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Public Budgeting & Finance


Five Issues in 

Budgeting and Financial Management

Learning Objectives:

1. Discuss the relationship between budgeting as a political process and budgeting as rational analysis.
2. Describe the “decision rules” that guide resource allocation.

3. Describe methods by which public managers account for public spending.

4. Describe the antecedents by which legislatures delegate fiscal authority to the executive.

5. Discuss various approaches to increasing the efficiency of governments.

Budgeting as a Political Process Versus Budgeting as Rational Analysis

Budgeting as Politics

Incremental decision-making grounded by realities of:

· limited information and 

· limited capabilities

Partisan Mutual Adjustment – leads to “rational coordination of budgeting decisions”

[what is a “Partisan” decision-maker?]

Features of Decision-Making:

1. Politically feasible

2. Marginal analysis of limited alternatives

3. Each decision viewed as one in a series

4. Values of partisan in light of actual policy choices

5. Focus only on a few consequences of most interest

“If all interest groups are represented, all consequences will be considered.”

Budgeting as Analysis

“A government should choose rationally among alternative courses of action, with as full knowledge as possible of the implications of these alternatives.”

Arthur Smithies, 1965
The Budgeting Process

1. Establish goals

2. Analyze their contribution to the total undertaking

3. Develop plans

4. Measure alternative resource inputs and their relationship to objectives

5. Choose feasible options 

6. Allocate means to accomplish tasks

7. Monitor progress

8. Evaluate results

“A good budget structure [helps leaders] meaningfully appraise and debate the great objectives of society and our ability to attain them within a balance of public and private activities.”

Melvin Anshen, 1965

Politics Absorbs Analysis

Intent of budget reforms: produce a more efficient allocation of resources.

(1) Budgeting remains a political process

(2) More comprehensive analysis can inform the process

(3) How does planning, programming, and budgeting (PPB) fit into the process?

Analysis provides information:

· Understand the consequences of policy choices.

· Separate points of reasonable disagreement from findings of fact.

· Eliminate the worst alternatives.

Conditions where analysis and evaluation are most useful:

· Politics least constrains programs that deal with pure public goods, that do not affect the political power structure, and that are new.

· Policy choices that change income distribution or political power structure face the most political constraints.

Decision Rules to Guide Resource Allocation

Program Merit

“Meaningful public decisions must weigh the cost of programs relative to their worth.”

John Mikesell, 1986

Estimating future costs requires:

(1) a cost-accounting or cost-determination system

(2) an understanding of how cost changes as level of input changes 

Quantifying the relationship of costs to outcomes:

(1) cost-benefit analysis (NPV, IRR, payback)

(2) cost-effectiveness analysis

Disagreements arise over assumptions used, what to include, and how to value what is included.

Cost-Effectiveness Analysis

· Holding costs constant, fund the programs that produce the greatest effect

· Holding effect constant, fund the programs that cost least

Base Plus Fair Share

Allocate the amount received last year (base) plus an increase proportional to the total increase in revenues (fair share).

How to treat non-recurring capital expenditures?

Fuzzy Base

Provides flexibility for both the Executive and Legislature to engage in bargaining.

Decremental budget crises

“No interest wants to offer one of its own interests to be cut, until it is sure that everyone else is willing to make an equal sacrifice.”

Robert Behn, 1985

[“No Vision 1” and “No Vision 2”]

Possible features to encourage incremental growth

· Indexing the level of benefits to prices (parity)

· Entitlement formulae that are demand-driven

Decremental features:

· Sunset provisions

· Allocation caps

· Eliminate indexing

Ceilings and Targets

Fiscal Constraint: Top-down decision rules that limit total government spending.

For state and local governments, balancing expenditures against revenues has been the primary budgetary goal during both good times and bad.

Determine each functional area’s share of total spending:

· “Judging a case before it is heard.”

