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PREFACE

During the presidential election of 1992, candidate Bill Clinton often derided the “brain-dead politics of left and right.”

At the same, Ross Perot led both President Bush and candidate Clinton in the polls until he dropped out in late June. Why? Precisely because Perot had managed to go beyond the brain-dead politics Clinton condemned. He spoke for the radical center—for Americans who were fed up with politics as usual, deeply worried about budget deficits that were ballooning toward $300 billion, and desperate for economic and fiscal sanity.

More than a decade later, American politics seems stuck in the same place. Again we face mega deficits as far as the eye can see—only this time, as we will see, the fiscal crisis is permanent. Yet both sides keep mouthing the same old platitudes. From the right, all we hear is “no new taxes,” “cut spending,” and “starve the beast”—as if conservatives did not see public school students struggling while their school budgets are slashed, homeless populations growing, police and fire departments shrinking despite the threat of terrorism, and 44 million Americans without health insurance.

Traditional liberals see these problems but have little more to offer. They still issue the same calls for new programs, and they still talk of raising taxes—as if they were blind to the very real resistance to higher taxes and the very real depth of this fiscal crisis.

When they have to face the fiscal music, both sides end up using accounting gimmicks to push the reckoning off for one more year, and when that proves insufficient, borrowing billions to push it off for one more generation.

Meanwhile, too much of the media has degenerated into blind ignorance and partisan entertainment. The people who offer quips on television and radio—the Bill O’Reillys and Rush Limbaughs, the Michael Moores and Al Frankens—have no clue how to actually solve our problems.

And the American people are immensely frustrated. They pay the price of government, and they want a government that is worth what they pay.

It is time to move beyond the outworn ideologies of left and right. This book offers solutions for a new era in which fiscal crisis will be a permanent feature. It shows how we can turn fiscal crisis into an opportunity to wring far more value out of our public institutions. The first step is to turn the budget process on its head, so that it starts with the results we demand and the price we are willing to pay rather than the programs we have and the costs they incur. The second is to build the budget by deciding to buy only those programs that deliver the results we want and leave the rest behind. Then we must cut government down to its most effective size and shape, through strategic reviews, consolidation, and rightsizing; use competition to squeeze more value out of every tax dollar; make every program, organization, and employee accountable for results; use technology to empower customers and save money; and reform how government works on the inside (its management systems and bureaucratic rules) to improve its performance on the outside. The Price of Government will help public leaders get smarter about budgeting, sizing, spending, management, and, finally, leadership and politics.

When it was published in 1992, Reinventing Government launched waves of change in American governments (and since then in governments all over the world) with a similar message. But a great deal has changed since 1992. Ideas that were then considered controversial or impractical—empowering customers, measuring results, and using competition, to name three—are now in the mainstream. The frontier of reinvention has moved on, and this book will bring readers up to date on some of the most profound advances along that frontier.

But The Price of Government differs from Reinventing Government in two other ways. First, it focuses specifically on the fiscal crisis, providing solutions to the painful dilemmas it poses. And second, it is far more prescriptive than Reinventing Government. That book described experiments going on throughout the public sector, at all levels, and argued that a new, post-bureaucratic model of government—more flexible, innovative, and entrepreneurial—was emerging. Today we are well beyond the experimental phase. The strategies and tools we write about have proven their value in many different public contexts (and in many countries). It is clear to all that they work, and in this book we argue that any leader worth his or her salt should waste no time in implementing them.


The Price of Government does not offer all the detail leaders will need to do so. In the years since Reinventing Government was published, David Osborne and Peter Plastrik have published two books that do offer that kind of guidance: Banishing Bureaucracy (Addison-Wesley, 1997) outlines the five  strategies that have the most power to transform public bureaucracies, and The Reinventor’s Fieldbook (Jossey-Bass, 2000) provides nuts-and-bolts advice on using those strategies and more than 70 different tools, from performance agreements to vouchers, with which to implement them.

