CHAPTER 2

The Logic of the Budget Process
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The budget process provides the medium for determining what government services
will be provided and how they will be financed. It may also help establish how the
services will be provided, The basic budgeting problem, simply stated, is the follow-
ing: “On what basis shall it be decided to allocate X dollars to activity A instead of
activity B¢”! That is a pretty simple-sounding question, but, like many things in life,
its application is where the problems lurk. How many dollars should be moved from
private businesses and individuals to government, and, once maved to government,
how much should go to each government activity? Indeed, the answer is remark-
ably clear: move money from private to public use and among alternative public uses
until it is not possible to move one dollar from one use to ancther without losing
as much from where you tock it as you gain from where you put it. It's not a big
deal conceptually. There is no lack of theoretical guidance as to how things should
work. Markets for private goods do the allocation invisibly, as prices and profits
provide the resource allocation signals and private businesses and individuals take it
from there. But markets don’t work for public goods, the home turf of governments,
50 here come the lawmakers to do the allocation job that markets can’t. They may
bungle the job (in a democracy, we elected them, so it is our collective fault), but the
budget process is where those choices get made for government operations, not 5o
quietly and we hope not so invisibly, but definitely politically. When governments
tax and spend, making decisions within the framework of the budget process, they
are doing for the public sector what the private market does for the provision of pri-
vate goods and services. They are deciding how big government will be relative to
the private sector and, within government, the relative sizes of the various-prograrms
and agencies that the government provides. They even make decisions about how
prograrns and agencies will operate. Each government has some method for making
these fiscal choices, although the degree of formality varies widely. But we do know

W, Q. Key, Ir., “The Lack of 2 Budgetary Theory,” American Political Science Review 34 (December 1940):
1137. The sentences after this quotation in this text do outline a precise budgetary theory. As it tums cut,
the title of the article is wrong because there has been no absence of 2 budget theory for many years.
Indeed, there is 2 comuccpia of theories both of how govemments cught to behave (prescriptive) and of
how governments actually behave (descriptive).
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what the budget process ought to be doing—moving resources to the best advantage
of the population.

Except for the limited number of town-meeting processes, referendum deci-
sions, and participatory budget processes, elected representatives make the pri-
mary spending and financing decisions. However, in budget preparation and in the
delivery of services supported by the budget, nonelected public empioyees make
many crucial decisions. Although these employees enjoy at least some measure of
job security and may be less responsive to voters than elected officials, the logic of
Iepresentative government presumes that such bureaucrats, and certainly the elected
executives and legislators who guide their work, will be responsive to the citizenry.?
And if they aren't, those elected officials deserve to be voted out of office.

Public organizations can operate with a haphazard budget process. Many local
governments manage with casual or ad hoc processes, most nonprofit organizations
are informal and unstructured with budget documents of limited utility, and a num-
ber of abservers note that the federal government recently has barely been following
its own processes even though they are rather rigidly laid out.? However, a system
designed with incentives to induce officials to respond to public demands is more
likely to produce decisions in the public interest, and thereby provide citizens with
the quality and quantity of desired public services at the desired times and locations
and at the least cost to society. At a minimum, the process must recognize corn-
peting claims on resources and should focus directly on alternatives and options.
A major portion of the process involves presentation of accurate and relevant infor-
mation to individuals making budget decisions on behalf of the citizenry. At its best,
the budget process articulates the choices of the citizenry for government services
(and how those services will be paid for) and manages efficient delivery and finance
of those services. Before considerifg the logic of the budget, however, it is good to
understand some basic facts about government expenditure,

Size and Growth of Government Expenditure®
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Government spending can be divided into two primary categories: purchases and
transfers. Both purchases and transfers need to be financed {as must interest pay-
ments on outstanding government debt, another spending category), and both entail
a government payment, but their impacts on the economy differ, so the categories

*This is an example of the “principal/agent problem”; bureaucrats and elected officials (the agents) are
inclined to pursue their own self-interests, which may well differ from the interests of the citizenry (the
principals). “Participatory budgeting,” discussed in a later chapter, provides an alternate and direct chan-
nel for getting citizen priorities into the deliberations.

®Irene Rubin, “The Great Unraveling: Federal Budgeting, 1998-2006, Public Administration Review 67 (uly/
August 2007): 608-17.

*One might alsc measure the size of govemment by the public-sector share of total employment in the nation.
According to recent International Labor Organization data, this is around 16.2 percent in the United States
{or 14.5 percent in Germany). However, the governments in the United States {and other nations) do lots of
spending without hiring government workers. For example, when the Department of Defense purchases &
rew aircralt, it buys from a private company and the aireraft was built by employees of that private firm.
Leoking up government employment data will not give much informaticn about the size of government.
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are differentiated in the national economic accounts. Furthermore, transfers and
purchases are commonly treated differently by government budget processes, as is
discussed in considerable detail in later chapters.’

1. Government purchases divert productive resources (land, labor, capital, nat-
ural resources) from private use by businesses and individuals to government
use in the provision of education, national defense, public safety, parks, and all
the other services that governments provide. Some of this spending pays wages
and benefits to government employees, some pays suppliers of items used by
these employees in the production of government, services, and some pays pri-
vate entities who have agreed to produce government services under contract.
Most of this spending is for the provision of current services, but part of this
spending is government investment—the purchase of long-life capital assets
like roads, buildings, and durable equipment.® In the national income account-
ing system, the system that is used to keep track of national economic activity,
this direct provision represents the governrment contribution to gross domestic
product (GDP). In other words, when a city outfits its fire department to pro-
vide services during the year, pays its Hrefighters, or purchases a new fire truck,
it will be purchasing from private suppliers. (In contrast with a socialist system,
productive resources in the United States are mostly privately owned.) Some
purchases will provide services within the year of purchase {consumption),
and others will yield services over the longer useful life of the asset purchased
(gross investment). These purchases represent direct acquisition of resources
by the government, and these resources purchased will provide public services
as they are used by the govermnment. They represent the direct contribution of
government to aggregate demand in the nationa! economy.

2. Transfer payments constitute the other major element of government
spending. These payments provide income to recipients without service being
required in return. Such direct payment transfers to individuals include Socjal
Security benefits, unemployment insurance payments, and other cash pay-
meats by governments to low-income individuals. These payments amount
to aimost 40 percent of all current government expenditure in the United
States, so they represent an important contributor to the financing require-
ments of government and an important concern for government operations.
While the government is not directly spending the money, it will need to find
the money to pay for the transfers, using the revenue resources available to
it (taxes most of the time). In contrast to government purchases, the direct
impact on GDP is through spending by the transfer recipients, not through
spending by the government. The transfers certainly will make things better

Two easily available explanations of economic statistics as they relate to analysis of government finances
are Congressional Budget OFfice, The Treatment of Federal Receipts and Expeuditures in the National Income
and Product Accotnts {Washington, D.C.: Congressional Budget Office, 2007); and Enrico Giovannini,
Understanding Econowsic Statistics: An OFCD Perspreciive (Paris: Organization for Economic Cooperation and
Development, 2008),

“This gross investment—meaning spending to purchase new assets without taking account of the depreciation
{wearing out) of the existing capital stock—amounts to & it more than 10 percent of total U.S. investment.

for the individual who receives them, but they de not involve direct pur-
chases of anything by the government, nor do they represent direct provision
of services by the government.

Table 2-1 shows the path of federal, state, and local government spending in the
United States from 1960 to 2010. These data focus on the movement of resources
between private and public sectors, that is, the way in which sectors of the economy
claim production of the economy. They do not exactly coincide with the fiscal year,
cash-outlay data that later chapters use, but they do make important points needed
for the understanding of U.S. government finances.”

Total spending by all government ir: the United States—federal, state, and local
combined—was 38.1 percent of total economic activity (measured by GDP) in 2019.
That is considerably higher than the 26.2 percent fifty years earlier, and even higher
than the 30.4 percent in 2000. State and local government spending as a share of the
economy increased by about 60 percent over the fifty years, compared with about a
50 percent increase for the federal government. However, the increased total share
in the last decade—from 30.4 percent in 2000 to 38.1 percent in 2010—was mostly
from the federal government, and that federal increase was primarily driven by the
cost of wars in Iraq and Afghanistan and economic stimulation efforts to combat the
Great Recession.

Data in the table also highlight two other significant patterns in government
expenditure: the importance of transfer payments (spending without making pur-
chases) and of payments to government employees. These transfer payments are
payments made to persons without a current wortk requirement made of them. At
the federal level, these are predominantly Social Security payments to the elderly,
persons with disabilities, and the surviving dependents of covered individuals; at the
state and local levels, the payments are predominantly retirernent benefits for for-
mer employees and unemployment compensation. These payments have increased
substantially as z share of total spending. At the federal level, the increase has been
from 21.2 percent of the total in 1960 to 43.7 percent of the total in 2010 and, at the
state and local levels, from 9.1 percent to 23.9 percent over the same years. This
expansion of share raises considerable concern for fiscal sustainability and is a topic
discussed at length in later chapters,

Compensation of current employees, as the table shows, represents an
important component of the cost of government services—many services are la-
bor intensive. The share of total spending for state and local governments was

"The 1995 revision of the national income and product accounts brought significant change in how the ac-
counts treat government expenditure, especially for capital asset purchases. The compenents in the new
structure include the following: gross government investment includes total government expenditures
for fixed assets; “government consumption expenditures” replaces “government purchases” and includes
the estimated value of the services of general government fixed assets, as measured by consumption of
fixed capital (as well as the purchases for use in the year); and governiment consumption and investment
expenditures show the total current-year government contribution to GDP. See Robert P. Parker and Jack
E. Triplety, "Preview of the Comprehensive Revision of the Mational Income and Product Accounts: Ree
ognition of Government Investment and Incorporation of & New Methodology for Calculation Deprecia-
tion,” Survey of Citrrent Business 75 {September 1995); 33-41.
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SIDEBAR 2-1
{continued)
I ————

Here is an example from the budget of the U.S. govemnment. Federal spending for natural
resources and the environment increased from $17,055 million in 1990 to $43,662 million
in 2010. The deflator for nondefense spending, using 2005 as base year, went from 0.6958
to 1.1256 between those years. That implies a 61.8 percent increase in prices between the
years [(1.1256 — 0.6958)/0.6958). Total spending for natural resources and the environment
increased by 156.0 percent, but how much was due to more “stuff” to be used to provide
services® In other words, how much of the increase was real? In constant (base year 2009) dol-
lars, natural resource and environrent spending in 1990 was $24,511 million [17,058/0.6958],
and in 2010, it equaled $38,790 million [43,662/1.1256]. That means that the real increase was
98.3 percent—a big increase, but not as much as the 156 percent for spending without price
adjustment.

Analysts use many different price indexes, depending on the expenditure category being ana-
lyzed; the Survey of Current Busincss from the U.S. Department of Commerce reports many of
these, as do other publications. The data used here came From the federal budget. Prices of all
items do not change by the same amount. Some go up = lot, some go up a little, some don't
change, and some even decrease. All those changes are captured in a single index by computing
a weighted average in which the price change for big purchase items counts for more than the
price change for small purchase items. Traditional indices have used fixed weight measures:
the base-year spending patterns sstablish fixed weight values for computing the averages. This
practice creates a problem when there is considerable difference in the amount of price change
among items: purchasers substitute those items whose price has risen less for these items whose
price has risen more. The fixed weights become wrong. Analysts now remedy the problem by
using a rolling average, or chain weights, instead of fixed base-year weights. The system sets the
weights by taking the average growth of the current year and the preceding year, Price weights
are thus constantly updated for changes in relative prices.

Spending calibrated in prices from one year can be easily converted into prices for another.
In the previous example, if 1990 were to be the reference year, then the price index For 1990
is 100.0 [ = (0.6958/0.6958) x 100], and the price index for 2010 is 161.8 [ = (1.1256/0.6958) X
100]. The absolute level of the index and the absolute difference between years in the index
differ according to the base year used, but the percentage change remains the same across
base years. Price indexes and deflated (constant or real) values have meaning only in a rela-
tive sense.

Whenever an analyst is examining spending data over a time span of several years, it is im-
portant to make adjustments for changes in prices. In most eras, annual rates of price change
in the United States have been relatively modest, but even a small annual rate maintained for
a decade will make for a large difference between beginning and end. And price changes in
some other countries have been much more dramatic than in the United States, When data
from different years are being compared, it is always 2 good practice to make adjustment for
changes in prices. It is never completely wrong to do 50, and it can sometimes be catastraphic
to fail to do so.

!
i
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portion that represents purchasing more resources is one of the most basic tools of
fiscal analysis because purchasing more resources creates the possibility of providing
more services, while paying higher prices creates no such expectation.® When ad-
justed to reflect constant prices (2005 = 100.), the increase was from $939.3 biilion
to $4,914.6 billion, 2 big increase, but certainly less than the current dollar compari-
son would have suggested.

