council on their cash flows and other budget
administration issues. The City Council regularly amends the budget to current
conditions, creating an actual budget that eliminates some variances. ltems out of City’s
Council control are those issues related to their inability to raise revenues (either because
of state imposed caps and the City is at the maximum it can tax in business licenses) and
economically volatile revenue streams such as Accommaodations and Hospitality Taxes.

Profitability is a foreign and somewhat misunderstood concept in government. “To say
we’re not here to achieve a profit is akin to saying we’re not here to achieve results...
Profits (our outcomes) are the reason we exist- period. When we are not focused on
results, we get bogged down with how we do things (our policies, procedures, and
processes) and forget to ask why we are doing them in the first place.”** For us in local
government results or more specifically, desired results are the profit. Profitability
therefore is a built-in incentive to improve. The Beaufort City Comptroller puts this in
perspective when he states that “without a profit there is no mission.” For local
government therefore, this built-in incentive to improve is under girded by a mission for
results.

Mr. Millers take on this, in this current economic climate however, falls short on
understanding how ones creditworthiness plays into it. Peter Drucker helps us to
understand profit and its role in our mission when he explains that “profit is not the
explanation, cause, or rationale of business behavior and business decisions, but rather a
test of their validity.”** But more to the point, Drucker calls profit “the cost of the
future.” When we understand that profit in the public sector is more about desired
results, and just stop there, we fall short. When we think of profit as the cost of the

10 “|mpact of the Credit Crisis and Recession on Local Governments,” Moody’s U.S. Public Finance,
Special Comment, December 2008

1 «“Management Discussion and Analysis; Comprehensive Annual Financial Report,” June 30, 2008, City
of Beaufort

12 «“\We don’t Make Widgets; Overcoming the Myths that keep government from radically improving,” Ken
Miller, 2006, Governing Books

3 «“The Essential Drucker,” Peter F. Drucker, Collins Business Essentials, 2001, p.18



future, we can take profit and considers its implications with creditworthiness. (For more
on the issue of profitability, please see Appendix A to this report)

To help the City Council focus on their public service priorities, we helped them to focus
on what it means to be Creditworthy and Profitable. In order to do this within a narrowly
defined area of *“core and investment services”, we prepared a series of Decision
Standards (Appendix B). City Council honed in on Public Safety to include police, fire,
codes, and streetlights; those things that give us a distinctiveness such as our parks, arts
and culture, our environment; and Public Services such as sanitation, development
services, streets; as their top priorities.

Council had been working on issues of cost and revenues for over a year. In addition,
they were engaged in the comprehensive planning process for the City as well as more
regional approach to planning in the Northern Area Plan'*, City Council was able to
move forward on several projects and studies focused on their priorities. With regards to
Cost Structure, Council engaged in an ICMA (International City Managers Association)
study on Police/Fire/EMS services; Outsourcing Residential Solid Waste and Mowing
Services; and an City Operations plan (FY 2010 Budget) that leans forward into the
headwinds that are 25% less than the previous year’s budget.

7/18/2009
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Figure 6. Five Year Outlook for the City of Beaufort

Y http://www.bcgov.net/Planning/documents/NorthernBeaufortCountyPlan6-28-07.pdf



In reviewing our Capital Structure, the City Council is focusing on how to engage those
opportunities for investment in our future. Outcomes of their spring retreat are an effort
to review the components of our business license program to see where we can
incentivize and grow, where we can better regulate, where can best deregulate, and as
such encourage investment. We have asked our redevelopment and housing
organizations to find ways to improve housing conditions, business conditions, and where
they can work better together within a “...a coherent and supportive physical framework”
(CNU, Charter) of the public good.

2008 BUSINESS LICENSE REVENUES-BUSINESS TYPE

RETAILSAL T

FOODSERV

City of Beaufort Finance Department  7/18/2009

Figure 7. Breakdown of Business Categories as they relate to Business Liscence Tax. Source City of
Beaufort

While this exercise has been far from perfect, it has been necessary to lower our costs in
the short run and start the strategic learning process that Ken Miller so eloquently states
as the need in government to be less outcome measurement and more outcome thinking
oriented, less strategic planning oriented and more strategic thinking oriented.*® When
profit (our outcomes) becomes our mission, management can work to improve the
systems of work and City Council can then shift resources where they do the most good.
Both groups can accomplish this because of the incentive of results and questioning why
we do what we do.

