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Discussion Outline

➢Why are we talking about this?

➢Concept of, and need for, Fiscal Sustainability 
▪ Hidden by traditional accounting

▪ Counter to short term stakeholder interests

➢How to assess Fiscal Sustainability

➢So What? Implications and Next Steps

➢Your comments and suggestions
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Why are we talking about this? 

➢ Longstanding bad/terrible/atrocious financial discipline…

➢ Combined with higher inflation…

➢ … and likely Federal and State funding cutbacks…

➢ Have led to a looming fiscal crisis..

➢ Both Nationally and Locally…

➢ Plus, our Infrastructure is in poor condition, and underfunded

➢ … and recent State, Regional and local funding initiatives threaten to 
make things worse, some without realizing it

➢ So, we need a framework for analysis which highlights the 
implications of all the above, and helps prevent another 
Intergenerational Injustice…
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Quiz: Cost of this Memorial Park Bench?

➢ Your answer is:

A. $1,000

B. $2,500

C. $5,000

D. INFINITE!

➢ Because it will have to be 
sanded, repainted, de-rusted, 
and re-built… forever.
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Public Works Assets Are Perpetual

➢Because as long as our civilization survives, we will have 
to continue to provide the services those assets support:
▪ Roads

▪ Water

▪ Sewer

▪ Power

▪ … and more, maybe – Schools, Transit

➢Thus, we have to fund them…. Sustainably
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Definition of Fiscal Sustainability

➢ “Fiscal sustainability, or public finance sustainability, is the 
ability of a government to sustain its current spending, tax 
and other policies in the long run without threatening 
government solvency or defaulting on some of its liabilities 
or promised expenditures.”

➢ In other words, to be able to provide essential services in 
perpetuity…
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Current Accounting

1. Assets start at Original 
Cost…

2. Each year Depreciation 
reduces the Book Value

3. Accumulated Depreciation 
eventually reaches 
Original Cost at end of 
Asset Useful Life
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Reality: Accounting Is 
Deficient

• Over past 25 years, Public 
Works construction cost 
inflation has been ~3.6%

• The Replacement Cost of 
exhausted assets reaches 4X 
original cost after 40 years at 
3.5%

• The ‘expense’ recorded by 
‘Depreciation’ is far lower than 
required for Asset 
Replenishment
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Example: SFPUC

➢ Most governmental bodies 
hold reserves FAR LOWER 
than required to replenish 
assets without borrowing.

➢ Political forces and lack of 
financial expertise allow this.

➢ SFPUC has a Reserve Deficit 
of $6.7 Billion

➢ Thus, Borrowing at ~75% 
extra cost will be required as 
the assets are exhausted
▪Recent bond rates may make 

this~100%...
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Who Says This Approach Is Correct?

➢ The AWWA, several papers by professors, and some U.S. 
regulations.

➢ The clearest definition is from the reserve study industry which 
developed the National Reserve Study Standards in conjunction with 
Community Associations Institute (CAI). 

➢ The authors of the standards defined the term “fully funded” as being 
“100 percent funded when the actual (or projected) reserve balance 
is equal to the fully funded balance. The fully funded balance is the 
balance that is in direct proportion to the fraction of life “used up” for 
a given component.”**

* https://www.reserveadvisors.com/resources/blog/are-your-reserves-fully-funded/
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How Does This Happen?

In 1974, we got 7/8ths of the money from 
the Clean Water Act, then we forgot we'd 

have to replace the plant.

- Quote from a founder of a local water and sewer 
agency, who does not want to be identified...
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So, What Now?