This book is aimed at a wider audience. We have written it for leaders, activists, and concerned citizens from all sectors of American life—politics and government, of course, but also civic life and business. In 1992, Ted Gaebler and David Osborne said that Reinventing Government was a book for “the seekers . . . for those who have a sense of where government needs to go, but are not quite sure how to get there.” The Price of Government is a book for those who are ready to embark. It is for those who want fundamental change but know that the traditional agendas of left and right offer no real solutions. It is for those who want radical change rooted in common sense, not ideology. It is for those who want to move beyond left and right to find a third way capable of delivering the results Americans want at a price they are willing to pay.






Introduction

The usual, political way to handle a projected deficit is to take last year’s budget and cut. It is like taking last year’s family car and reducing its weight with a blowtorch and shears. But cutting $2 billion from this vehicle does not make it a compact; it makes it a wreck. What is wanted is a budget designed from the ground up.


—The Seattle Times
 November 17, 2002


 



American government is waist deep in its worst fiscal crisis since World War II.

On April 7, 2003, the mayor of New York announced the layoff of 3,400 city employees and the closure of eight firehouses. The following day, the city’s Department of Education cut another 3,200 jobs. America’s largest city faced a budget shortfall of $3.5 billion, despite an 18.5 percent increase in the city property tax and the elimination of 14,000 city jobs since Mayor Bloomberg took office.

Nationwide, 16 percent of cities and towns were forced to cut police positions in 2002 and 38 percent of large cities predicted cuts in police services—even as crime rose and pressure to improve homeland security increased. Portland, Oregon’s largest city, cut its police budget by more than 10 percent over three years. Station houses now close at night, the city is turning nonviolent criminals free because the state can’t afford to provide enough public defenders, and the county had to stop prosecuting drug and property crimes, like burglary and auto theft. Crime is already up sharply.

Many school districts in Oregon had to end school weeks early in 2003, because of state funding cuts. Oklahoma City had to close seven schools and dismiss 600 teachers. Birmingham, Alabama, closed nine schools,  Boston five. Some 100 local school districts across the country shut down schools one day a week to save money.

But local government problems are dwarfed by those of the states. Collectively, the states faced a budget shortfall of $82 billion as they approached fiscal 2004—“the most dire fiscal situation since World War II,” according to the National Governors Association (NGA). “The stress is just huge,” said longtime NGA executive director Ray Sheppach, “by far the worst we’ve ever seen.”

In fiscal 2002, 38 states cut their budgets by nearly $13.7 billion. In 2003, 40 states—the most ever recorded by the NGA’s Fiscal Survey—cut another $11.8 billion. Connecticut laid off prosecutors; Kentucky and Washington released prison inmates. Every state in the union has cut Medicaid: either throwing poor people off the rolls, cutting benefits, limiting payments to health providers, raising co-payments, or limiting prescription drug coverage. Texas cut 275,000 children from its health-care rolls, while Nebraska raised the eligibility threshold for Medicaid by 30 percent.

Most states have cut spending for higher education. As a result, the University of Arizona hiked tuition by 39 percent in the fall of 2003, the University of Oklahoma by 28 percent. Massachusetts, Missouri, Iowa, and Texas have all raised tuition at least 20 percent. Meanwhile, programs are disappearing: The University of Illinois eliminated 1,000 classes; the University of Colorado dropped programs in journalism, business, and engineering; the University of California delayed the opening of an entire campus.

The future looks even bleaker. State governments have just begun to pass their problems down to cities and counties, with deep cuts in local aid. And the federal government is digging a fiscal hole so rapidly that further cuts and unfunded mandates for states and localities are inevitable.

Scheppach argues, correctly, that the public sector has entered an era of “perpetual fiscal crisis.” He describes the convergence of forces swelling to buffet public finance as “a perfect storm.” Most prominent among these are a colossally irresponsible president and Congress, an obsolete tax structure, an aging population, an ineluctable rise in the cost of health care, and continuing resistance to major tax increases. Economic recovery will ease the pain, but it will not eliminate it.

The president’s tax cuts and spending increases, passed enthusiastically by Republicans in Congress, have blown a hole in fiscal policy that will be difficult to close. The 2004 deficit is expected to weigh in at $521 billion. Federal revenues in 2003 were the lowest, as a percentage of gross domestic product (GDP), since the 1950s. In January 2004, the Congressional Budget Office forecast that at current spending and tax levels, President Bush’s plan  to make most of his tax cuts permanent would increase the national debt by $4.1 trillion over the next decade—a 60 percent increase in just 10 years. This would create a future obligation of $37,450 for every living American.