How does the size of the American public sector compare with that of other
countries¢ Table 2-2 reports data for several countries of the Organization for
Economic Cooperation and Development (sort of a club for industrialized,
market-oriented democracies). Although the conventions used in these mea-
sures do not exactly match those of the national income and product accounts
just discussed, the basic logic is comparable and can be interpreted in the same
way. Measured by final consumption expenditure, the countries ranged from
30.0 percent of GDP in Denmark to 10.7 percent in Mexico; the U.S, value, 17.6,
is below the mean of 20.9 percent. As noted previously, purchases do not mea-
sure the full extent of public-sector involvement in the economy, Total general
government expenditure percentages range from 24.2 percent of GDP in Mexico
to 58.5 percent in Denmark. The U.S. percentage, 42.2 percent, is below the
mean of 42.7 percent.’ )

The nature of these government expenditures—in other words, the kinds of
services governments provide—are examined in the next chapter. But it is now im-
portant to learn the general elements of the budget process and the language that
applies in fiscal systems.

-

®The real and price changes do not add to the total change, but they are mathematically related, If X, =
nn..n& expenditure in 2010, X, = total expenditure in 1980, and ¢ = the percentage increase in total expen-
diture between the years; if Dyy, Dy, and g are the similar variables for deflated (real or constant dollar)
expenditure; and if Fy;, Fy, and p are similar variables for price levels, then ~
Ko =X+ Koo X ) = X (L + 1)
Dy =Dy + Dy % @) =Dy (1 + g and
Pio=Fe + (Poo X p} = Py {1 + p)
Wn omww.oéo&mh start with the value in 1980 and add to it the increase to 2010 and you will have the value
or .
Total expenditure in 2010 equals real expenditure in 2010 times the 2010 price level:
Xio=Dy X Py
Thus, substituting into this equation yields the following:
KoL+ 0 =Dy (L + 8 X Py (1 + )

Rearranging terms, we obtain

Heo(1+ ) = Dy X Pao (1 + g} {1 + p)

Because Xz = Dgy % Py, then {1 + ) =11 +g)(1 + p). One plus the rate of price increase times 1 plus the rate
%m increase of deflated expenditure equals 1 plus the rate of total expenditure increase.

Gavernments also interact with the private sector through regulations, legal requirements, and man-
dates. These effects are difficult to measure, but many would place the United States considerably higher
in the league table than its ranking according o government-spending share.

45
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Table 2-2
Government Expenditures in Selected Industrialized Countries, 2009

Total General General Government
Government Consumption Expenditure
Expenditure (% GDP) (% GDF) Final
Australia (2008) 353 17.6
Austria 92.3 19.9
Belgium 54.2 247
Canada 441 221
Czech Republic 45.9 220
Denmark 58.5 30.0
Finland 56.0 25.0
France 56.0 247
Germany 475 20.0
Greece 53.6 212
Hungary 50.5 222
Iceland 509 26.5
Ireland 48.9 19.5
Ttaly 519 215
Japan (2008) 37.1 185
Korea (2008 30.4 153
Luxermbourg 422 16.7
Mexico (2008) 242 107
Netherlands 514 284
New Zealand (2008} 41.9 20.1
Norway 46.3 22.9
Poland 44.4 18.4
Portugal 48.3 218
Slovak Republic 4.3 200
Spain ‘ 45.8 21.1
Sweden 54.9 278
Switzerland 337 11.6
Turkey na. 14.7
United Kingdom 51.6 234
United States 422 176
Mean 46.2 209

SOURCE: Organizatien for Economic Cooperation and Development (OECD).

What Is a Budget?

A budget is a critical document in the operation of any modern public organization.
It has an explicit meaning and it has several expected components. In simplest terms,
a budget is a financial plan that carries forward the financial implications of carrying
out a particular planned response to the anticipated operating conditions in a future
petiod, normally a year. It has been prepared to fit expenditure programs within

f

Chaprer 2: The Logic of the Budget Process

the constraint of revenues available in that future period. The budget takes a palicy
plan for provision of physical services and translates it into the cost of providing that
plan. It is not a forecast of future spending by the organization, but it represents the
intended response of that organization to the conditions that the organization ex-
pects to face in the future. It isn't a projection of government spending and revenue
collections, and it isn’t a target. It isn't & wish list of what the organization would
like to do if it had no limits on its resources. And it isn't a shopping list of the things
that the organization intends to purchase in a Future year. A good budget says, in
essence, these are what we believe are likely to be the operating conditions in the
budget period (sorts of problems that will emerge, level of prices that the orgzniza-
tion will have to pay for what it purchases, resources that we expect to have avail-
able within the period, etc.), and here is what we intend to do about the problems
and opportunities. The expected operating conditions may not materialize as we
have expected, but if they do, here is our operating response. If they don't, we will
make adjustments on the fly.

Fere are the blunt facts: If a program manager knows what she is doing and in-
tends to do, she will be able to produce a budget. I[f she doesn’t and is just filling a chair,
she won't be able to do it. If she believes that producing a budget is keeping her away
from the important tasks of running the operation, she should be relieved of duties
before she creates any more damage. If you know what you are doing, you can do a
budget and can and should use it as an important tool for management and evaluation.

The complete budget will include at least three distinct segments: a financial plan
that reflects expenditures intended to carry out the planned response to the operating
conditions expected in the budget year, a revenue forecast that reflects how much
revenue the government expects to collect in the budget year based on the antici-
pated state of the economy and therevenue structure that the govermnment intends to
have in place, and a plan for managing any difference between the expenditure plan
and the revenue forecast. The budget begins with a narrative discussion of what the
government expects and how it plans to deal with those expectations; it then moves
to a financial section that provides budget numbers. Later chapters of chis text will go
into considerable detail about the meaning of the sections of the budget, the methods
used to prepare each section, and the tools used to analyze the sections. Later chapters
will also discuss the revenue side of the budget process, including the development
of revenue forecasts. However, budget managers are seldom directly involved in the
revenue forecast, and they will be operating within revenue constraints prescribed for
them, so our first emphasis will be on the expenditure portion of the budget.

Budget Process and Logic

47

The market allocates private resources without a need for outside intervention; price
movements serve as a signaling device for resource flows. In the public sector, deci-
sions about resource use cannot be made automatically from price and profit sig-
nals because of four special features of government decisions. First, public goods,
the primary service focus of governments, are difficult, if not impossible, to sell, and,
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even where sales may be Feasible, nonrevenue concerns may be as important as the
cash collected. Consequently, profit can neither measure success, nor guide resource
allocations, nor serve as an incentive to efficient operations. When markets have
failed, it is a mistake to try to use simple market information as a first guide for deci-
sions. Second, public and private resource constraints differ dramatically. Whereas
eanings and earnings potential constrain spending of private entities, governments
are limited only by the total resources of the society.'? Resources are privately cwned,
but governments have the power to tax. There are obviously political limits to tax
extractions, but those limits differ dramatically from resource limits on a farmily or
a private firm. Third, governments characteristically operate as perfect moriopolies.
Consumers of government services cannot purchase from an alternate supplier, and,
more important, the consumer must pay whether the good provided is used or not.
Again, this makes market-proxy data based on traditional government operations
suspect as a guide for resource allocation. Finally, governments operate with mixed
motives. They are trying to achieve more goals than the single objective of maximiz-
ing value of the firm that characterizes private business decisions. In many instances,
not only the service provided, but alsc the recipients of the service (redistribution)
or the mere fact of provision (stabilization) is important. For example, the federal
Supplemental Nutrition Assistance Program (SNAF, formerly the Food stamp pro-
gram) seeks to make healthy food available to low-income families by supplementing
the money these families have to buy food. But the program is administered by the
U.S. Department of Agriculture. In other words, it seeks to help low-income families,
but it also aims to increase the income of American food producers (farmers), even
though there may be more economical means of achieving either of these objectives
by itself. Accordingly, more may hinge on the provision of a public service than sim-
ply the direct return from the service compared with its cost. Because thess multiple
and mixed objectives cannot be weighed scientifically and because achievement of
objectives cannot be easily measured across prograrns, the budget process is political,
involving both pure bargaining or political strategies and scientific analysis.

The Parts of the Public Expenditure/Public
Revenue Process

Government spending must be financed, but, whereas receiving the benefits of a
good or service is linked in the private sector to paying for it (you have to buy it
before you can use it), in the public sector what the government provides does not
determine how its operations will be financed. When a business makes shirts, it
knows exactly from whom the financing will be received: the people to whom it

YEew have dared suggest natural limits to the ability of governments to extract resources from society
since Colin Clark’s proposition mary years age: “25 percent of the national income is about the limit for
taxation in any nontotalitarian community in times of peace” (“Public Finance and Changes in the Value
of Money,” Econonric Journal 55 [December 1945): 380). That limit was based on zero inflation—so it may
not have been truly tested, However, many successful modern democracies exceed that level with miri-
mal general price increases (recall the OECD data in Table 2-2)
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sells those shirts. If people don’t buy the shirts, the business is in trouble. But when
the federal government decides to increase its provision of nationat defense, it must
make another decision: Who will pay? It isn't going to sell the service; there is no
link between who receives the service and how it will be financed. In other words,
public expenditure and public revenue involve two separate planning processes. w.ndr
ment for a government service is not a precondition for benefiting from that service;
if the mosquito abatement district has seen to its job, both those who pay taxes to
the district and those who don'’t will be free of mosquito bites.

There are two distinct components of public finance. The expenditure side of
budgeting should set the size of the public sector, establishing what is provided,
how it is provided, and who gets it. The revetue planning side, on the other hand, de-
ternines whose real income will be reduced to finance the provision of the budgeted
services. Although the total resources used must equal the total resources Hmwmmm
(including current revenues, borrowing, and, for national governments, the creation
of new money to spend), the profile of government expenditure does rot ordinarily
indicate how the cost of government should be distributed. In some instances—For
example, the Holland Tunnel that connects New York and New Jersey under the
Hudson River—it is feasibie to identify the direct beneficiaries of the public service
and to finance its provision through user charges, thus causing the operators of the
facility to be more like a private business than a government, but the range of public
services for which such financing would be practical is limited. {Charge financing
will be discussed in a later chapter.) More often than not, government services are
more like mosquito abatement than the Holland Tunnel, and revenue planning will
be distinct from decisions about spending.

Figure 2-1 shows how dcliars, resources, and public services logically flow from
the revenue system to the procurerment process to service delivery. The public pro-
curement process involves exchange transactions (purchase on the open market)
and, with few exceptions (eminent domain purchase of property and military dralt
being two), is economically (but possibly not politically) comparable to procurement
by private firms. The unique public-sector features of the fow involve revenue-
generation and service-delivery decisions, the concerns of the following chapters.
Governments devote much of their attention to the part of the budget process that
deals with expenditure and service-delivery processes; the next several chapters ex-
amine this part of the budget. Revenue planning is examined in later chapters.

The basic communication device of the process is the budget, a government’s
plan for operation translated into its financial implications. Governments prepare
budgets as a means for (1) elaborating executive-branch intentions, (2) providing
legislative-branch review and approval of those plans, (3) providing a control-and-
review structure for implementation of approved plans, and (4) providing a template
for external review of the legality of what the government has done with funds en-
trusted to it As will be discussed in a later chapter, the budget—by explicitly spelling

"'Only appropriation and historical reports of spending and revenue are mentioned in the U.S. Constitu-
tien, Article [, Section 9(7}: “No money shall be drawn from the Treasury, but in consequence of appro-
priations made by law; arid a regular statement and account of the receipts and expenditures of all public
money shall be published from time to time.”

49
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Figure 2-1
Service Delivery and Revenue Systems as Separate Planning Processes’

. . Resources to Means of Financing
Services to Public Provide Services Resource Purchase
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Owners Sector
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by Purchase
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out provisions for spending and idencifying responsibility for all money to be spent—
provides the first and most critical defense against public corruption. Governments
can also use the budget to communicate their program intentions for the future to the
public, although not enough governments think of the budget in such terms and the
public is not accustomed to looking at budgets at all.? At the minimum, the budget
includes the expenditure plan, the plan for raising revenue to cover that spending, and
the plan for managing any difference between revenue and expenditure. But public
budgets are almost always considerably more than that minimum.

Budget Classification, Structure, and Presentation Years

The expenditure side of government budgets deals with plans in terms of spend-
ing money to deliver services to the public. Logically, the agency develops plans
to provide services and estimates the cost of purchasing the resources necessary to
execute those plans. In that respect, government operations are similar to those of
private business: resources are acquired and used to deliver a valued output. The
public agency’s budget is its business plan for the next year, subject to the approval
of certain representatives of the people.

The information in that plan can be organized in various ways to facilitate pol-
icy formulation, resource allocation, fiscal discipline, and compliance with the [aw.
Three fundamental categarizations are:

1. Administrative. An identification of the entity that is responsible for man-
agement of the public funds and for provision of public services with those
funds. In other words, the budget would be classified according to funds to

PRecent budgets of the .S government have been reformulated so that the main volume is intended as
a communication device, with colors, pictures, and charts, It is not clear that the public has paid much at-
tention, hawever, and not many budget analysts ace particulatly impressed. Perhaps governments should
embed YouTube videos in their presentations to draw more attention. Beeause budgets of many govern-
ments are now posted on websites, such videos would be entirely possible. Mayors could introduce their
budgets with a nice song-and-dance routine.

the police department, the fire department, and so on in the city government.
This classification is critical for identification of responsibility and for ongo-
ing execution of the budget.

2. Economic. An identification of the type of expenditure—compensation of
employees, utilities to be purchased, supplies, and so on. This classification
is also called line item (the items in a purchase list) or object of expenditure.
This represents something like a shopping list for the government.