➢Almost every governmental agency is behind on reserves

➢Future generations will suffer from our lack of fiscal 
responsibility

➢Very soon, Bay AreaTransit Agencies will attempt to raise 
taxes and fees to cover for their losses and reserve deficits

➢SHIFT will analyze transit and other agencies to determine 
whether the current infrastructure is worth preserving…

➢… or whether Alternative Agile and Affordable Transit 
makes more sense

➢Then we’ll research water, sewer, cities, and more…
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What To Expect - A Hint…

➢Looking only at Capital Reserves, BART** has:
▪ Reserves of 15.5% of what is required, thus…
▪ A $5.3 Billion deficit…
▪ In addition to operating cost deficits…
▪ Resulting in costs and GHG emissions higher than automobiles

➢BART is cash flow negative, thus cannot accumulate 
reserves

➢Borrowing to fund that deficit will add ~$4 Billion in costs

➢Thus: BART has capital costs of over $9 Billion not 
reported in financial statements

➢A more thorough SHIFT evaluation is coming…
**Based on 6/30 24 financial statements
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“The Ultimate Test of a moral society 
is the kind of world 

that it leaves to its children.”

- Dietrich Bonhoeffer

Why Should We Care?



SHIFT: Bay Area

Your comments and 
suggestions?

The Approach: Understandable? Believable?

Desired Next Steps and Priorities?

Fiscal Sustainability

mccgreggd@gmail.com
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Supplemental Slides

… Used in prior presentations to Cities and 
Public Works Districts in San Mateo County..
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Methods of Funding Capital Assets

◼ Reserve funds from operations, then replenish

◼ Borrow funds…

◼ Bail-out from governmental agencies...

◆ e.g. Clean Water Act in 1973

"We got 7/8ths of the money from the Clean Water 
Act, then we forgot we'd have to replace the plant"
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Borrowing Costs

◼ In recent years, interest 

rates were at all-time 

lows.

◼ Recently, rates have 

risen markedly >

◼ Current borrowing rates 

add 84% to the cost of 

each asset financed.
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Inflation

For the past couple 
of decades, public 
works construction 
costs inflated at 
about 3.5%

In California, recently 
inflation has spiked...
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AWWA Reserve 
Policy Insight (2018)

➢Determine Replacement 
Cost

➢Estimate remaining life

➢Reserve pro rata amount 
each year
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Key Concepts Proposed
◼ Must assess reserves against current replacement costs

◼ Must reserve annually based on replacement costs

◆ (AWWA 2018 guidelines)

◼ Fitch Rating methods on use of depreciation

◼ Avoid borrowing costs, unless desperate

◼ Each ratepayer generation 'pays as it goes'

◼ Establish benchmark database for comparison
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Determining Replacement Cost
◼ Three Methods:

◼ Summary or "birds-eye view'' method, described herein

◼ Detailed method

◆ Update asset inventory values from when-purchased to current using public 

inflation indices for public works

◼ Thorough method

◆ Update asset inventory values from when-purchased to current using public 

inflation indices for public works

◆ Adjust remaining life based on asset condition audit and technology 

assessment, considering cost/benefit of replacement
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Summary FS Assessment

➢Use public financial statement data

➢Calculate implied assets‘ life, age
▪ Per Fitch Rating methodology

➢Estimate current replacement cost:
▪ Inflate original asset cost based on age & inflation index

➢Compare reserves to asset-aged requirement
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Derivation of Terms
◼ Implied Cash Flow = Operating Margin + Depreciation

◼ Asset Lifetime = Original Cost ÷ Annual Depreciation

◼ Remaining Life = Book Value ÷ Annual Depreciation

◼ Asset Age = Asset Lifetime – Remaining Life

◼ Date of Service = as of date, Fin'l Stmts – Asset Age

◼ Inflation Factor = Inflation Index today ÷ Inflation Index date of service

◼ Replacement Cost = Original Cost × Inflation Factor

◼ Life Cycle Ratio = Asset Age ÷ Asset Lifetime

◼ Required Reserves = Replacement Cost × % Asset Aged

◼ Reserve Adequacy Rating = Reserves ÷ Required Reserves
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Basic Calculation Flow
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First, The Bottom Line…

◼ Daly City has $323M of assets at current replacement cost

◼ They are on your books at $64M*

◼ Those assets are 57% into their useful lifetime

◼ Reserves of $184M, held now and adjusted for replacements and 

aging in coming years, would prevent borrowing.