At the state level, other factors are at play. In fiscal 2002, per capita tax collections were down almost 10 percent, when adjusted for inflation—the first year they had fallen since the NGA began tracking them almost 60 years ago. Total revenues (adjusted for inflation and tax increases) dropped for eight straight quarters. The recession, by historical standards quite mild, was only a part of the problem. A second element was the transformation of capital gains into losses as the stock market bubble burst; a third, the tax cuts passed by many states during the flush years of the late 1990s; and the final element, a sudden drop in performance bonuses, which have emerged as a much greater portion of income over the past decade.

These problems will pass, though not quickly: Tax revenues lag economic recoveries by several years. But more fundamental problems will persist, because our tax base is, to use the NGA’s word, “deteriorating.” In the Information Age, we cling to an Industrial Era tax base, capturing less and less of the economy. Corporations can avoid taxes by moving money to offshore tax havens with the press of a button. Most states don’t tax services, which now account for almost 60 percent of consumer spending. Congress and the Supreme Court forbid taxation of Internet access, as well as Internet and catalog orders from companies that have no physical presence in the purchaser’s state. Imagine that we had said, when we first imposed sales taxes in the 1930s, “We have to protect this new industrial economy, so we’ll tax only agricultural products.” When we refuse to tax services and Internet sales, we do the equivalent today.

Will the fiscal storm force us to modernize our tax systems? To a degree, yes. But because we now live in a global economy, in which businesses can easily shift investments across state or national boundaries, it is more difficult than ever to broaden the tax base. Every attempt is met with the argument that new taxes will slow the economy, because corporations will relocate and investors will take their money elsewhere. Around the world, the new economy has put a lid on tax revenues.

The third pressure system in the perfect storm is our aging population. With average life spans pushing 80, we spend ever greater portions of our income on the elderly. In 1975, Social Security and Medicare consumed 23 percent of the federal budget; today the figure is 34 percent. The Congressional Budget Office projects that under current law, even if the historical growth of Medicare slows a bit, those two programs will rise from about 6.6 percent of GDP to almost 15 percent by 2030 and about 22 percent by 2050.  To put this in perspective, total federal expenditures have averaged about 20 percent of GDP for the past 50 years.

At current tax levels, both Social Security and Medicare are headed for insolvency. Thanks to the baby boom, the number of people 65 and older is expected to double over the next 30 years, while the number under 65—who must pay Social Security and Medicare taxes—will increase only 15 percent. That demographic reality paints a frightening picture. By 2003, reserves plus the long-term value of all Social Security taxes to be paid by current workers over their lifetimes totaled $3.5 trillion. But benefits owed retirees and these same workers over that period totaled $14 trillion.

And Social Security is only the tip of the iceberg. Public pension funds are also in trouble. Of the 123 largest funds monitored by the Wilshire Group, 79 percent are underfunded. Nine states have liabilities that exceed their annual budgets, and the total shortfall could be as high as $1 trillion within seven years. With all other state, municipal, and county funds added in, the number could be $2 trillion.

But the real time bomb hidden in our ever-longer life spans is the cost of health care, which has been rising by 10 percent a year since 1960. It now eats up 15 percent of GDP, and governments pay 45 percent of that total. The rise appears both inevitable, because of our aging population, and unstoppable, because the American people wouldn’t have it any other way. When technology can give us longer life spans—with new hearts and hips and knees, new drugs for cancer and heart disease and AIDS, new machines to scan our insides for problems—we will continue to shell out for the best medicine has to offer. And because we refuse to junk our aging loved ones as if they were worn-out machines, we will spend an ever-rising portion of our health care dollars on the elderly.

Skyrocketing health-insurance premiums are bad enough. Because they consume an ever-increasing share of our profits and paychecks, however, they also erode our ability to pay taxes to support public spending on health care. Yet that very spending is exploding. In 1985, Medicaid cost $40 billion and consumed 11 percent of state budgets; today it costs $230 billion and consumes 20 percent. (Health insurance for state employees and the non-Medicaid poor takes another 10 percent.)