3. Functional. An identification of spending according to the intended pur-
poses and objectives of the government. This classification organizes govern-
ment operations into their broad purposes (like education or national defense)
without regard for the entity responsible for the resources, It is 2 classifica-
tion particularly suitable for fundamental resource allocation choices.

The three classifications are independent of each other, and many governments
maintain all three ir. an effort to provide for full transparency of finances.

The most basic (and most traditional) classification is economic or line itemn,
with its focus on inputs to the flow of service provision, that is, on the resources—
labor, equipment, supplies, and the like—purchased by the government in the
course of responding to the demand for service with organization according to ad-
ministrative unit for control and responsibility. The budget approved for the fire
department of the city of Tempe, Arizona, for 2011-2012 illustrates that classifica-
tion (Figure 2-2; only a portion of the department budget is shown in the figure) and
provides an excellent starting point for understanding how budgets are presented.!®
The 2009/2010 column reports the most recent budget execution, the 2010/2011
budget column represents the budget planned to be executed when the budget for
that year was adopted, the 2010/2011 revised column reports how budget execution
is proceeding (some categories have had to be increased, either by internal transfers
or by more money being approved by the legislative body), and the 2011/2012 col-
umn represents the program plan for the upcoming fiscal year. The budget items are
for expenditures to be made (purchases) by the department. This format is the basic
structure for budget development in that it is the template an agency would use for
estimating the cost of carrying out its plan for service. :

The budget in Figure 2-2 demonstrates some important features. First, govern-
ments develop complete object-classification structures for use across all agencies,
but not ail agencies will make purchases in all object classes each year. (For instance,
this department intends no purchase of landscaping supplies in some years.) The
classification systems will not be the same in different governments, but it is im-
portant that consistent classification be used within a single government for tests
across agencies and for meaningful aggregation of objects. Second, this display is for
the fire department. There will be a similar budget component for each administra-
tive agency of the city. Budgets to agencies provide a mechanism for contral and
responsibility in the process. Administrators of the fire department are responsible

BTempe also prepares its budget using other budget classification systems, to facilitate presentation
of what the administration intends o do and to make analysis and deliberation about the budget more
productive. Presentation of multiple classifications is typical for well-run budget processes.
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Figure 2-2
A Portion of the City of Tempe, Arizona, Line-Item Budget for the Fire Department, 2011-2012
Fire 9/10 10/11 10/11 11/12
Actual Budget Revised Budget
6010 Salaries 12,483,574 13,054,689 12,213,343 13,729,779
6011 Wages 38,789 44,410 76,288 44,581
6012 Overtime 1,511,084 1,520,733 1,544,456 1,621,930
6013 Vacation Pay 759,257 0 808,771 0
6014 Sick Pay 530,400 0 341,157 0
6015 Holiday Pay 686,005 677,351 774,297 815,548
6017 Bilingual Pay 16,911 16,802 15,600 21,812
6020 Event/Reimbursement-Labor -165,217 0 ¢ 0
Salary & Wages 15,861,804 15,313,985 15,778,912 16,233,650
6120 Fica Taxes 311,937 404,624 295,803 354,219
6121 Arizona State Retirement 165,487 183,071 162,972 191,420
6123 Employee Health Insurance 2,801,302 2,094,547 2,068,373 2,185,274
6124  Pub. Safety Retirement-Fire 2,460,181 2,585,188 2,413,021 2,900,986
6126 Long-Term Disability 7,529 0 0 0
6127 Mediflex Reimbursed Expense 22,684 37,744 30,812 36,731
6133 Public Safety Cancer Insurance 15,300 15,359 11,300 11,343
6136 IRA Expense- DROP Participants 432,258 420,737 497,646 574,610
6157 Deferred Comp Employer Match 0 2,715 2,600 0
6138 Retiree HRA Contribution 200,445 ¢ 1} 0
6141 Vehicle Allowance Prts 5,000 0 0 4]
Fringe Benefits ‘ 8,412,622 5,743,585 5,482,527 6,254,583
6201 General Office Supplies 5,190 8,000 6,000 8,000
6305 Uniform Allowance 205,267 251,422 146,422 146,422
6309  Batteries 11,457 5,000 7,000 7,000
6310 Chermical Supplies 9,353 5,500 5,300 5,500
6315  Landscaping Supplies -20 0 0 0
6339 Hazardous Material Supplies 19,643 15,000 15,000 15,000
6340 Gasoline + Diese! Fuels 598 500 500 500
6342 Oil + Lubricants 8,948 6,500 7,500 7,900
6344 Propane Gas 232 0 i 0
6350  Hand Tools 3,002 4,038 4,038 4,038
6351 Minor Equipment 8,417 6,000 6,000 3,200
6352 Mechanic Tool Allowance 1,000 1,000 1,000 1,000
6356  Shop Supplies 4,097 3,500 4,500 4,500
6360  Traffic Control Materials ] 750 750 750
6366 Paint, Thinner, Etc. 33 0 101 0
6370 Printing + Copier Supplies 5,202 6,500 6,000 6,000
6401 Building Materials 59 500 500 300
6410 Motor Vehicle Parts 65,404 75,000 65,000 70,000
6415 Communication Equip Part 122 700 700 700
6416 Comm. Parts - Telephene 0 700 700 700
6420 Operating + Maint. Supplies 37,085 42,500 41,000 41,500
6421 SCBA Parts + Supplies 9,555 15,490 17,000 15,490
6422 Fire Hese + Nozzle 15,699 21,755 0 21,755

(continues)
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6423 Emergency Preparedness -611 1,300 0 1,300
6424 Technical Reseue Team Supplies 10,028 9,000 10,000 9,000
6505 Books + Publications 1,293 6,500 6,500 6,000
6513 First Aid Supplies 97,026 75,000 67,000 75,000
6514 Awards + Recognition 6,433 1,000 1,000 1,000
6552 Other Equipment + Supplies 0 10,500 19,500 9,500
6556 Unrealized Discounts 1 0 0 0
6599 Miscellaneous Supplies 23,008 16,776 16,776 16,776

Materials & Supplies 547,472 391,431 446,987 481,351

(other abject classes follow)

SOURCE: City of Tempe, Arizona, 2001-2012 Budget for the Fire Department.

for this appropriated money. Third, the budget display includes information for the
upcoming budget year (the plan). But it also includes comparable information for the
current year—in this instance, both the initially budgeted amounts and the amounts
revised to reflect likely actual execution—and for the most recently completed bud-
get year. This presentation of these years provides a basis for the analyst (or for
an inquisitive member of the general public) to get an idea of what changes might
be in store for the city in the nexc year. Multiyear presentations are standard for
government budgets. Unfortunately, nonprofit organizations frequently submit only
single-year budgets to their boards to get approval of plans. It is not clear what these
boards are supposed to do with only a single year. Possibly check the math?
The years appearing in a budget logically are these:

1. The budget year. The document focuses on the budget year, 2011/2012 in
this example. These numbers reflect what the agency plans for operations,
what it has requested for approval by various stages of review, and what
resources will be required for the execution of these plans. These columns are
the action items for consideration and legislative approval and, once enacted
into law, become the template against which the agency will be held respon-
sible. Some executive budgets will report what the agency requested initially,
along with the amount recommended by the executive; this one does not.

2. The progress-report year. The budget for 2011/2012 will have been con-
sidered during the 2010/2011 budget year. The 2010/2011 columns in this
budget report what was budgeted for that year and what the actual result
is likely to be for the current year. (Frequently, only the likely result for the
current year is reported; the figures initially adopted are not reported.) Some
budgets, particularly those developed in executive and legislative reviews,
also report the amount and percentage of any difference between progress-
year and budget-year amounts. This one does not, but you carn: be certain
that those changes were checked by those reviewing the budget.

3. The final-report year. This column reports the fiscal figures for the most
recently completed fiscal year, 2009/2010 in this illustration. These figures
provide a standard for comparison.
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4. Out years. Some budgets (but not the one in Figure 2-2) also carry Eigures
for out years, or years beyond the budget year in the request cycle. Some
governments prepare a multiyear financial framework with budget esti-
mates for from three to five years into the Future so that a longer perspective
on finances is possible. However, these out years are not part of the basic
budget appropriations.

The federal government has recently used a budget year plus four years in exec-
utive budget summary presentations.'* However, the Obama administration’s first
budget framework, A New Era of Responsibility, Renewing America’s Promise, returned
to a ten-year horizon in its budget summaries, a horizon that was used in presiden-
tial budgets from 1997 through 2002. The longer horizon reflects a concern with
future implications of fiscal decisions, even though specific actions on those future
figures seldom will be taken in that particular cycle. Nor should those fiscal choices
be locked in early; priorities, needs, and fiscal circumstances may well change. The
earliest multiyear presidential budget presentations date from the Reagan adminis-
tration. Skeptics suggest that these were developed in order that control over the
federal deficit could be shown eventually, although the deficit reductions were only
in years at considerable distance from anything actually proposed in the budget.
Later Obama budgets provide a five-year horizon.

Budget classification in functional form provides the same budget proposal as an
administrative presentation, but it organizes the information to highlight resource al-
location choices as opposed to highlighting the entities that are to be responsible for
the funds. Table 2-3 illustrates the point with information from the federal budget.
Federal outlays are organized according to function in the left side of the table and ac-
cording to administrative department in the right. Total spending for both sides of the
table is the same, just organized differently. The Functional classification identifies
spending for provision of a particular service or purpose category, without regard for
the responsible entity. So spending to provide service for support of natural resources
and the environment is considerably different from spending by the Environmental
Protection Agency because a number of agencies are involved in supporting services
for natural resources and the environment. And so it is with each function and for
most agencies—several agencies contribute to the functions and single agencies are
contributing toward multiple functions. The functional classification gives a view of
fundamental resource allocations to deal with the array of public problems.!®

Altemative classifications of budgets, including the strengths and weaknesses of
each classification, will be discussed in greater detail in later chapters. However, behind
any budget classification lurks some “grocery list” of inputs that will be needed for the
service plan regardless of the vision or strategy for providing services that has produced

Y1 the middle of 1996, the Congressional Budget Office started doing ten-year budget estimates. Nobody
but politicians and the media took these seriously, particularly the more distant years of the estimating
harizon. It is hard enough to get reasonakle estimates for the five years required in laws establishing
budget procedures. Rudolph G. Penner, "Dealing with Uncertain Budget Forecasts,” Public Budgeting &
Finance 22 (Spring 2002): 1-18. :

15The federal budget provides the standard multiple years for both administrative and functional classifi-
cations. They are not included in the table because of space limitations.

thar plan. ?mn. as a cook has to decide whether to bake cherry pies or angel focd cakes
_u.mmoR preparnng a grocery list (the inputs), a government executive needs to have a ser-
vice plan before creating the list of inputs to be purchased. And both the cook and the
government executive will eventually need a grocery list to camry out the plan, Hence
the input classification is the most basic and durable format of all. In many small mo.amb
ments and nonprofit organizations, it is the only classification structure for the budget.®

Functions of the Budget Process

Oo,wm.BSmEm exist to provide services. The budget process provides a time for
decisions about the services desired by the public and the options available to the
government for providing these services. A traditional expectation is that properly
.@ommcbm budget processes act to constrain government and to prevent public offi-
cials m.on.u stealing. Indeed, public budgeting in the United States developed first at
M% MMMUHW@&_ME\_& _”M prevent thievery, pure and simple. Budgets should do that,
should also do mo i i i

sl ﬁ_pmmw\ appropriate role in MM%MMMM MHM%mMﬂNMNMmMMMMHWM Mmmm ocmgmﬂﬁm o

leir a; m by businesses
mb&. individuals through choices made in the democratic process and that resources
available to government are reasonably used. The process allocates rescurces among
government activities and between government and private use. The great struggle
that the budget process contains is between “needs” and *availability.” On the coPm
hand, the resources available to the govemment are limited by economic conditions
and the extent to which the government is willing to apply its fiscal authority to draw
revenue from the private economy.-On the other hand, agencies and departments of
moﬁE.ann.Wmﬁ commitments and opportunities to deliver services to the citizenry
h.obm-nmnw fiscal sustainabilicy—the ability of the government to maintain its ovmﬂ.m..
tions on behalf of the public without deterioration of services or dramatic increases in
taxation—requires that actual spending be within resource availability. That means
continuing tension because opportunities for service always exceed resource avail-
w_u.EQ.Hu.rm budget process has to work that out as part of the agenda for sustain-
ability.”” Budget presentaticns that extend several years into the future, well beyond
the term of current budget proposals, are primarily documents for mmnmmmcmﬁmmbmwﬁﬂ%
and are usually designed to present the fiscal profile that is shown in the presentation.