Our ability to show fiscal restraint, service prioritization, and understanding of our cost
structure, is imperative in showing our citizens and our legislature that we are indeed

15 “We don’t Make Widgets; Overcoming the Myths that keep government from radically improving,” Ken
Miller, 2006, Governing Books



competent enough to control our own revenues. The baby sitting that our legislature
provides for us (much to the chagrin of what is supposed to be a home rule state), while
short sighted and immature, can only be challenged by our understanding of cost. We
need to work hard to have a strategic perspective, to remain credit-worthy and profitable;
and, to identify the widgets and systems and improve same for our customers (users of
the widget) for the benefit of our investors (taxpayers), which together make up our
cities.

Scott Dadson, City Manager
City of Beaufort, SC

Credits: The charts found in this presentation were made by Mack Cook, Finance
Director for the City of Beaufort. Many thanks to him, his amazing quarterly reports, as
well as Shirley Hughes, Assistant City Manager and CFO and to Dr. Kim Foxworth,
Director of Human Resources for the City for helping to make the strategy of
creditworthiness and profitability a possibility for the City.

Disclaimer: This paper represents the views of its writer only. It does not intend to
represent the views of the City of Beaufort, its employees, elected officials, officials, or
citizens.



Appendix A.

Net Present VValue in Local Government.
Scott Dadson, 2009

In finance, there is the process of making decisions today based upon the futurity of cash
flows (inflows and outflows) called the net present value (NPV). The net present value
compares the value of a dollar today to the value of the same value of dollar in the future,
taking inflation and returns into account. More importantly, it considers the cost of the
future on decisions we make today. It is with this linkage, that we need to better define
our definition of profitability especially as it relates to creditworthiness. Cost is inherent
in both risk and in un-risky situations.

I am using the following definition of profit:
Profit = desired results = the net present value of a decision (cost of the future)

In business as in government, there are projects. Capital Budgeting is the affect of the
cost of doing something like building a park, a city hall, or a fire station. In business
however, a project may take place, have a positive NPV, and be fungible, but, during the
process, market conditions may change, acquisitions may be made, or management may
elect to change course. In this process of decision, businesses go beyond the NPV into
real options. They do this because normal capital budgeting does not account for what
happens once the project is in place and what conditions may cause future cash flows to
increase or decrease. Business finance categorizes these options (Real Options) as
Investment Timing Options; Growth Options; Abandonment Options; and, Flexibility
Options.

Local governments rarely think about the increase or decrease in cash flows as a result of
a project or increase in public services (we are mainly concerned with costs here). How
many times has a building been built and much to the surprise of the elected officials,
they find out they need to maintain the assets, pay for upkeep of utilities, or even staff it
(for a funny story, see how Jasper County built fire stations in some growth areas but
didn’t consider how to staff them). Using a net present value in a decision process is one
step towards profitability. It also ties our creditworthiness to profitability. Real Options
simply give us a decision process in which to consider the cost of our decisions and to
further challenge the notion of why we do what we do, with regards to public services

When business makes a financial decision as to the value of taking on a project, venture,
acquisition, it considers the net present value of its decision. Further, using decision tree
analysis and options modeling, we can make better decision regarding our investments in
public services. In other words, it uses a discounted cash flow model, options, and a
discount rate to see if the decision made today and its futurity has a positive net value for
our taxpayers. Why don’t we do this in government?



Appendix B.
From City Councils 2009 Retreat as facilitated by Dr. Camille Miller

1. Economic Sense?
2. Who does this serve?
3. Who is paying for it?
4. Are we (am I) willing to take the heat for this b/c it is right?
5. Is now the time to change it?
Is it only because of today’s crisis?
Or does it apply to 2, 3, 4 etc
6. 13K city residents sponsoring services for 40 K people outside of our
jurisdiction.

Council further developed “drivers” to influence their decision making process. They are
as follows:

1. Creditworthiness
2. Profitability

3. Stewardship

4. Quality of Life
5. Public Trust

6. Accountability

The Possible Outcomes of this process of prioritization are:

1. Contract out

2. County or State Responsibility
3. Abandon

4. Pass it over to the private sector
5. Other?

6. Must do ourselves

Police/Fire Parks Planning/Zoning
Marina Public Works
Street Lights Arts/History/Culture
Special Events



Appendix C. (Cost of Public Services per Resident. Prepared by Mack Cook, City of

Beaufort Finance Director)
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