It’s not hard to see why. The elderly made up less than 10 percent of Medicaid recipients in 2000, but they consumed 28.3 percent of spending. Medicare, which is exclusively for the elderly, cost $278 billion in 2003, nearly 10 times what it cost in 1970, even after adjusting for inflation. The cost of care associated with the graying of our population is simply eating government alive.

Meanwhile, other pressures give budget makers few places to cut. Education spending has risen steadily for 40 years; today it consumes 33 percent of the average state budget. But we can’t compete in the global economy without better education, so our leaders resist major reductions. In an effort to reduce crime, we have imprisoned more than two million Americans—a fourfold increase in 25 years. But no one wants to see felons released onto the streets, so we won’t make deep cuts in prison spending. And our public infrastructure of roads, bridges, airports, and water and sewer systems is in no condition to absorb cuts; if anything, we have deferred maintenance for so long that future costs will rise.

 



 




Since the fiscal storm broke, many governments have flailed about, grabbing any solution that could keep them afloat for another year. The tidal wave of red ink has triggered accounting gimmicks worthy of Enron: shifting next year’s revenue into this fiscal year; pushing this year’s spending onto next year’s books; borrowing against future revenue to pay current costs. At least 20 states have sold their huge, 30-year tobacco settlement revenues at deep discounts to plug current deficits. As former congressman Bill Frenzel put it, “Politicians have more tricks than the CFO of Enron.” Some government financial officers have even admitted, off the record, “If we were in the private sector, we’d be in jail.”

When sleight of hand is no longer enough, our leaders have turned to across-the-board cuts, which weaken every program equally, regardless of its impact on citizens. When these are exhausted and real choices must be made, legislatures typically cut in an ad hoc and highly political fashion, based largely on which interest groups have the most muscle and scream the loudest. This process inevitably victimizes the weakest members of society, who have the least political clout. This is what the Seattle Times likened to “taking last year’s family car and reducing its weight with a blowtorch and shears.”

But as shortsighted or thoughtless as these tactics may be, they all obscure the fundamental flaw in the conventional approach to fiscal crisis. The true outrage is that traditional budget cutting focuses entirely on what we cut (or hide), while ignoring what we keep. It does little to improve the effectiveness of the 85 or 90 percent of public dollars that continue to be spent. It never broaches the question of how to maximize the value of the tax dollars we do collect.

Some conservatives are happy with this situation; they don’t mind beggaring government. Many liberals plead for higher taxes to protect spending  for the poor and other core constituencies. But virtually all ignore the 90 percent that remains. Few ask the most fundamental question: How can citizens get the most value for the taxes they do pay? Addressing this issue is neither liberal nor conservative—it is just plain common sense.




THE WASHINGTON STATE EXPERIENCE 

Consider the recent experience of Washington State. In fiscal 2002 and 2003, the state’s general-fund revenue declined for the first time in 30 years. Halfway through this period, Democratic governor Gary Locke and the legislature had to trim $1.5 billion and eliminate 1,340 jobs. The governor and his staff were extremely frustrated by the process.

“Every step we took, we asked ourselves, ‘Why aren’t we asking the right questions; why are we so focused on the cuts and not on the keeps?’” says Marty Brown, director of the Office of Financial Management (OFM). “We were missing something—we knew it in our guts.”

The governor was tired of across-the-board cuts. He wanted to focus on the big question: What should state government do and what should it stop doing? In the upcoming biennium, he faced an estimated $2.1 billion deficit in the general fund—almost 10 percent—plus another $600 million in the health-services account. “Closing the $2 billion gap we face in the next biennium would require an across-the-board cut of 15 percent—if that’s all we did,” he announced. “And that is not what we are going to do. I don’t want to thin the soup. I want state government to do a great job in fulfilling its highest priorities.”

In August 2002, Locke’s chief of staff asked our company, the Public Strategies Group (PSG), for help. We made him an “unreasonable” proposal. In the time available, only ten weeks, we were not going to help Washington find cuts equivalent to 10 to 15 percent of its general fund budget—at least not the traditional way. So we shifted the focus from spending cuts and tax increases to helping Governor Locke buy the best possible results for citizens with what remained.