1
nm.ﬂﬂmn_ Mwnﬂp@_wmﬂ%m:mm” MWNMWMM: nm“mﬂﬂnmwﬂmnna&nm by cost centers within each department, so that it
performance information. Its &mmmu.mnmﬁ%: MMHMM%M ﬂﬂm__mmupmmmmnm..nr% m__m_u.rn. _mnm e e !
i ommance vond the traditional budget presented here for
wo?ww%.m %mmm.mmmcwﬂm annm;mn_mérmw are .nmzm.n.m medivin term mp._cei__.::n frameworks (MTEFs) in an effort
PN s ) mmmm s mmu availability cver a three- to five-year horizon. The MTEF involves
o Jpraent of 2 & nw._ ‘ ocﬁm m o:m e central budget office or Ministry of Finance} resource constraint
delbvorimg et mnnonma.mo n.m a bottom-up .EdB the wmﬁ._n_mm.v estimaton of the medium-term cost of
Eammen oy orioes ace ng to current policies, and a reconciliation against government priorities. The
rk feeds intothe annual budget process to give better responsiveness to national priorities and
some greater predictability of funding to agencies. F mb
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Table 2-3
Federal Outlays by Function and by Administrative Organization, Fiscal 2010
Superfunction Department
and Function $ million or Cther Unit $ million
National Defense 693,586 Legislative Branch 2,839
Human Resources 2,385,731 Judicial Branch 7,181
Education, Training, 127,710 Department of Agriculture 129, 460
Employment, and Department of Commerce 13,236
Social Services Department of Delense—
Health 869,054 Military Programs
Medicare 451,636 Department of Education 666, 715
Income Security 622,210 Department of Energy 92,858
Social Security 706,737 Department of Health 30,778
Veterans Benefits 108,384 and Human Services 854,059
and Services Departmert of Home
Physical Resources 88,753 and Security 44,457
Energy 11,613 Department of Housing
Natural Resources and Urban Development 60,141
and Environment 43,662 Department of the Interior 13,164
Commerce and mocﬂ.bm —82,298 Department of Justice 29,556
Credir
Transportation 91,972 Department of Labor 173,053
Community and Regional 23,804 Department of State 23,802
Development: Department of Transportation 77,750
Net Interest 196,194 Department of the Treasury 444,338
Other Functions 174,065 Department of Veterans 108,274
International Affairs 45,195 Alfairs
General Science, Space, 31,047 Corps of Engineers-Civil Works 9,876
and Technology Other Defense Civil Programs 54,082
Agriculture 21,356 Environmental Protection Agency 11,007
Administration of Justice 53,436 Executive Office of the President 582
General Government 23,031 General Services Administration 861
Allowances International Assistance Programs 20,041
Undistributed —82,116.0 National Aeronautics and Space
Offsetting Receipts Administration 18,906
Total Federal Outlays 3, 456,213.0 National Science Foundation 6,719
Office of Personnel Management 69,915
Small Business Administration 6,128

{continues)
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Table 2-3

(continued)

Superfuncdon Department

and Function % million or Other Unit $ million
Social Security Administration 70,758
(On-Budget}
Secial Security Administration 683,420
(Off-Budget)
Other Independent Agencies 7,507
(Cn-Budges)
Other Independent Agencies 4,700
(Of-Budget)
Allowances .
Undistributed Offsetting 267,886
Receipts
Tetal outlays 3,436,213

SOURCE: Office of Management and Budget, Budget of the Government of the United States, Fiseal 2012 (Washington,
D.C.: GMB 2011)

Public financial managers expect budget procedures to (1) provide a framework
for fiscal discipline and control, (2) facilitate allocation of government resources to-
ward uses of highest strategic priority, and (3) encourage efficient and effective use
of resources by public agencies as they implement public programs.'® They also
expect budget procedures to be the primary mechanisms for creating transparency
in the fiscal operations of the government. The procedures work through budget
planning and development, budget deliberations, budget execution, and audit, The
processes of analysis and management apply equally to government and nonprofit
organizations, although they are usually more highly developed and more routine
in governments.

1. Fiscal discipline and control. The expenditure-control function in bud-
geting involves restraining expenditures to the limits of available finance,
ensuring that enacted budgets are executed and that financial reports are
accurate, and preserving the legality of agency expenditures. The con-
trol function—making sure that expenditures agree with the legal intent
of the legislature—helps develop information for cost estimates used in

BPublic Expenditure Managentent Handbook (Washington, D.C.: The World Bank, 1998), 17.
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preparation of future budgets and preserve audit trails after budget years
are over."” Much of the control comes from within the spending unit, to
ensure that funds are being spent within legal intentions because it is better
to prevent misuse than to try to punish it after it has occurred. A post-ex-
penditure audit is external to unit administration. Budgeting and appropri-
ating given dollar amounts to purchase given quantities of goods or services
simplifies the fundamental externa! audit question: Do financial starements
of the agency tell the truth, is the agency sufficiently protective of pubiic
resources, and did the agency use the resources provided it in the intended
way¢ [f the appropriation was for the purchase of 10 tons of gravel, was
that gravel actually purchased and delivered in a responsible manner, was
the gravel adequately protected while it was in the agency’s hands, and do
the agency’s financial reports accurately reflect the gravel transactiond

One of the great challenges of creating a more responsive government
may involve restructuring the notion of control away from inputs purchased
toward services provided. Unfortunately, the definition of accountability in
government has remained relatively constant over the past fifty years: “limit
bureaucratic discretion through compliance with tightly drawn rules and reg-
ulations.” If government is to be flexible, responsive, and innovative, nar-
row control and accountability to the legislature and within the operating
agencies almost certainly must change from internal operations to external
results.

2. Response to strategic priorities. The budget process should work to de-
liver financing to the programs and projects that are of greatest current im-
portance to the citizenry. Governments face many fruitful opportunities for
providing useful services. Their resources are limited, so they must choose
among useful options, recognizing that their choices both influence and must
be influenced by community, state, and national environments. They should
not have to work around legal or administrative constraints that protect cer-
tain activities without regard for their relative importance. All resources con-
trolled by the government should be available to respond to the legitimate
demands of the country; the competition for those scarce resources ought to
be balanced among the alternatives, with the final decision about how the
funds are used driven by the retumn from the competing uses, not barriers that
hinder allocation of those funds. This is difficult for politicians and interest
groups—both have an innate tendency to want to tie the hands of future gen-
erations with what they believe to be timelessly good ideas. Making sure that
fire department horses had access to hay and water was critical in the nine-
teenth century; it isn’t an issue today. Permanent dedication of certain shares

®An audit trail is a sequence of documents—invoices, receipts, canceled checks, and sc forth-—that al-
lows an cutside cbserver to trace transactions involving appropriated money: when the money was spent
and who received it, when purchases were delivered and what price was paid, and how the purchases
were cared for and used.

®Paui C, Light, Monitoring Governent: Tespectors General and the Search for Accountabifity (\Washington, D.C.:
Brookings Institution, 1993), 12.
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of a tax source to provision of particular services, called tax earmarking, is
popular with lawmakers, but represents an effort to tie the hands of Future
governments, thus inhibiting the prospects of response to strategic priorities.

3. Efficient implementation of the budget. Budgets also serve as a tool to
increase managerial control of operating units and to improve efficiency in
agency operations. This function focuses on government performance and
utilization of resources the unit has acquired with funds made available to
it. The important concern is the relationship between the resources used and
the public services performed by the unit. The public budget—as in a private
business plan—serves as the control device for the government and identifies
operational efficiency. For this purpose, the agency must consider what mea-
surable activities it performs, an often difficult, but seldom impossible, task.
The process should induce agencies to economize in their operations, identify
the services of greatest importance to the populations they serve, choose best
available technologies and strategies for delivering those services, and respond
quickly when service demands or operating conditions change. Simple hus-
bandry of inputs or resources purchased by the agency is important, but is not
enough. Not spending funds made available to the agency in its approved bud-
get is not praiseworthy if the agency has also failed to provide desired public
services. And it certainly is not praiseworthy if other agencies have pressing
service demands that budget limitations have prevented them from meeting,

Deliveting Those Budget Process Functions

The budget process should enforce aggregate fiscal discipline, facilitate allocation of
government resources to areas of greatest current public priority, and encourage ef-
ficient agency operations. Some process features that help to realize those promises
are (1) realistic forecasts of receipts and other data useful for development of Bud-
gets; (2) comprehensive and complete application of the budget systemn to all parts
of the government; (3) transparency and accountability as the budget is developed,
approved, and executed; (4) hard and enforced constraints on resources provided to
agencies, but with considerabie flexibility in how agencies may use these resources
in service delivery; (5) use of objective performance criteria for agency and govern-
ment accountability; (6) reconeiliation between planned and executed budgets; and
(7) capable and fairly compensated government officials to prevent susceptibility to
corruption.®! It is expected that the budget will be authoritative, in the sense that
spending will occur only according to the budget law, and that records will be ac-
curate with recording of actual transactions and flows.

The budget should also be forward locking, in the sense that, while being pre-
pared and adopted for the short fiscal period of only a single year or two, it sets

*Ed Campos and Sanjay Pradhan, The Inipact of Budgetary Institutions on Expenditure Outcomes: Binding Gov-
ernients to Fiscal Perforiuance, Working Papers Series (Washington, D.C.: The World Bank, Policy Research
Department, 1996).
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the stage for years in the future. Therefore, the public is best served if the budget
is formulated within a medium-term economic framework of four or five years, so
that the chances of fiscal sustainability will be improved. That doesn’t mean that the
budget should be adopted for four or five years at a time.”? Indeed, the expectations
of the budget process are better served if the budget is adopted on an annual basis
for better fiscal discipline and responsiveness to changed conditions. It does mean
that an effort should be made to track the implications of fiscal decisions made in the
current budget process into the medium term as a way to provide better guidance
for decisions being made now.

Overarching all the budget process, all budget procedures, and all budget docu-
ments is a concern with fiscal transparency. This interest is inherent in democratic
governance: If the public cannot see what the government has done, is doing, and
intends to do, how can it give its informed consent to that government? Fiscal trans-
parency requires that the general public, analysts, and the media have easy access to
information about service delivery, financing arrangements, debt management, and
the other elements that explain what is going on. Transparency does not mean pic-
tures and pie charts in the budget document, but it does mean provision of accessible
information about operations, achievements, and intentions. And it does not mean a
data storm of discrete operating details, provided en masse in an arcane data format
when inquiries are made by analysts, researchers, or the media. Closing the informa-
tion door, responding to legitimate information requests in an unhelpful way, and
presenting heroic pictures rather than operational information are inconsistent with
public transparency and with democratic governance, It is, indeed, appropriate for
government officials to believe that someone is watching them closely. After all, it
isn't their money that they are spending, and they aren't operating programs accord-
ing to their own tastes and preferences. It is the public’s business, not theirs.

The Budget Cycle

Recurring (and overlapping) events in the budgeting and spending process constitute
the budget cycle. Although specific activities differ among governments, any govern-
ment that separates powers between the executive and legislative branches shows
many of the elements outlined here.” The four major stages of the cycle—executive
preparation, legislative consideratior, execution, and audit and evaluation—are con-
sidered in turn. The cycles are in fact linked across the years because the audic and
evaluation findings provide important data for preparation of future budgets. The
four phases recut, so at any time an operating agency is in different executive and

*’In 2008, the Duma of the Russian Federation passed an actual three-year budget covering 2009-2011, an
exception to the multiyear budgets that cffer only an advisory framework. Apparently, the budget had to
be abandened in 2009 because of political and economic developments.

PA parliamentary government would not neatly Fit this cycle because there is no separation between
executive and legislative branches. The city manager approach ta local government does not easily fit the
separation either,

i
i
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legislative roles. But the budget still must be prepared and adopted in phases of dif-
ferent budget years. Suppose an agency is on an October 1 to September 31 fiscal
year and it is March 2013. That agency would be in the execution phase of fscal
year 2018 (fiscal years are normally named after their end vear). It would likely be
in the legislative consideration phase of fiscal vear 2014, just at the beginning of
the executive preparation phase of fiscal year 2015, and in the audit and evaluation
phase of fiscal 2012 and prior years. Thus, the budget cycle is both continuous and
averlapping, as Figure 2-3 illustrates.

The federal fiscal year begins in October; many local governments have fiscal
years beginning in January; all state governments except Alabama, Michigan, New
Yotk, and Texas stare fiscal years in July, The fiscal year in Alabama and Michigan
starts in October, New York has an April start, and Texas's is in Septemnber.

Executive Preparation

Several separate and distinet steps constitute the executive preparation phase. At
the start of the preparation phase, the chief executive instructs all deparitments and
units of government to prepare their agency requests. These instructions (sometimes
labeled the “calf for estimates”) include (1) a timetable for budget submissions, (2) in-
structions for developing requests, (3) indication of what funds are likely to be avail-
able (either in the form of an agency ceiling or in terms of a percentage increase}, and
(4) overall priority directions from the executive. The federal instructions, Circular
A-11 revised annually, appear on the Office of Management and Budget website for
all to see. Many states also place their instructions on their budget agency’s website.
The instructions may also, but not necessarily, provide forecasts of certain operat-
ing conditions for the fiscal year, including things like input price increases, service

Figure 2-3
Phases of a Budget Cycle
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population trends, and so on, with an eye toward making sure that all agencies work
with the same basic data, An important element in developing the instructions is a
forecast of the economic climate and what it means in terms of revenue and expen-
diture claims on the government. A forecast of difficult econamic conditions and
limnited revenue growth usually means instructions with limited prospects for the
expansion of existing programs or the development of new programs, and possibly
instructions to reduce spending.