◼ Borrowing ADDS 93% to the cost of each asset at today’s rates*

◼ Your current reserves are $57M

◼ You have a reserve deficit of $127M

◼ With borrowing, funding the missing reserves will cost $245M*

◼ Subsequent slides show how we derived this information…

* At a 5% interest rate

* As of 6/30/22
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Daly City Calculations
as of 6/30/22

◼ Annual Cash Flow = 20,949K

◼ Asset Age = 23.3 years

◼ Remaining Life = 17.6 years

◼ Asset Lifetime = 40.9 years

◼ Date of Service = 1998.2

◼ Inflation Factor = 937.81 ÷ 459.4 = 2.04x

◼ Replacement Cost = $323M

◼ Life Cycle Ratio = 57%  (23.3 yrs ÷ 40.9 yrs)

◼ Required Reserves = $184M  [vs. $57M on hand... a $127M deficit]

◼ Reserve Adequacy Rating = 30.9%
Full calculation methodology at: https://www.coastsidebuzz.com/public-works-deficits-how-deep-is-the-hole/ 
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Comparative 
F.S. Results
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Reasonableness Tests

  Calculation Flow

➢ These supplemental metrics 
evaluate the adequacy of capital 
reserves:
▪ Implied Remaining Life:

✓How many years long an asset must last, in 
order for the existing reserves and cash flows 
to allow it to be replenished without debt.

▪ Lazarus/Rebirth Factor:
✓How many times an asset must be magically 

re-born before reserves grow sufficiently to 
replace it without debt.

➢ Often, these metrics make it clear 
how ridiculously poor the current 
capital asset financial situation is. 
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Accuracy Concerns

➢Assets depreciated to Zero ($0)

➢Assets gifted or acquired for minimal (e.g. $1)

➢Use of net current assets vs. Specific capital reserves
▪ Overstates reserves; but the latter is not commonly detailed

➢Land: not depreciated, but with SLR perhaps should be.

➢Accounting duration << real-world extended lives
▪ Will extending assets’ time in service overcome the problem?

▪ What asset lifetime is implied by your reserve position? = 132 years

▪ Assets would have to last 3.2x longer than implied by depreciation
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◼ Because Daly City has a $127M reserve deficiency, it will have to 

eventually borrow that amount, or more (higher future inflation)

◼ Those borrowings, at current interest rates, will cost ratepayers 

an additional $118M at 5%

◼ Daly City can conduct a detailed Asset Management Review to 

refine this analysis, as follows:

1. Produce asset inventory tied to recent financials

2. For each asset, calculate current replacement cost

3. For each asset, assess remaining life

4. Calculate reserves required at current asset ages

So What?  - Implications
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■ Charge connection fees at pro rata share of asset foundation

► > ?? How much more than now ??

► > indexed to inflation annually

■ Charge new joiners entire lifecycle cost of dedicated new assets

► > including O&M and perpetual asset replenishment fee

► > indexed to inflation annually

■ Institute an annual asset replenishment fee

► >indexed to inflation annually

■ Build a financial model of the district to assess fiscal 

sustainability

So Now What?…
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Long Term Debt

➢Current: treat as “capital”; assume interest in ongoing 
operating margin suffices as ‘cost’
▪ Edge case: Day After: The day you add a $10B bond, and $10B 

cash, clearly you have not increased reserves.

➢Longer Term: Subordinated Debt treated as “capital” in 
many businesses – however, Gov’t Bonds not typically 
subordinated? – in fact, covenants require repayment 
reserves

➢Current: Implied cash flow adds depreciation to operating 
margin, but EXCLUDES Bond Principal repayment.
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Long Term Debt – Pot’l Adjustment

• Reduce cash flow by amount of principal repayment

✓  (interest is already decremented as part of operating margin)

➢To do so: 

• subtract interest from debt service shown in Flow of 
Funds => principal repayment

• Then subtract principal repayment from ‘Implied Cash 
Flow’

•  Thus: Implied Cash Flow = Operating 
Margin+Depreciation-(Debt Service-Interest)

• Which would make many agencies look worse…
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Questions and Comments?
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