· Sacrifice distribution of funds in terms of relative merit (efficiency or benefit)

· Base allocation as some share of total revenue expectations

Decision rules to limit rate of spending growth to some target: 

· Consumer Price Index, 

· Gross State Product, or 

· GNP

· Gramm-Rudman Deficit Reduction (top-down containment)

Allocation Formulae

Advantages of Formulae:

· Simplify justification for budget requests

· Facilitate comparisons

· Appear objective and accurate as mathematic equations

Demand Driven or Resource-Constrained
Demand driven formulae: 

· reward agency behavior

· less predictable in terms of total spending level

USDA’s W.I.C. formula (resource-constrained) based on:

· Poverty level

· Infant mortality rate

· Low-birth-weight rate

· Formula determines the fraction of total appropriation to each state, but does not influence the total appropriation from Congress

Decision Rule Matrix
	When budget reductions are necessary:


	· Functional ceilings

· Across-the-board cuts

	When equalization is important:


	· Allocation formulae

	For fiscal constraint:


	· Resource-constrained allocation



	When program costs can be related to outputs:


	· Service demand

· Unit cost

	When program costs can be related to outcomes and when policy makers agree on outcomes:


	· Cost-benefit analysis

· Cost-effectiveness analysis

	When policy makers disagree:
	· Coalition building through bargaining and negotiation


Administrative Accountability in the Public Sector

Tools Used to Assure Legality

· Line-item budget
· Funds system and segregation of moneys
· Personnel approvals and position controls
· Requisition and purchase-order system
· Clearance of contracts and large purchases
· Travel controls
· Budget transfers and amendments
· Reversions to the Treasury
· Emergency reserves
“Controls for legality of spending focus on the objects of expenditure.”
Allen Schick, 1966

Tools to Assure Operational Efficiency

· Workload standards and staffing ratios
· Production reporting
· Centralized purchasing
· Withholding funds
· Performance budgeting
· Cost accounting
· Preaudit
· Competitive bidding
· Management by objectives
· Performance monitoring
· Work plans
“Control in terms of achieving particular targets within society.”
Wallace Swan, 1983

Tools to Assure Policy Conformance

· Appropriation limitations

· Legislative investigations

· Legislative veto

· Legislative oversight committees

· Sunset laws

· Exert pressures to remove certain officials from their positions

· Directives contained in hearings, committee reports, floor debates

· Budget justifications

· Telephone call from key legislator

“Now common for legislatures to express their intent in the appropriations bill.”
Duncombe and Heffron, 1983

Tools to Assure Program Accomplishment

· Program budgeting
· Visits to departments by oversight agencies
· Outcome evaluations
· Cost-benefit analysis
· Cost-efficiency analysis
· Performance monitoring
· Social (environmental) and economic accounting
On-site auditing is concerned with both legality of spending and efficiency of administration.

G.A.O. Case Load (1980):

· 50% program evaluations and cost-benefit analyses

· 29% management efficiency

· 7% financial audits

· 14% special studies

Joseph White, 1985

Accountability Mechanisms Suitable to Different Contexts

	Control mechanisms geared to a government’s organizational environment, human skills and economic, structural, and behavioral characteristics are more likely to be successful.

	Object-of-expenditure controls (controls assuring legality) will predominate:

· when fiscal stress makes it hard to balance the budget.

· Spending agencies produce multiple outputs that are hard to identify and measure.

	Per unit subsidies are more successful than object-of-expenditure controls under conditions of:

· competitive supply

· measurable output

· increasing unit costs with increasing volume

	Controls delegated to the spending agency are more effective than object-of-expenditure controls when:

· Re-imposing controls is a credible threat

· Delegation provides net gains within the agency

· Budgeters consider the spending agency trustworthy


Legislative Delegation of Fiscal Authority to the Executive

Major delegations include:

· Power to pay debts and borrow money

· Responsibility for preparing a budget

· Shared responsibility for managing the economy

Crisis Leads to Delegation

“Lump-sum appropriations are especially noticeable during periods of war and national depression, when the crisis is great, the requirements uncertain, and the conditions ripe for large delegations of legislative power.”

Louis Fisher, 1975

“Executive discretion is enlarged when emergencies require flexibility and speed in final decision-making.”

Gloria Grizzle, 1989

1997: Montgomery, VT flood

Emergency Livestock Feed Program: $200,000 distributed to 87 eligible dairy farmers, within three weeks, in response to severe flooding.

Trust Leads to Delegation

“Executive discretion is possible only when the legislature has a high degree of confidence in the executive.”

Jesse Burkhead, 1956

Congressional [legislative, board of directors’] delegation of broad discretionary authority is practical under the following conditions:

1. Executive officials are career men and women who adhere to professional standards and maintain good relations with Congress [legislature, board of directors] for many years.