The agency request builds on an agency plan for service in an upcoming year
(the agency response to public demands for service) and an agency forecast of con-
ditions in the upcoming year (the group of conditions influencing the agency, but
not subject to agency control). These forecasts ought to be best estimates of condi-

. tions in the future. They are not necessarily projections, ot simple extensions, of

current conditions into the future. And the request is definitely not a forecast or
projection of agency spending. For example, a state highway department request for
snow-removal funds would involve a forecast of the number of snowy days and a
planned response for handling that snow. For any snow forecast, the agency budget
request will vary depending on how promptly the agency responds to snowfall (af-
ter trace snowfall, after 1 inch, after 3 inches, etc.), which roadways will be cleared
(arterial, secondary, residential, etc.), and so on. The forecast does not dictate the
request. Some agencies build their plans on inputs (the highway department bought
120 tons of road salt last year, so it will request about that amount for the budget
year); this approach makes changes in service-delivery methods and practices dif-
ficult and is a pretty good indicator that the agency isn't doing the taxpayers any fa-
vors. In sum, the public-service demands and operating conditions will be forecasts,
but the amount requested by the agency will reflect its planned response to those
forecast conditions. Different response plans will mean different budget requests.

An agency develops not only 4 cost estimate for providing the services it plans
to deliver, but also a narrative justification for the requests. The estimate and its
justification reflect the large number of program decisions the agency has made. The
chief executive’s budget office gathers the requests made by many operating agen-
cies and consolidates these requests. The budget office reviews budget requests for
consistency with the policies of the chief executive, for reasonable cost and logical
content, and for total consistency with spending directions. Often there are adrin-
Istrative hearings for reconciliation of an agency request and budget office adjust-
ments. Finally, the executive budget document is transmitted to the legislature for
its consideration. Law usually establishes the date of transmission to the legislature.

The budget documert, or executive budget, incorporates all agency requests
into a governmentwide request or plan. The requests by the agencies have been
accurnulated and aggregated according to the policy plan of the chief executive.
Some legislative bodies, including the U.S. Congress, propose their own alternative
budgets. Agency requests will almost always be reduced by the chief executive to
produce an overall executive plan. And, of course, the expectation is that the vision
or priorities of the chief executive will dominate the direction of the Fnal plan. As
is discussed later, the substantial changes made in agency requests before proposals
are seen by the legislature reflect differences in attitudes and service clienteles of the
agencies and the chief executive.
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The executive budget is a message of policy; the financial numbers on spending,
revenues, and deficits or surpluses are driven by those policies. Dall Forsythe, who
once served as New York State budget director, emphasizes the peint for governors
{and all chief executives): “If you cannot use the budget to state your goals and move
state government in the direction you advocate, you are not likely to make much
progress towards those goals.” For the budget process to meet its expectations,
the executive presentation for legislative deliberation should (1) be comprehensive
(i.e., cover all government revenues and expenditures), (2) be transparent (i.e., pres-
ent a clear trail from details to aggregate summaries of revenue and expenditure
so that the implications of policy proposals and operating assumptions are clear),
(3) establish accountability (i.e., clarify who will be responsible for funds, in what
amount, and for what purpose), (4) avoid revenue dedications (earmarks) or other
long-term commitments that could hinder response te new priorities or problems,
and (5) establish as clearly as possible for what public purpose {i.e., desired result,
not administrative input) the funds will be spent.

Legislative Consideration

Ina government with distinct legislative and executive branches, the budget document
is transrmitted to the legislature for debate and consideration. The legislature typically
splits that budget into as many parts as apprepriation bills will ultimately be passed
and submits those parts to legislative subcommittees. This consideration usually be-
gins with the lower house of a bicameral legislature. In subcommittes hearings, agen-
cies defend their budget requests, often calling attention to differences between their
initial request and what appears in‘the executive budget, After the lower house has
approved the appropriation, the upper house goes through a similar hearing process.
When both houses have approved appropriations, a conference committee from the
two houses prepares unified appropriation bills for final passage by both houses. The
bills are then submitted to the chief executive, Appropriation acts are the outcomne of
the legislative process. These laws provide funds for operating agencies to spend in a
specilied fashion in the budget year. The initial requests by the agency reflect the plans
of that agency; appropriation converts these plans (or portions of them) into law.

The chief executive normally must sign the appropriation bill before it becomes
law, and thus gives operating agencies financial resources to provide services, but
not all executives have the same options. Some executives may sign parts of the
bill, while rejecting others (called itens veto power); others must approve it all or reject
it all, thus returning the bill to the legislature. Most state governors have item veto
power, but the president does not. Some observers feel the item veto provides a
useful screening of projects that political clout, rather than merit, has inserted in the
appropriation bill. Others are skeptical about such power because of its possible use
for executive vendettas against selected groups, legislators, or agencies.

*Dall W, Forsythe, Meiros to the Goversior, An Jutroduction to State Budgeting (Washington, D.C.: Georgetown
University Press, 1997), 84-85.
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Execution

During execution, agencies carry out their approved budgets. Appropriations are
spent, and services are delivered. The approved budget becomes an important device
to monitor spending and service delivery. Although there are other important manage-
rial concerns during execution, spending must proceed in a ranner consistent with ap-
propriation laws. Law typically forbids {often with criminal sanctions) agencies from
spending more money than has been approprizted. The Anti-Deficiency Act of 1906
is the governing federal law; similar laws apply at state and local levels and in other
countries with well-developed fiscal systems. Spending less than the appropriation,
while a possible sign of efficient operation, may well mean that anticipated services
have not been delivered or that agency budget requests were needlessly high. Thus,
finance officers must constantly monitor the relationship between actual expenditures
and planned/approved expenditures (the appropriation) during the fiscal year. Failure
to spend the full appropriation is not necessarily a good achievement. Central budget
offices (the Office of Management and Budget for the federal government) normally
handle the monitoring and release of funds during execution of the budget. Most gov-
ernments have some pre-expenditure audit system to determine the validity of expen-
ditures within the appropriation and some controls to keep expenditures within actual
resources available. It is nermal that funds will be maintained in a single treasury ac-
count rather than being distributed among separate agency accounts.

Spending is the direct result of appropriations made to carry out the service
envisioned in the agency’s initial budget plan.”® However, because expenditures can
involve the purchase of resocurces for use both in the present and in the future, it
would generally be incorrect to expect the expenditure to equal the current cost of
providing government services. Some of the current expenditure will provide ser-
vices in later periods. (In simplest terms, part of the road salt purchased this year
may be used next year, but much of the difference between expenditure and service
cost will be caused by purchase of capital assets, such as buildings, trucks, comput-
ers, etc.) The cost of government would equal the amount of resources used, or con-
sumed, during the current period—some resources coming from expenditure in that
period and some from previous expenditures. Focus on expenditure thus renders an
inaccurate view of the cost of government. Figure 2-4 outlines the flow of transac-
tions and accompanying management information requirements between budget
authority and service cost: (1) budget anthorty provides funding (the appropriation
law approves agency Z's plan to publish an information bulletiny, (2) obfigation oc-
curs when an order is placed {agency Z orders paper from business A), (3) inventory
is recorded when material is delivered (business A delivers the paper tc agency Z),
(4) outlay cecurs when the bill is paid (agency Z pays for the paper), and (5) cost occurs
when the materials are used (agency Z prints an information bulletin on the paper).

"Some reference to the federal structure may help clarify. Budget authority—
provided through appropriation, borrowing authority, or contract authority-—
allows agencies to enter into commitments that will result in immediate or future

*Not all expenditure, however, results from appropriation. This complication is explained later.
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Figure 2-4
Financial Information for Management
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Year 2012, Buddget Concepts and Budyer Process 2012, p 127 (Washington, D.C.: U.S. Government Frinting Office, 2011), 127,

spending.”® Budget authority defines the upper limit for agency spending without ob-
taining additional authority. Figure 2-5 illustrates the relationship between budget
authority and outlays envisioned in the 2012 federal budget. The budget plans utlays
of $3,729 billion. Most of the outlays are based on proposals in this budget ($2,848 bil-
lion), but $880 billion (30.9 percent of the total) is based on unspent authority enacted
in prior years. Therefore, budget authority in a particular year differs from outlays for
the year; outlays may result from either present or previous budget authority.

24 . . . .
Borrowing authority PeImits an agency to borrow funds and to spend the proceeds for qualified pur-
poses. Contract authority allows zn agency to make obligations before appropriations have been passed.
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Operating agencies should have managerial flexibility in the use of funds, allowing
them to change the particular mix of inputs they purchase, so long as they can provide
the level of service to the public that was envisioned in the adopted budget. Agen-
cies almost certainly know more about new technologies, changes in prices of inputs
that could allow cost savings, and emerging problems than does the legislature or
the budget agency. Hence, [ocking agencies to the line-item details of the proposed
and adopted budget usually inhibits efficiency and innovation. Ideally, the operating
agency should be responsible for budget totals and agency results, not the details of
exactly how money was spent {within laws of theft and cotruption).

Aundit and Evaluation

An audit is an “examination of records, facilities, systems, and other evidence to dis-
cover or verify desired information.”” The audit seeks to discover deviations from
accepted standards and instances of illegality, inefficiency, irregularity, and ineffec-
tiveness early enough to take corrective action, to hold violators accountable, and to
take steps to prevent further losses. The audit may be internal (in other words, the
auditors are subordinate to the heads of the departments being audited) or external
(the auditors are outside the structure being audited and, for governments, are ul-
timately responsible to the citizenry). In general, the auditors verify the assertions
made by the audited entity. Information is documented on the basis of a sample of
transactions and other activities of the entity—a judgment about purchasing prac-
tices, for instance, is made from a review of a sample of transactions, not from an
examination of all invoices,

Post-expenditure audits determine compliance with appropriations and report
findings to the legislature (or to a judicial body if laws have been violated).® At
the federal level, the Government Accountability Office (GAQ), an agency of Con-
gress, supervises audits of agencies, although the actual auditing is typically done by
agency personnel.? States frequently have elected auditors or independent agencies
that audit state agencies and local governments. Local governments sometimes have
audits done by independent accounting firms as well as by government bodies, al-
though some such governments have not frequently had independent audits.

Government audits may be classified according to their objectives into two
types: financial and performance. Financial audits include financial statement au-
dits, which “determine (1) whether the financial staternents of an audited entity

FPeter F. Rousmaniere, Local Goverment Auditing—A Manual for Public Officials (New York: Council on
Municipal Performance, 1980), 83.

A pre-expenditure audit ascertains the legality or appropriateness of making payment. Such an analysis
often occurs, for instance, prior to the delivery of payroll checks.

#The internaticonal group cf audit bodies is the International QOrganization of Supreme Audit Institu-
tions (INTOSAI). This group establishes international principles of organization and cperation for these
supreme audit insticutions, The GAQ is the U.S. member.

¥Federal genera! revenue sharing required an audit at least once in three years for general-purpose gov-
eraments receiving such money. The aid program is long gone, but the zadition of regular audits Fortu-
nately continues.
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present fairly the financial position, results of operations, and cash flows or changes
in financial position in accordance with generally accepted accounting principles,
and (2) whether the entity has complied with laws and regulations for those trans-
actions and events that may have a material effect on the financial statements,”5!
and financial-related audits, which “include determining (1) whether financial
reports and related items, such as elements, accounts, or funds are faitly presented,
{2) whether financial information is presented in accordance with established or
stated criteria, and (3) whether the entity has adhered to specific financial com-
pliance requirements.™? These audits test financial records to determine whether
the funds were spent legally, receipts were properly recorded and controlled, and
financial records and statements are complete and reliable. They concentrate on es-
tablishing compliance with appropriation law and on determining whether financial
reports prepared by the operating agency are accurate and reliable. The financial
audic still must determine, however, whether there has been theft by government
employees or their confederates, although this part of the task should be minor be-
cause of protections created by controls within the agency (internal controls).

Performance audits similarly encompass two classes of audits: economy and
efficiency audits, which seek to determine “(1) whether the entity is acquiring, pro-
tecting, and using its resources (such as personnel, property, and space) economi-
cally and efficiently, (2} the causes of inefficiencies or uneconomical practices, and
(3) whether the entity has complied with laws and regulations concerning matters
of economy and efficiency,” and program audits, which examine “(1) the extent
to which the desired results or benefits established by the legislature or other au-
thorizing body are being achieved, (2) the effectiveness of organizations, programs,
activities, or functions, and (3) whether the entity has complied with faws and regu-
lations applicable to the program.”® Ecenomy and efficiency audits might consider
questions of procurement, safeguarding of resources, duplication of effort, use of
staff, efficiency of operating procedures, Imanagement to minimize cost of deliver-
ing appropriate quantity and quality of service, compliance with laws govemning use
of resources, and systems for measuring and reporting performance. Program au-
dits emphasize the extent to which desired results are being achieved, what factors
might inhibit satisfactory performance, whether there might be lower-cost alterna-
tives for obtaining the desired results, and whether there may be conflict or overlap
with other programs. Some states link performance audits with sunset reviews: “a
set schedule for legislative review of programs and agencies and an automatic termi-
nation of those programs and agencies unless affirmative legislative action is taken
to reauthorize them. Thus, the ‘sun sets’ on agencies and programs.”® States with
such legislation typically include a performance audit as part of the preparation for
action on agencies or programs eligible for termination.

Mmmﬂmmv Wmemam_ Accounting Office, Govermuen: Auditing Standards, 1998 rev. (Washington, D.C.: GPQ,
520bid., 2-2.

Tbidd, 3-8,

4 7bid.

% Advisory Cemmission en Intergovernmental Relations, “Sunset Legislation and Zero-Based Budgeting,”
Information Bulletivn, no. 76-5 {December 1976): 1.