Like most governments, Washington traditionally started with last year’s budget and added money to cover inflation, caseload increases, and the like. Then it asked each agency to propose cuts. The agencies traditionally volunteered as little as they thought they could get away with, while padding costs to protect against the cuts they knew were inevitable. Then an army of analysts in the finance office combed through agency submissions looking for savings. As usual, the entire process was based on the assumption  that no one could be trusted. More important, it accepted, “with little question, most of the status quo level of spending,” says Wolfgang Opitz, deputy director of OFM. “Moreover, it led quickly to discussions about how fairly we’ve treated each agency’s programs in the cut exercise.”

In contrast, PSG proposed budgeting for outcomes: starting with the results citizens wanted, not the programs the agencies funded. We proposed to start not with last year’s spending but with the outcomes that mattered most to the public. We urged the governor and his staff to focus not on how to cut 10 to 15 percent but on how to maximize the results produced with the remaining 85 to 90 percent. Governor Locke decided that this unreasonable approach was the only reasonable thing to do.

PSG helped the governor’s budget staff design a process to answer five key questions:
• Is the real problem short or long term?

• How much are citizens willing to spend?

• What results do citizens want for their money?

• How much will the state spend to produce each of these results?

• How best can that money be spent to achieve each of the core results?





These five questions led to five key challenges.

 



1. Get a grip on the problem.

How you define a problem dictates how you approach its solution. Washington’s fiscal staff were clearheaded about their dilemma. They defined the problem as the convergence of three forces: a deep economic recession that slashed revenues; permanent limits on revenue and spending growth imposed by antitax activists through statewide initiatives; and rising costs for the core activities of the state—“education, medication, and incarceration,” as Marty Brown describes them. Of the three, only the recession’s impact on revenue could be termed cyclical, likely to turn around someday. The other two were more or less permanent. Thus, they decided that solutions had to be more or less permanent.

 



2. Set the price of government.

This was the purview of a Guidance Team, made of up senior policy people, including Chief of Staff Fred Kiga, and several leaders from business and private think tanks. (Organized labor was invited to participate, but chose not to.) Its first big decision was to build the budget based on expected revenues under existing law, without new taxes. In early November, despite  heavy lobbying by Locke, voters soundly defeated a gas tax increase to pay for long-needed transportation projects. This antitax reality—plus a fear that tax increases would further depress the state’s economy—led the team to advise the governor against raising taxes.

 



3. Set the priorities of government.

Here the Guidance Team was assisted by a Staff Team, made up of senior people from the Office of Financial Management. Working together, they defined the key results they believed Washington’s citizens most wanted from state government. The Guidance Team refined these into 10 desired outcomes, which the governor called the “Priorities of Government.” They included improvements in:
• student achievement in elementary, middle, and high schools;

• the quality and productivity of the workforce;

• the value of a state college or university education;

• the health of Washington’s citizens;

• the security of Washington’s vulnerable children and adults;

• the vitality of businesses and individuals;

• statewide mobility of people, goods, information, and energy;

• the safety of people and property;

• the quality of Washington’s priceless natural resources; and

• cultural and recreational opportunities.





4. Allocate available resources across the priorities.

The next challenge was to decide how to allocate the state’s entire budget across the 10 results. The two teams set aside 10 percent for overhead functions, such as pension contributions and internal services, then parceled the rest out among the 10 results, using a citizen’s point of view, based on perceived value, rather than an analysis of past practice. In some areas their choices reinforced past patterns, but in a few they made changes—allocating more resources to economic vitality, for example, and fewer to public safety.

 



5. Develop a purchasing plan for each result.

The Staff Team then put together 10 “Results Teams”—one for each outcome—made up of knowledgeable people from agencies involved in that policy area. “We asked them to forget the loyalties they have to the agencies they represent,” said Governor Locke. “‘Be like citizens,’ we said. ‘Tell us where to put the money, so we get the best results. Tell us what similar programs  can be consolidated. Tell us what programs don’t make a large enough difference in getting the results we want.’”