2. Congress [legislature, board of directors] places trust in the good-faith efforts and integrity of these executive officials.

Louis Fisher, 1975

Approaches to Increasing Efficiency in Government

Run Government More like a Business

Taft Commission (1912):

· recommended an executive budget process

· would have given the President more authority than a private business chief executive officer

Grace Commission (1984):

· 2,478 recommendations to save $424 billion in 3 years

Differences between private and public sectors:

1. Government’s goals are more complex, contradictory, and sometimes impossible to accomplish.

2. Executive authority in government is limited by legal framework, overlapping responsibilities, and personnel systems.

3. short tenure of most elected officials creates short time horizons.

4. strategic problems of government are qualitatively different (redistributing resources, mediating interest-group values, defending the political system vs. making a profit).

5. Government is intentionally adversarial

Management Science

Management science techniques seek to identify the “one best way.”

· Mathematical programming
· Cost-benefit analysis
· Queuing theory 
· Decision theory
“Major management improvements depend essentially on departmental initiative rather than top-down directives.”

Arthur Smithies, 1955

“Analysis is more useful as a regular part of the normal, incremental political process.”

Eleanor Chelimsky, 1985

“Analysis is more useful when applied to the mundane [inventory, routing, purchasing, scheduling, personnel allocations] rather than to the dramatic issues.”

Downs and Larkey, 1986

Budgeting and Accounting Control Systems

Uniformity of Systems:

· Classification
· Cost accounting
· Accrual accounting
· Formal budgeting systems
Uniform classification facilitated comparison, and statistical methods compared work accomplished with needs… these were the key to eliminating corruption and graft.

WilliamAllen, 1907

Office of Management and Budget Guidelines:

· Require agencies to develop management improvement plans to improve efficiency
· Develop and implement major improvements to financial management systems
· Improve internal management operations
· Manage information as a federal resource
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Governmental Accounting Standards Board




The mission of the Governmental Accounting Standards Board is to establish and improve standards of state and local governmental accounting and financial reporting that will result in useful information for users of financial reports and guide and educate the public, including issuers, auditors, and users of those financial reports.

Accounting and financial reporting standards are essential to the efficient and effective functioning of our democratic system of government:

· Financial reporting plays a major role in fulfilling government's duty to be publicly accountable. 

· Financial reporting by state and local governments is used to assess that accountability and to make economic, social, and political decisions.

Incentives

“Successfully implementing both the management science and budgeting/ accounting approaches requires favorable incentive structures.”

Gloria Grizzle, 1989

How to apply rewards and sanctions?

· Agencies that perform efficiently and do not spend their total appropriation are likely to receive smaller appropriations in the future.

· The financial management process contains perverse incentives:

· Balancing the budget is a more important goal than efficiency

· Fiscal accuracy (meeting budget targets) receives more attention than efficiency 

Suggestions for changing incentive structures:

1. Create institutions to represent efficiency.

2. Let the public sanction inefficient agencies.

3. Let agencies keep the savings that accrue to improved efficiency.

Restricting Revenue

Control spending by legislating restrictions on revenues:

· California’s Proposition 13, limiting property tax revenues

· Massachusetts’ Proposition 2 ½ 

· Federal Economic Recovery Act of 1981

“This strategy rests on the premise that governments are inherently wasteful but cannot waste money they don’t have.” 

Gloria Grizzle, 1989

Appropriations cuts often lead to program cuts rather than improved efficiency.

Arthur Smithies, 1955; Downs and Larkey, 1981, 1986

Typical approaches to reduced spending:

· Across-the-board percentage cuts

· Hiring freeze, travel restrictions

· Postpone capital investment

· Eliminate programs with small, weak constituencies

“Current officials are apt to make enormous contributions to future problems.”

Downs and Larkey, 1986

Budgeting is fundamentally about helping public financial managers to diagnose resource problems in the context of public policy goals and to devise appropriate strategies to the specifics of the situation.

� A synopsis and discussion based on: Grizzle, Gloria. Five Great Issues in Budgeting And Financial Management, Handbook of Public Administration. New York: Marcel Dekker. 1989.


� http://www.gasb.org/