*

67




68

Part Oue: Budgeting, Budget Structures, and Budget Reform

A simple example may illustrate the focus of each audit. Consider a state high-
way department appropriation to purchase road salt for snow and ice removal. A
financial audit would consider whether the agency had an appropriation for salt pur-
chased, whether salt purchased was actually delivered, whether approved practices
were followed in selecting a supplier, and whether agency reports showed the cor-
rect expenditure on salt. An efficiency and economy audit would consider whether the
salt inventory is adequately protected from the environment, whether the inventory
is adequate or excessive, and whether other methods of selecting a supplier would
lower the cost. A program audit would consider whether the prevailing level of win-
ter highway clearing is an appropriate use of community resources and whether
approaches other than spreading salt would be less costly to the COMmMuUDity.

When all audit work is completed, the budget cycle is complete for that fscal
year. [n a complementary fashion, the federal inspector-general system in 18 depart-
ments or agencies works within units to identify fraud, waste, or abuse under 1976
and 1978 legislation and reports findings to department or agency heads and, even-
tually, to Congress. The system has potential as an adjunct to the audits conducted
for Congress by the GAQ. ,

Government Accounting and Financial Reporting

Proper accounting and reporting practices make government finances more transparent
to constituencies, including public officials, the public, and the investment community.
They should improve accountability to the public, including allowing the public to see
whether current revenues are sufficient to cover current expenditares; they should
make it possible to evaluate the operating results of the government for the year, in-
cluding determining how financial resources are obtained and how they are spent;
and they should help with assessment of the level of services that the government can
afford to provide, including supplying information about the financial condition of the
govemment. Important topics in accounting for governments include accounting and
reporting standards, use of fund accounting, and the basis of accounting.

Standards

Independentauthorities or boards establish the standards (or rules) for accounting and
financial reporting; in the United States, the Financial Accounting Standards Board
(FASB) sets the standards for the private sector, and the Government Accounting
Standards Board (GASB) sets them for the public sector. Similar bodies do the work
in other countries. These standards establish the appropriate practices that the ac-
counting system will implement and allow any interested party to understand the
finances of the government and to make certain comparisons of finances across
governments. However, the accounts, even when prepared according to recognized
standards, are not statements of scientific validity, as anyone even slightly familiar
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with the Enron experience of rigged accounts that showed profitability as the com-
pany went bankrupt in 2001 will understand. At best, they seek fair representation,
not unassailable truth.

The accounting system allows the manager to assemble, analyze, and report
data for the essential work expected of the budget process. The data must be com-
plete, accurate, timely, and understandable for all public constituencies. The focus of
the system is on revenues and expenditures, on financial balances, and on financial
obligations of the government. The financial reporting system is expected to pro-
vide understandabiity (reports should be sensible to the general public as well as to
experts), reliability (reports should be comprehensive, verifiable, and without bias),
relevance (information provided should meet the needs of users), timeliness (reports
should be issued shortly after the close of the fiscal year), consistency (the basis
should be the same for all transactions and across fiscal years), and comparability
{it should be possible to compare reports across governments). The accounting sys-
tem is expected to provide the framework for financial control, but it is also expected
te be a ripe source of information for government decision makers and the public.

The full accounting system combines several elernents:

1. Source documents: These are the receipts, invoices, and other original
details of transactions.

2. Journals: These are chronological summary lists of al! transactions,

3. Ledgers: These are reports at varying levels of detail that present the balance
in any revenue, expenditure, or other account.

4. Procedures and controls: These are the forms and instructions for classify-
ing, recording, and reporting financial transactions in the source doctments,
journals, and ledgers.

-

Government accounting focuses on cash flows and improved transparency, con-
trol, and accountability to constituencies rather than the profit-and-loss emphasis of
private-sector accounting. This difference brings several normal practices in govern-
ment accounting:

1. Governments use fund accounting to permit compliance with legal restric-
tions on the use of revenue and to facilitate strong financial administration of
multiple government operations.

Debt is segregated. Bonds to be repaid from general financial resources of the

government are reported as obligations of the entire govérnment; bonds to

be repaid from specific funds (bonds issued to build a parking garage being
repaid through parking garage revenue, for instance) are reported as such.

3. The budget of a government is at the heart of its system of “checls and bal-
ances.” Demonstrating compliance with the adopted budget is & critical part
of the accounting and reporting process. In the private sector, budgets are
more in the order of an initial flexible plan, not an adopted appropriation
law. Nonprofit organization budgets are somewhere in between.

N

Governments have historically made little attempt to account for fixed assets
in their financial records. They built an infrastructure for the operations of general
government, but did not account for its condition in their financial records, That
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meant that any balance sheet of the government’s assets did not accurately portray

the true financial situation of the government. It did not reflect depreciation and
deferred maintenance of these critical assets. Accordingly, financial reports could
portray a misleading sense of the condition of the government: failure to maintain
infrastructure eventually adds to the costs of operation, can lead to more borrow-
ing than would be otherwise necessary, can cause previous capital investment to be
wasted if not adequately protected, can cause economic development in the com-
munity to be impeded because of low-quality government services, and misleads
about-the total cost of providing services. A GASB standard—GASB 34—now re-
quires larger governments to account for these infrastructure costs in their accounts,
and the standard will eventually extend to all governments.® The change is driven
by the effort to ensure that governments provide information about the full cost of
providing government services, something that the omission of a reflection of cost
from the existing infrastructure has prevented in the past. How critical this omission
might be is open to dispute: there is Jittle reason to know the “going concern” value
of a government because nobody is going to buy or sell it.

Funds

In private-sector accounting, a single set of accounts reports all material transac-
tions and details of financial condition. Government accounting, however, segre-
gates funds or accounts because there are legal restrictions on the use of government
revenues and on the purpeses of government expenditure. Mixing money prevents
a clear demonstration of compliance with restrictions. Therefore, distinct Funds
(“cookie jar accounts®) provide the necessary controls.

Governments prepare financial reports in & number of separate funds or ac-
counting entities that are expected to be self-balancing {equal credits and debits
across accounts). Generally accepted accounting principles (GAAP) define funds to
be interrelated accounts that record assets (revenues) and liabilities (expenditures/
obligations) related to a specific purpose. Municipal accounting divides funds into
three basic types: governmental funds, proprietary funds, and fiduciary funds, each
with subcategories.

1. Governmental Funds
a. General fund: general revenues to the government, including taxes, fines,
licenses, and fees. Most taxes and expenditures are in this fund. There is
only cne general fund.

A symposium in Public Budgeting &7 Finance analyzes several major implications of the new reporting
model produced by Statement 34; Robert S. Kravchuk and William R. Voorhees, “The New Governmen-
tal Finaneial Reporting Model under GSAB Statement No. 34: An Emphasis on Accountability™; Terry
K. Patton and David R. Bean, “The Why and How of the New Capital Asset Reperting Requirement”; Earl
R. Wilson and Susan C. Kattelus, “The Implications of GASB's New Reporting Model for Municipal Bond
Analysts and Managers?; John H. Engstrom and Donald E. Tidrick, “Audit Issues Related to GASE State-
ment Ne. 347 and James L. Chan, “The Impiications of GASB Stacement No. 34 for Public Budgeting,”
Public Budgeting & Finance 21 (Fall 2001),

b. Special revenue funds: account for operations of government that are sup-
ported by dedicated revenue sources—dedicated taxes, fees, or intergov-
ernmental assistance. Transportation trust funds are one example.

¢. Debt service funds: account for payment of interest and repayment of
principal due on long-term debt,

d. Capital projects funds: include resources used for construction and acqui-
sition of capital facilities or major capital equipment purchases. The fund
is dissolved when the project is completed.

e. Permanent funds: account for rescurces held in trust, where earnings, but
not principal, may be used for public purposes.

2. Proprietary Funds
a. Enterprise fund: includes the financial records of self-supporting opera-

tions, like water or sewer utilities. Accounts for business-type activities
of the entity, which are operated for the general benefit of the public, but
are expected to support themselves from their own revenue.

b. Internal service fund: includes the financing of goods or services pro-
vided by one agency or department to other agencies or departments of
the government on a cost-reimbursement basis, like the operations of a
motor vehicle maintenance department.

3. Fiduciary Funds: account for assets held by a government as & trustee for
others. Fiduciary funds include (1) pension Funds that are used to pay public
employees’ retirement benefits and {2) trust funds that are used to pay for
management of resources, and their use is usually tightly controlled.

In a mature fiscal system, an independent auditor prepares an evaluation of
government financial operations at.the end of the fiscal year. If the auditor renders
a so-called clean opinion, then the way that the government prepared its financial
report is considered to have been fair and accurate. Among other things, the audi-
tor's report requires that the agency’s statements be prepared according to GAAP,
Clean budget processes also bring all government operations together, regardiess
of the fund structure, in order to preserve the comprehensiveness of public finan-
cial decisions.

Accounting Basis: Cash or Accrual

The accounting basis—the method of matching revenues and expenditures over
time—may be cash (revenue posted when cash is received, expenditure posted when
cash payment is completed), full accrual (zevenue posted when earned, expenses
posted when good or service is used), or modified accrual (revenues posted in period
in which they are measurabie and available, expenditure posted when liability is
incurred). The traditional standard, cash accounting, records money inflows when
received and spending when money is disbursed, generally following the Hows of
the government checkbook. Those flows can substantially lag changes in the true
condition of the government, and capital assets (buildings, highways, etc.) require a
cash payment when they are acquired, but no purchase payments over their many
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years of useful life. GAAP requires 2 modified accrual basis for governmental ac-
counting, in which inflows are cailed revenues, not the receipts of cash accounting,
and outflows are called expenditures, rather than the disbursements of cash account-
ing. The revenue measure requires an estimate of taxes owed, but not yet paid; the
expenditure measure requires inclusion of purchases for which payment has not yet
been made. Expenditure is recorded when liability is recognized, generally meaning
when the good or service is delivered to the purchaser and normally well before any
check is written to pay for the purchase. GAAP also requires that individual gov-
emment operations expected to be self-supporting use full accrual accounting, the
method of the private sector. In full accrual, outflows, called expenses, are recorded
in the period in which benefit is received from the resource.¥

The accrual basis provides more information for decision makers and for man-
agers, particularly in regard to the distribution of cost over time, and is not suscep-
tible to end-of-year cash manipulations. It has the capacity to place costs properly in
the relevant period. Only a handful of national governments around the world pre-
pare financial statements on an accrual basis, although that is the evolving pattern
for American state and local governments, and even fewer provide for depreciation
of their capital assets in their accounts. The federal government does prepare the
Annual Financial Report of the United States Government and that is done on an accrual
basis, but it is not clear that the report matters much to either the public or govern-
ment decision makers. The cash basis controls flows of cash and does not distrib-
ute cost accurately to periods, but it is less complex than the accrual system and is
less subject to fundamental manipulation for impact on financial statements. As The
Economist summarizes, cash “is far harder to disguise or invent.”® Either system can
be functional, depending on the needs of the entity.®

Comprehensive Annual Financial Report (CAFR)

The CAFR is a general-purpose report produced to meet the information needs of
public officials, citizens, auditors, and investors. It is expected to be a publicly avail-
able document that encompasses all funds and accounts controlled by the govem-
ment entity. It is comprehensive in depth and breadth, reported in sufficient detail to
provide full disclosure, and inclusive of all funds and accounts. The report includes

¥ Accrual aceounting applies in the preparation of financial reports. Accrual concepts can also be applied
in the budget process. Accrual budgeting is used in some countries, including Australia, New Zealand,
the Netherlands, Switzerland, and the United Kingdem, and partly used in many more. M, Peter van der
Hoek, “From Cash to Accrual Budgeting and Accounting in the Public Sector: The Dutch Experience,”
Public Budgeting & Finatice 24 (Spring 2005): 32—45; and Jon R. Blondal, “Issues in Accrual Budgeting,”
OECD foursal on Budgetiug 4, no. 1 (2004): 103-15,

#Badly in Need of Repair,” The Econonrist 362 (May 4, 2002): 67.

¥A number of countries that moved to accrual accounting have recently become concemed by some lack
of transparency thus created, and others have delayed a move for similar reasons. Andy Wynne, "Accrual
Aceounting for the Public Sector—A Fad That Has Had Its Day$" Interiational Jounset! on Govermmeial
Fineucial Managenent 8 (2008):. 117-32. What makes sense for private businesses may not be transferrable
to governments,
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three sections: an introductory section that seeks to explain the structure of the gov-
emnment, the nature and scope of its activities, and the specific details of its legal
environment; a financial section that provides a comprehensive overview of the gov-
ermment’s operations and includes an independent auditor's report on the finances;
and a statistical section that provides details on government operations and its ma-
jor financial trends. The CAFR should provide a comprehensive and reliable single
source of information about the finances and structure of the government, with fi-
nancial data presented according to generally accepted accounting principles, so that
an external observer can understand the situztion of that government without having
to do additional research on definitions or context. This report gives a complete over-
view of finances, prepared according to GAAP, and is critically interesting to those
involved in public capital markets. In other words, people who might be loaning
money to the govemnment really want to know what the financial condition of the
government is, and the CAFR gives them the basic information they want to find out.

