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Class, these notes regard a combination of cutback management and municipal bonds.  

 

At least theoretically state and local governments cannot run a budget deficit while the federal 

government can. State and local governments do get into situations in which expenditures must 

exceed previously-anticipated revenues or some kind of crisis (such as an additional winter snow 

storm) make additional expenditures necessary. Some state and local governments have savings 

from previous years available to draw upon in a crisis. Others must move money around in a 

crisis to do what must be done. Remember, a budget is a plan. As in war and sports events, the 

plan may need to be modified during implementation. In good times, a state or local government 

may be able to appeal to another government for financial or material help. In a major crisis, the 

federal government may not be well-able to help the state governments; and the states may not 

be able to help their local governments. This situation has been called, "fend-for-yourself 

federalism" by some scholars. It means that mayors and other local leaders cannot depend upon 

state and federal governments to balance local budgets. As a consequence, they may have to 

engage in "cutback management" and borrow money. Just like people, state governments and 

local governments have credit ratings, that affect their abilities to borrow money. 

 

A list of U.S. states by credit ratings is available on Wikipedia. 

 

https://en.wikipedia.org/wiki/List_of_U.S._states_by_credit_rating 

 

They range from a high of AAA to a low of BBB, with seven (7) additional ratings in between. 

Major cities also have credit ratings. A better rating suggests less risk of financial default and an 

ability to borrow money at lower rates of interest. 

 

In times that financially difficult state and local governments usually engage in cutback 

management before borrowing.   

 

http://www.gfoa.org/managing-budget-process 

 

Departments and agencies receive less money than expected and the burden of how to make due 

with less falls on administrators. Across-the-board cuts across agencies saves elected politicians 

from appearing to fail their constituents. Initially, administrators are likely to not fill vacant 

positions and to defer maintenance of buildings and vehicles. They may delay payments to 

venders. Such measures may dilute the quality of services provided to citizens and, in the long 

run, increase future costs.  

 

At some point, a state or local government may have to resort to taking our bank loans to help 

cover operating expenses. This is a dangerous path, that may lead to lower credit ratings and 

higher interest rates on future loans. 

 

https://en.wikipedia.org/wiki/List_of_U.S._states_by_credit_rating
http://www.gfoa.org/managing-budget-process


Shifting gears now, government borrowing for capital projects (in contrast to operating 

expenses) can make sense. A capital project is something expensive like a building or the 

replacement of vital infrastructure or utilities. Capital projects are going to serve people for 

decades into the future. They may return revenues, like a toll road or a sports stadium. It does not 

make sense for the cost of a capital project to fall only on the shoulders of citizens today. A 

capital loan shifts the burdens of repayment forward onto the people who will benefit from the 

project in the future.  

 

Cities in the United States have the opportunity to issue municipal bonds to finance capital 

projects. Investors who buy other kinds of bonds have to pay income tax to the federal 

government for the interest earned on the bonds. If an investor buys a municipal bond he or she 

does not have to pay incomes tax on the interest earned. See the Wikipedia entry on, "municipal 

bond."  

 

https://en.wikipedia.org/wiki/Municipal_bond 

 

 

This helps make municipal bonds relative attractive to investors. And it enables cities (and 

states) to use municipal bonds to borrow money for relatively low interest rates. It is difficult to 

"float" a municipal bond. It is not worth doing except for major projects costing a lot of money. 

Cities may even buy insurance to make their municipal bonds more attractive to prospective 

buyers of their bonds. But it may be worth it because of small difference in the interest rate can 

make a big difference in dollars.  

 

So, prudent financial management is important to a city or a state, just as it is to individuals and 

families, in both good and difficult times.  

 

 

 

https://en.wikipedia.org/wiki/Municipal_bond