Each team started by choosing three indicators they would use to measure progress toward their outcome. Then they developed a strategy map, which used available evidence about “what really matters” to create an explicit cause-and-effect diagram showing the best ways to achieve the desired outcome. With a cause-and-effect theory in hand, they developed a general purchasing plan: the five or six key strategies they would use to produce that outcome.

This process stimulated a kind of creativity that is absent from traditional budget development. For example, the team dealing with K–12 education said they needed to purchase more early childhood education, start the shift to a “pay for skills” compensation system for teachers, and move away from across-the-board school funding toward targeted funding for those schools and kids most in need. The health team decided that the highest-impact strategies focused on prevention: mitigating environmental hazards, improving food sanitation, providing public health clinics, and the like. They proposed spending more on these strategies and less on health insurance for childless adults.

Next, the process turned to existing state activities—the place traditional budget processes start. Each Result Team was given a subset of the 1,300 state activities funded by the traditional budget. “Their mission,” the governor explained, “was to get more yield on less acreage.” To do so they had to put together a detailed purchasing plan, indicating four things:
• what they would buy—both new and existing activities;

• what else they would buy if they had more money;

• what they would eliminate first if they had less money;

• and what they would not buy.





Finally, the 10 Results Team leaders met together to talk about what they needed to purchase from one another. The higher-education team decided to use some of its funds to pay for better K–12 education, to better prepare its incoming students. Two teams jointly bought increased efforts to protect water quality, to improve both health and natural resource outcomes. Several teams decided to use some of their money to fund prisons, to reduce the number of low-risk prisoners who would have to be released early. This cross-team buying was necessary because the work of state government is so interconnected: Spending in one area contributes to outcomes in others.

Following this meeting, the Results Teams finalized their purchase plans.

 [image: 002]

FIGURE I.1

These plans gave the Staff Team and Guidance Team a prioritized ranking of all existing activities of state government. Using these and similar rankings provided by the agencies, they made final recommendations to the governor. The result was, in effect, ten strategic programs for state government—linking results, indicators, strategies, and purchase plans.

The governor embraced the product and generally followed the purchase plans in finalizing his budget proposal. Under each of his 10 priority results, his budget showed those activities that would be purchased and those that would not. It was clear, easy to understand, and it explained in simple terms why some activities continued and others were eliminated. (See Figure I.1 for an example of that clarity.)

Governor Locke had warned that the budget would be painful, and it was. It proposed to eliminate health insurance for nearly 60,000 of the working poor; dental, hearing, and optometric coverage for poor adults on Medicaid; and 2,500 state jobs. If passed, it would eliminate cost-of-living increases for state employees, and suspend teacher pay increases and a $221 million class-size-reduction effort both mandated by citizen initiatives. University tuition would rise by 9 percent a year for two years; 1,200 low-risk felons would leave prison early; and a series of smaller programs would shut down.

Yet the response from the state’s newspapers was overwhelmingly positive. As former chief of staff Joe Dear put it, “Never has such bad news been received so well.”

“Gov. Gary Locke’s budget is a big step forward for Washington,” declared the Seattle Times.


“Few Washingtonians will find much to like about the brutal state spending plan Gov. Gary Locke recommended Tuesday,” added the Tacoma News Tribune. “But as ugly as the result was, there’s a lot to like about the way Locke and his staff arrived at it, using a new process that forced hard choices about the core priorities of state government.”

After six years in office, Locke was widely seen as a status quo manager. But by setting clear priorities and making tough choices—while refusing to raise taxes or make across-the-board cuts—he transformed his image. When Republican John Carlson ran against him in 2000, his central message was that Locke had failed to show any leadership. Soon after the budget was released, Carlson wrote a column indicating that he had changed his mind. Locke’s “budget for the next two years is a work of bold, impressive statecraft,” he wrote. He told the Seattle Times, “He is willing to face down the most powerful interest groups in his own party to bring this budget in without a major tax increase. Genuine leadership is doing what must be done when you don’t want to do it. And I think the governor is doing that.”

In a late January survey, voters agreed. Sixty-four percent endorsed the following statement: “Whether or not I agree with all of the governor’s budget recommendations, I respect his leadership and vision to solve the current problem and get the state’s economy back on track.” Only 29 percent disagreed.