Budgets and Political Strategies
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Budget decisions, both spending and taxing, are intensely political. They do not spin
cut of an analytic “black box” programmed by purveyors of information rechnology
and program analysis. Presidents, governors, mayors, and other public executives
cannot ignore political forces when they develop their fiscal proposzls, and legisla-
tors certainly do not ignore these forces as they pass budget laws.* Understanding
the budget process is vital for shaping public policy, and so is the analysis necessary
to innovate and implement programs most likely to be in the public interest. But
budget proposals do need to be defivered and defended in a political environment:
truth and beauty alone will not save the day. Hence, an understanding of some stra-
tegic behavior is important for practitioners of the budget process. *

The Incrementalist Insight

The incrementalist concept holds that budgeting is mainly a process of political
strategy. It downplays the public-service-delivery attitude of models from public
finance economics and the attempts at rationality from policy analysis. As outlined
by Aaron Wildavsky and Naomi Caiden,

“Natural disasters are about as nenpolitical as can be—hurricanes and tomados, for example, are indiffer-
ent to the political affiliation of their victims. However, research shows that rates of disaster declazations
are higher in states of greater electoral importance, the rate of disaster declaration is higher in election
yeass than In nonelection years, and states with congressional representation on the committees with
oversight over the Federal Emergency Management Agency receive larger relief payments than states
lacking that voice, Even with natural disasters, spending is driven by politics. Molly D. Castelazo and
.D..Eﬂwm A. Garrett, “In the Rubble of Disaster, Politicians Find Economic Incentives,” The Regional Econo-
meist (July 2008): 20~11. This article summarizes several studies of disaster declarations and payments.
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The largest determining factor of this year’s budget is lasc year's. Most of each budget
is the product of previous decisions, The budget may be conceived of as an iceberg; by
far the largest part lies below the surface, outside the contro! of anyone. Many items
are standard, simply reenacted each year unless there is a special reason to challenge
them. Long-range commitments have been made, and this year's share is scooped out of
the total and included as part of the annual budget. ... At any one time, after past com-
mitments are paid for, a rather smali percentage—seldom larger than 30 percent, often
smaller than 5—is within the realm of anybody’s (including congressional and Budget
Bureau) discretion as a practical matter.

Budgeting is incremental, not comprehensive. The beginning of wisdom about an
agency budget is that it is akmost never actively reviewed as a whole every year, in the
sense of reconsidering the value of all existing programs as compared to all possible alter-
natives. Instead, it is based on last year’s budget with special attention to 2 narrow range
of increases or decreases. General agreement on past budgetary decisions cormbined with
vears of accumulated experience and specialization allow those who make the budget
to be concemned with relatively small increments to an existing base. Their attention is
focused on a small number of items over which the budgetary battle is fought. Political
reality, budget officials say, restricts attention to items they can do something about—a
few new programs and paossible cuts in old ones.#!

Dramatic changes in federal expenditure programs, beginning with the end of
the Cold War, the Republican Contract with America in the mid-1990s, the begin-
ning of wars in Iraq and Afghanistan, the Katrina hurricane disaster, the Great Re-
cession of 2007-2009, and other political and economic changes in the recent past,
have raised some questions about whether the federal budget process is as simple
as Wildavsky and Caiden claim. There have been dramatic fiscal changes within
extremely short time periods. But the facts remain that some policies—and resulting
expenditure and revenue implications—do remain in place over the years; that most
spending agencies at all levels of government do begin their new budget develop-
ment by considering their approved budgets and the changes that should be made to
them to adjust to new operating conditions; that budget comparisons in: central bud-
get offices, in legislative committees, and in the media are made between the pro-
posed and prior-year budgets; and that the most rational place to get insights about
the near future is from the immediate past. Information from looking at incremental
change—positive or negative, big or little—ought not to be ignored simply because
there have been major shifts in the direction of government spending, especially
federal. Looking at change is a tool, not a religion, after all Indeed, some states and
marny local governments build budgets from percentage increments to the historical
budget base (the prior-year budget) in. accord with some notion of fair shares to each
agency. In many administrative systems, the base is assumed when the next budget
cycle begins.” Of course, some local governments are so poorly staffed that they
really don't know how to do anything better.

*Aaron Wildavsky and Nacmi Caiden, The New Pofirics of the Budgetary Process, 3rd ed. (New York:
Longman, 1957), 45.

**What is certzinly incremental is tax law. For most major taxes, a tax code is adopted, and it remains in
effect until explicitly changed or repealed. Tax changes are made by amending the existing code rather
than by adopting a whole new tax. That is completely incremental,
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Roles, Visions, and Incentives

Service-delivery choices in the budget process involve several roles, each with dif-
ferent approaches and biases. Participants in the budget process recognize and ex-
pect those approaches and are aware of the errors, incentives, and organizational
blind spots inherent in each. The major attitude orientations are those of operating
agencies, the office of the chief executive, and the legislature. All participants in the
budget process seek to provide service to the public without waste. Each, however,
works from different perspectives, resulting in different incentives and different
practical definitions of that objective. A full understanding of the budget process
obviously requires recognition of those roles. .

1. Operating agencies. Operating agencies (e.g., the Fish and Wildlife Service,
the Department of Parks and Recreation, or Immigration and Customs Enforce-
ment) spend money for the delivery of government services, These agencies
focus on the clientele they serve. It is unreasonable to expect an agency to be
concerned with services provided by other agencies or to be interested in rela-
tive priorities among other agency services. The agency probably is not much
concerned with comparisons of service cost with service value. The agency
recognizes the value of services it provides to its clients and ordinarily tries
to increase those services regardless of overall budget conditions of the gov-
erament. There will be a virtually limitless expanse of service opportunities,
many of which go unfunded simply because other uses of public resources are
of higher priority to those making fiscal choices. Agencies, however, seldom
recognize those competing uses and often complain about their own lack of
resources. Large agencies have both operating people who have little direct
contact with the budget and budget people who have little direct contact with
service delivery. Both groups, however, can be expected to have essentially
the same point of view and clientele orientation. Operating agencies usually
have identifiable proponents in the legislature—particular people who support
the agency in hearings and in committee deliberations—but it is seldom ap-
propriate for the agency to make direct proactive contact with those people in
an effort to go around budget decisions made by the chiel executive. In most
situations, the operating agency is not responsibie for raising the revenue that
it spends for delivery of services and accordingly can be excused for regarding
those resources as free. Service to clientele is the principal focus,

2. Chief executive. The office of the chief executive, whether that of president,
govemor, mayor, or whatever, has budget specialists acting on its behalf. The
offices have different names (federal: Office of Management and Budget; state:
state budget agencies; etc.), but their function and role are the same regardless
of name and level. Analysts in that agency conform to the chief executive’s pri-
orities, not their own. The analysts pare down requests from operating agen-
cies until total spending is within available revenue. Reductions are typical
for items (1) not adequately justified, (2) not closely related to achieving the
agency’s objective, and (3) inconsistent with the chief executive’s priorities.
Whereas agencies have a clientele orientation, the chief executive {selected
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by the entire population) must balance the interests of the total population.
Thus, priorities for an individual agency should not be expected to coincide
with those of the chief executive because specific client-group priorities sel-
dom match those of the general public. The interests of Corn Beit farmers, for
instance, are not the same as those of the general population. And the chief ex-
ecutive is going to be responsible for raising revenue, so she is going to be do-
ing some balancing that simply is not part of the operating agency viewpoint.

3. Legislature. The priorities of elected representatives can be expected to fol-
low their constituents’ priorities. Representatives are concerned with prograrns
and projects serving the people who elect them. It is not reasonable to expect
representatives to consistently take an overall view of agencies or agencies’
programs. Representatives focus on a specific subset of the population, as is
the case for operating agencies. Representatives, however, are oriented to a
region rather than a specific client group. Most electoral regions do, of course,
contain numerous client groups. And there is a strange lack of cost sensitivity
here. Although legislatures will ultimately need to take the unpopular action of
paying for government programs with taxes, legislators lose track of cost when
arguing for delivering programs to their constituents—the benefits of the pro-
gram are primarily to people in the legislative district, while the costs are bome
by people throughout the state or nation. That diffused cost can make projects
that are nationally unattractive extremely popular to the locality.

Forsythe offers another guide for chief executives in understanding the budgetary
vision of legisiators: “assume that legislators will apply a simple calculus in reviewing
your budget proposals: they will want to take credit for spending increases and tax
cuts, and they will want to avoid blame for budget cuts and tax increases.” The rule
may not work all the time in every legislature—sometimes legislacors take an ideologi-
cal stand that all govemment is bad and happily cut spending—but ctherwise it is a
reasonable beginning assumption. It is particulazly difficult to find legislators in favor
of tax increases, especially of broad-based taxes that are not entwined in a complex
package, Fiscal responsibility in practice seldom resonates with the general public.

Strategies

Budget proposals must be champijoned within operating agencies to be included in
the agency request, within the administration for inclusion in the executive budget,
and within the legislature to receive appropriation. A number of strategies, defined
by Wildavsky and Caiden as “links between intentions and perceptions of budget
officials and the political system that both imposes restraints and creates opportini-
ties for them,” are regularly used in these processes at every level of government
and, indeed, in many different countries. They may also be considered devices for
marketing and communicating the agency position.

BForsythe, Aenss, 48,
HWildavsky and Caiden, New Politics, 57.
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Two strategies are always in use for the support of budget proposals. The first
is cultivation of an active clieitele For help in dealing with both the legislature and
the chief executive. The clientele may be those directly served (as with farmers in
a particular program provided by the Department of Agriculture) or those selling
services to the particular agency (such as highway contractors doing business with a
state deparement of highways). The best idea is to get the client groups to fight for
the agency without having the agency instigate the action when the chief executive
prepoeses the reduction; such instigation would look like insubordination, and the
agency might ultimately suffer for it. Agencies unable to develop and mobilize such
clientele find defending budget proposals difficult. The media can also deliver the
support indirectly, but only with some preparations; agencies normally get cover-
age because they have bungled something. A strategy can help: “Try to stay in
the news with interesting stories that do not put the agency in a bad light and that
help you maintain good relations with reporters. Then, when you come close to
budget time, you can give them press stories that show how well the agency has
done with limited resources, and how well its pifot programs are working. Unstated
is the premise that with a little more money you could do wonderful things and
that if you are cut the public-will lose valuable services.”*® The National Aetonai-
tics and Space Administration (NASA) is a master at using the media to deliver its
story through the budget process and serves as a model for any agency interested
in learning how the strategy is played. With the exception of some reporters for
the national papers of record—7Tle New York Times, Washington Post, and Wall Street
Journal, in particular—journalists are remarkably uninformed about government fi-
nances and are extremely susceptible to manipulation by interest groups and agen-
cies. Websites, including those offering blogs, are often more specialized, and their
wiiters may have great expertise, but they often have considerable political bias and
are subject to no editorial supervision, so they can be both valuable and dangerous.

A second ubiquitous strategy that an agency may use is developing confidence
in the agency among legislators and other government officials. To avoid being sur-
prised in legislative hearings or by requests for information, agency administrators
must show results in the reports they make and must tailor their message’s com-
plexity to their audience. All budget materials must clearly describe programs and

J5 .. . . . . are
IET 2 member of the media is itself involved as the agency, it becomes more interesting for mobiliz-

ing clientele. For example, in developing the fiscal 2006 appropriation bill for hezlth, education, and
laber programs, the House subcommittee proposed & reduction of about one-quarter of the funds for
the Corporation for Public Broadcasting and an end to zll funding within two years. Public radio and
television staticns mobilized their listeners to contact their congressional representatives in a blitz of an-
nouncements throughout the nation. The full House voted by a wide margin to restore the funds even as
other attractive programs in that bill—like community health care for the uninsured, literacy training for
Priscners, matemnity group-home funding, and so on—were being eliminated, The fifcy-seven programs
being terminated did not have the capacity to mobilize clientele like public broadcasting did regardless
of their probable vaiue to society. Shailagh Murray and Paul Farhi, “House Vote Spares Public Broadcast-
ing Funds,” Washingron Post, June 24, 2005, AS. A similar saga occurred in 2011 (Elizabeth Jensen, “Public
Broadcasting Faces New Threat in Federal Budget,” New York Thires, February 27, 2011), and listeners
were mobilized yet again.

Irene S. Rubin, “Strategies for the New Budgeting,” in Handbook of Public Adwiisistration, 2nd ed., ed.
James Perry (San Francisco: Jossey Bass, 1996), 286.
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intentions. Strategically, budget presenters must develop a small group of “ralking
points” that concisely portray their program. If results are not directly available,
agencies may report internal process activities, such as files managed or surveys
taken. Confidence is critical because, in the budget process, many elements of pro-
gram defense must derive from the judgments of the administrators, not hard evi-
dence. If confidence has been developed, those judgments will be trusted; if not,
those judgments will be suspect.

Contingent strategies depend on the budget circumstances, particularly whether
the discussion concerns (1) a reduction in agency progtams below the present level
of expenditures (the budget base), (2) an increase in the scope_of agency programs,
or (3} an expansion of agency programs to new areas. Some strategies seem strange
or even preposterous; they are used, however, and should be recognized because
the budget choices involved are vital parts of government action.*” It cannot be em-
phasized enough, however, that strategy and clever rhetoric alone are not sufficient;
they do not matter at all if the basics of the budget—its logic, justifications, math-
ematics, and internal consistency—are faulty.