The legislature also liked the new budget format. “It was astounding,” says Finance Director Brown. “I’ve never been to a set of hearings where the reception was so positive, despite the amount of bad news we had to deliver.” With the budget framed around 10 desired results and all activities listed in order of importance—including those that would survive and those that would be eliminated—legislators found the documents very clear.

One committee chair asked what would happen if a proposed revenue change in health were not approved, Opitz recalls. “I said, ‘Just move the line up $389 million. That shows you what’s still on the list and what’s off.’ There was no hemming and hawing. It made it very clear that our choice was probably better than cutting deeper into the Medicaid program.”

In early April, when the Republican majority in the Senate presented its own budget, the first slide was titled, “Following the Governor’s Lead.” Despite deep differences between the parties over taxes and budget cuts, the legislature ultimately passed a budget that was remarkably close to Governor Locke’s original proposal. Legislators approved Locke’s major sentencing  reform in criminal justice and his proposed delay in initiatives that would have reduced class sizes in K–12 and guaranteed automatic pay increases for teachers. They also agreed to amend another public-initiative-backed plan to expand coverage in the state basic health plan in order to allow its revenue to go toward current programs. And they required that the next biennial budget be structured around the 10 Priorities of Government, with outcome measures for each one and for each activity proposed.

Public reaction was similar. “When we’ve taken this public, no matter what the setting—business, labor, social services advocates, health care, the classroom, the Rotary meeting—people understand what we’re doing and not doing in a much more fundamental way than ever before,” according to Opitz. “When they say, ‘Well, I don’t like that cut,’ I say, ‘Okay, then what from above this line do you not want to do?’ And the response is usually ‘Oh. . . . Well, I’m learning to like the cut a little more now.’ It seems to be helping resubscribe everyone to the basic business of state government.”

Perhaps most important, Budgeting for Outcomes can help public leaders win back some of the support government has lost in recent decades. The Everett Daily Herald put it well:
The public is not in a forgiving mood. It still holds a grudge for a government it sees as wasteful and unresponsive. Locke’s plan, or one like it, might be a good step toward proving otherwise. The more thrifty government becomes, the more generous voters might be at the ballot box.





Washington State has not finished its work. It has much more to do to maximize the results citizens get for the $24 billion they still spend every two years. Because time was so short, the governor held back some of the more far-reaching reform proposals for further work. He proposed a joint legislative–executive study of the K–12 financing system, for instance, to examine the options more carefully and build the political support necessary for reform. The finance office and Results Teams plan to deepen their reexamination of other strategies to produce the 10 results, in preparation for the next budget cycle. And the agencies will develop outcome and output measures for each activity, so the next budget can include performance targets for every activity funded.

But the Outcome Budget has opened a door, and Governor Locke fully intends to drag his state through it. The goal is not just to save money, but to foster strategic thinking and big reforms that will help government produce better outcomes for less money. And that is precisely what the American people want.




SMARTER GOVERNMENT 

As Washington State demonstrates, new ways of doing the public’s business already exist. This book will describe them, showing not only how vital services can survive the permanent fiscal crisis, but how leaders can turn that crisis into an opportunity to reinvent the way their bureaucracies work.

Our prescription begins with the five critical decisions Washington State made:1. Getting a Grip on the Problem: Is it short or long term? Is it driven by revenue or expenses, or both?

2. Setting the Price of Government: Determining how much citizens are willing to pay.

3. Setting the Priorities of Government: Deciding which results citizens value most.

4. Setting the Price of Each Priority: Deciding how much the government will spend to produce each of these outcomes.

5. Purchasing the Priorities: Deciding how best to produce the desired results at the price citizens are willing to pay.



Once these decisions have focused attention squarely on buying better results for citizens, the 10 approaches described below provide the means. Through smarter sizing, spending, management, and work processes, they make it possible to produce the desired results at the set price, by increasing the value created for every dollar spent.

 



1. Strategic Reviews: Divesting to Invest.

Because time is short during budget season, smart leaders create ongoing review processes—outside the budget process—to develop new strategies and eliminate programs that are not central to their core purposes or are no longer valuable to citizens. There are many tools they can use to comb through every organization, from top to bottom, including program reviews, sunset reviews, special commissions, and subsidy reviews.