Several strategies are applied as a program admiristrator responds to proposals
for reduction in base (if a program may be terminated or reduced from its existing
level of operation). These include the following:

1. Propose a study. Agency administrators argue that rash actions (such as
cutting their programs) should not be taken until all consequences have been
completely considered. A study would delay action, possibly long enough
for those proposing cuts to lose interest and certainly long enough for the
program administrator to develop other arguments for the program.

2. Cut the popular programs. The administrator responds to the proposed
reduction by cutting or eliminating programs with strong public support (or
at least releasing to the news media plans for such action). By proposing
that the school band or athletic programs be eliminated, for instance, the
administrator hopes to mobilize sufficient outcry to ensure no budger cuts.
The careful reviewer knows of other activides that are particularly ripe for
reduction, so that the political horrors painted by the administrator do not
dominate discussion.

3. Dire consequences. The administrator outlines the tragic events—shattered
lives of those served, supplier businesses closed, and so on—that would ac-
company the reductions. For instance, a zoo in Boston threatened to eutha-
nize its animals if it didn’t get more state funding.*®

4. All or nothing. Any reduction would make the program impossible, so it
might as well be eliminated.

“Important sources on strategy zre Aaron Wildavsky, The Politics of the Budgstary Process, 4th ed, (Boston:
Litde Brown, 1984), chap. 3; Robert N. Anthony and David W. Young, Management Coutrof in Nouprofit
Organizations, 4th ed. (Homewoad, IIl.; [rwin, 1988), 459-536; and Jerry MeCalfery, Budgeunaster (pri-
vately printed).

A«Z00 May Close, Euthanize Animals,” WCVB Boston, July 11, 2009 [http://www.thebostonchannel
-com/t/20021259/detail htmi].
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5. You pick. The administrator responds that all agency activities are so vital
that agency directors are unable to choose which would be reduced or elim-
inated if agency funds are cut. Therefore, those proposing the cut should
identify the targets, thereby clearly tracking the political blame for the cut
and hopefully scaring away the reduction. Anyene proposing a reduction for
an agency needs a definite package proposal, in case such a strategy unfolds.

6. We are the experts. The agency argues that it has expertise that the bud-
get cutter lacks. The reduction is shortsighted, based on ignorance, and thus
should not occur.

7. The Washington Monument. A time-honored strategy of program ad-
ministrators, when faced with budget problems like those associated with
having no budget approved at the start of a new Ffiscal year or with running
out of money in the midst of the fiscal year, is to respand with a dramatic
gesture. In other words, the federal National Park Service says that it will
close the Washington Monument, a popular tourist attraction, if the refevant
appropriation bill is not passed by Congress (that is how the ploy got its
name), or the local police department proclaims that it will no longer respond
to vehicle break-ins because its fuel budget is being exhausted.
Spread the bucks. If the suppliers to a program can be distributed across
enough legislative districts, the representatives of those districts can become
valuable guardians of the program, should any executive attempt to reduce
oreliminate the program. The most striking example of an application of
this strategy is the defense of the V-22 Osprey, a tiltrotor aircraft capable of
vertical takeoff and landing, as well as short takeoff and landing. It originated
in the early 1980s as an aircraft that had some capacities of both z helicopter
and a fixed-wing aircraf. The aircraft struggled with difficult development,
an embarrassing tendency to crash, failure to meet performance specifica-
tions, cost overruns, and a lurking suspicion that it added no actual capability
that the Defense Department needed or wanted very much. Administratipns
sought to terminate the program and defense secretaries tried to kill the
program—but it lived on. The prime contractor for the project had made
sure that subcontractors for the program were salted around key congres-
sional districts so that people in legislative power would be trusted to make
sure that the next piece of acquisition cost would be included in the adopted
appropriation.

&

Other strategies apply when the agency seeks to continue or augment opera-
tions of its existing program:

1. Round up. Rounding program estimates—workload, prices, costs, and the
like—upward to the next highest hundred, thousand, or million creates sub-
stantial slack when consistently done.

2. “If it don’t run, chrome it.” The budget presentation sparkles with data,
charts, graphs, glittering PowerPoint, and other state-of-the-art managem.ent
trappings. Much of the material may not relate directly to the decision at
hand, and the base data may not be particularly accurate, but the quality of
the show aims to overpower weak substance.
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Sprinkling. Budget items are slightly increased, either in hard-to-detect gen-
eral categories or across the board, after the basic request has been prepared.
The layer of excess is spread so thinly that it cannot be clearly identified as
padding. If enacted in full, the budget would allow the agency a significant
operating cushion. Such a practice may leave no traces; however, surpluses
might emerge during budget execution.

Numbers game. Agency administrators may discuss physical units—for ex-
ample, facilities operated, grants initiated, or acres maintained—rather than
the funds requested and spent. The intent is to divert attention From substan-
tially increased spending for each unit.

Workload and backlog. Administrators often base their request on greater
client demands or a backlog of unfilled requests. The argument is reasonable
if the workload measure is germane to the agency’s function, if the agency
is doing something that needs to be done, and if the backlogs are not simply
residuals of poor management of existing resources.

The accounting trap. Either side in the budget process may argue that a
proposed expenditure must be made (or is forbidden) because the accounting
system controls such transactions. The argument can be politically impor-
tant. However, accounting systers exist to help management implement
pelicy and to provide information for policy decisions. Policy cheices should
not be made difficult by the accounting system.

Programs and agencies develop an institutional momentum. Proposals for a
new program entail special challenges because the new program lacks any such mo-
mentum. Some budget processes even place new programs in a separate decision
structure that considers new programs only after available revenues have covered
all requests from existing activities. Other processes cause trouble for proposed pro-
grams simply because clients and constituents who could provide political support
have not yet developed. Some strategies are characteristic of the new proposal:

1.

&

Old stuff. Administrators may disguise new programs as simple extensions
or growth of existing operations. When the new operation has developed an
Insttutional foundation {(directors, clients, and political allies), it can be spun
off into an independent life, having been nurtured through early develop-
ment by existing agency operations.

Foot-in-the-door financing. A project starts with a small amount of fund-
ing, possibly under the guise of a pilot or demonstration program or as a feasi-
bilicy study. Modest amounts build each year until the program is operational
and has developed a constituency. By the time full costs are identified, it may
be more economical to spend more money to finish the task rather than irre-
trievably abandoning the costs sunk into the project. Here is a classic example:
In 1991, the Royal Thai Air Force purchased a squadror of F-16 fighters. The
military lacked sufficient money to make the purchase, so the planes were pur-
chased without engines. Delivery was scheduled for 1995 , which left plenty of
time to gather the extra funds. But a new Thai government took office in 1992.
Although it wanted to exert control over military spending, its options were to
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&pprove mote money for the engines or to pay for nonflying (probably unde-

liverable) airplanes. Rather than getting no return from the $560 million spent
on airpianes, training, and a new radar system, the purchase was approved—
even though the new government sought to constrain military spending and
to devote its scarce resources to domestic use.”

It pays for itself. Supporters of new programs sometimes argue that the
program will produce more revenue than it will cost. Although many reve-
nue department activities may do just that, the case is made in other areas as
well. Examples include arguments made by law enforcement agencies con-
ceming collections of fines and, with growing frequency, by economic de-
velopment departments concerning induced tax collections from economic
activity [ured by the project.

Spend to save. Expenditure on the proposal would cause cost reduction some-
where else in the government. The net budget impact would be nil, or even
positive, if spending $1 in agency A would allow spending to be reduced by $1
or rore either in that agency or somewhere else in government. Whether that
clairned spending reduction actually would occur is another argument.

Crisis. The proposal may be linked to a catastrophe or overwhelming
problem-—AIDS, economic underdevelopment, homelessness, homeland se-
curity, and so on—even though the [ink may be tenuous, simply because
the agency perceives that such proposals are less likely to be reduced. But an
agency must use caution because skeptics will question why it did not deal
with the problem before it reached crisis praportions. A substrategy that
ight fnerit a category of its own is “Tie it to Terror.” For many years (at
least since 1966), the National Park Service has sought an underground visi-
tors center at the Washingtor Monument, When the proposal emerged again
in 2008, its name had changed from “Washington Monument Visitors Cen-
ter Plan” to “Washington Monument Permanent Security Improvements.”
One critic observes: “As soon as you say that it's for security, any project—
however questionable—is able to move forward because everyone is afraid
that one of these great monuments might be destroyed on their watches. But
in reality, [the underground proposal] has nothing to do with security.”® At
least so far, it hasn’t gotten the visitors center and the link between the center
and security still is being used as justification.

Mislabeling. The actual nature of a program may be hidden by mixing it
with another, more politically attractive program. Examples abound: mili-
tary installations may have blast-suppression areas that look strangely like
golf courses; university dormitories or office buildings ray have roofs that
have seats convenient for viewing events on the football field; the rigid up-
per-suzface covers for the new sewers may support vehicular traffic. These

%ﬁvﬁﬁrmm Owens, “And Now They'll Sneak in Orders for Aviation Fuel and Parachutes,” Wall Streer
mmhiqﬁ.\ January 28, 1993, C-1.
Monte Reel, “Washingtoh Monument Dispute Resurfaces,” Washington Post, August 4, 2008, A01.
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strategies, however, require an essentially supportive environment; all key
participants in the budget process must be in agreement on the proposal
because budget people remember and make allowances in later years.

What they did makes us do it. An action taken by another entity may
place demands on the agency beyond what could be accommodated by nor-
mal management of existing programs. If school libraries were to be closed
and teachers continued to assign reference work, local public libraries might
argue for new programs to accommodate student requests for assistance.
Harsh federal sentencing guidelines for certain classes of drug offenses means
that new federal prisons must be built.

Mandates. Some external entity (a court, a federal agency, the state, etc.)
may legally require an agency action that would entail greater expenditure.
Rather than rearranging operations to accommodate the new requirement, an
agency may use the mandate as an argument for additional funds. The agency
may in fact have requested that the external entity issue the mandate as a
budget strategy. The approach can be compelling, but analysts need to deter-
mine the grounds for and authority of the mandate and the extent to which
revised operations can accommodate the mandate before simply accepting
the argument for an increased budget. The approach also has applications for
base expansion and, if the time frame is sufficient, for defense against cuts.
Matching the competition. Agencies often compare their programs with
those operated by others and use the comparison as a basis for adding new
programs. (Seldom does the comparison lead to a proposal that some pro-
grams be eliminated because similar agencies do not have them.) The argu-
ment is also used to expand existing programs.

It's so small. Program proponents may argue that a request is not large
enough to require full review, that its trivial budgetary consequences do not
make the review a reasonable use of time. Those who understand foot-in-
the-door financing are naturally wary of such arguments and generally re-
spond that smallness makes activities natural candidates for absorption by
the agency without extra funds. Everett Dirksen, a senator from Illinois of
many years ago, holds everlasting fame for saying: “A million here, a million
there, pretty soon you're talking about real money.” OFf course, inflation has
changed the idea to billions, not millions—and it starts with small stuff.

It’s the local economy. Public projects are often supported on the basis that
they will bring local economic development and prosperity. For instance,
the development of a local arts program may be supported because of the
incomes it will generate and the business activity that spending from those
incomes will create. But this impact is not the result of the arts program. It is
the result of spending. Building a new city dump would have the same out-
come in terms of incomes and business activity. Legitimate arguments for an
arts program need to hinge on the services of the arts program, not impacts
that are generic to any spending (particularly spending financed by those
from outside the [ocality).

Chapter 2: The Logic of the Budget Process

Conclusion
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The budget process is where choices about the allocation of public resources get
made. The flow of budget decisions from plan to expenditure is accomplished in a
four-phase cycle involving executive preparation, legislative consideration, execu-
tion, and audit. Although budgets are constructed and approved in a political envi-
ronment, it is not clear that appropriations are the simple product of adding a small
increment to the prior-year appropriation. There is at least some room for attempts
at rational choice in budget structures. Later chapters will prepare you to do the
tasks required in the budget process and to understand how the process is carried
out in practice.

QUESTIONS AND EXERCISES

1. The relative size of government has been a continuing public policy concern.
Size and growth questions have been important at the state and local levels, as
demonstrated by several state referenda to limit federal, state, or local expen-
ditures. Some evidence for those discussions can be drawn from data on trends
of spending activity, using information from the Department of Commerce’s
National Income and Product Accounts and the Census Bureau’s Government
and the Bureau of Econormic Analysis website (www.bea.gov). From those
sources, prepare answers to these questions about the size of government in
the United States. P

&. Has the public sector grown relative to the private sectoré How does the size
of the federal government compare with that of state and local governmentss
(A benchmark for comparison is the percentage of GDF or personal income
accounted for by the appropriate sector.)

b. Which sectors have grown fasteste Compare growth of the public sector in
your state with that of its neighbors and of the nation. ‘Why might a compari-
son based on expenditure growth differ from one based on employment?

¢. Calculate national defense spending as a percentage of total federal govern-
ment outlays and as a percentage of GDP. Can you identify the impact of the
end of the Cold War and the beginning of the wars in Afghanistan and Iraq on
these data¢

d. Which functions account for the greatest share of federal, state, and local gov-
emment expendituresé Does the pattern differ much among statesé

e. What is the relative significance of local government expenditure compared
to state government expenditure in your state¢ (Make the comparison first
counting state aid to local government as state expenditure. Then omit that
portion from state expenditure.) How does your state compare with its neigh-
bors and the nation¢