 



2. Consolidation.

Politicians love to merge organizations, because it looks like they’re taking action to save money. But simply moving boxes on an organization chart can actually make matters worse, increasing costs while sowing confusion that hampers performance. A much more powerful alternative is to consolidate funding streams and “steering” authority, so steering (policy) organizations  can purchase results from any “rowing” organizations—public or private—that can best produce them. Consider the Pinellas County Juvenile Welfare Board, in the Tampa–St. Petersburg area. As we will describe in Chapter 5, the board uses $46 million a year from a dedicated property tax to contract with some 60 different not-for-profit organizations to improve outcomes for poor children. It does no rowing itself, but these 60 providers offer a wide array of services, from child-care centers to parenting skills to teen centers to residential treatment services. The Juvenile Welfare Board measures their performance, weeds out the least effective, and moves money to strategies and organizations that demonstrate the greatest impact.

 



3. Rightsizing.

Some organizations work better when reduced in size, but others are crippled. The keys to success are to find the right size, then to make sure your organization has the right mix of skills to maximize the value delivered. Eliminating management layers and closing regional offices can help your organization find the right size, while human-capital planning can help it develop the right skills. Consider the Iowa Department of Transportation, which eliminated 7 construction offices, 5 maintenance offices, and 27 maintenance garages during the recent fiscal crisis. It cut 403 positions (11 percent of its workforce), increasing the average span of control from one manager for every 9 employees to one for every 14. To protect services like snow plowing and highway maintenance, the department bought new technology and cross-trained employees, so the same workers now handle both construction and maintenance. The bottom line: $35 million in annual savings.

 



4. Buying Services Competitively.

The fastest way to save money and increase value is to force public institutions to compete. Nobody who doesn’t own one thinks monopoly is good for business. Why should it be any different in the public sector? When Steve Goldsmith was elected mayor of Indianapolis during the last fiscal crisis, he decided to make public agencies bid against private firms for the right to continue delivering public services. Over the next four years he bid out more than 30 services, from garbage pickup to operation of the city’s wastewater treatment system. The average amount saved the first time a service was bid competitively was 25 percent. Over seven years, competition saved Indianapolis more than $120 million.

 



5. Rewarding Performance, Not Good Intentions.

If public-sector managers don’t know what they’re getting for their money, chances are they aren’t getting it. The solution is to set performance targets at all levels, measure performance against them, and reward those who improve. In a time of fiscal crisis, however, positive outcomes aren’t enough. The new imperative is improving outcomes for less money: value for dollars. One simple tool is “gainsharing,” for instance. The public-sector equivalent of profit sharing, it gives teams that cut costs while maintaining or improving quality a portion of the savings they generate, as financial bonuses. In the late 1990s, when managers at the Seattle area’s wastewater treatment operation agreed to let employees keep half the savings they generated, total savings over four years amounted to $2.5 million, with no reduction in service levels or effluent quality.

 



6. Smarter Customer Service: Putting Customers in the Driver’s Seat.

When public organizations let their customers choose between providers, rather than imposing services on them, they can achieve much greater customer satisfaction at less cost. With some services, the Internet even makes self-service possible, at enormous savings. But consider a low-tech service like care for developmentally disabled children. During the 1990s, Minnesota’s Dakota County stopped paying agencies for services and instead provided grants directly to families. The families chose the services they wanted, subject to certain controls, to make sure they used the money responsibly. This dramatically improved customer satisfaction, because families could now make decisions that made sense for them—like having one parent quit work to care for a child, rather than using a caregiver paid by the county. Everyone was better off, and the county saved money. The innovation was so successful that it was adopted statewide.

 



7. Don’t Buy Mistrust—Eliminate It.

The sad truth of bureaucracy is that 20 percent of government spending is designed merely to control the other 80 percent. The ruling assumption is that most of us, given the opportunity, will lie, cheat, and steal. Not only does this approach undermine performance, it is incredibly expensive. The smarter move is to first win voluntary compliance by simplifying the rules, working in partnership with compliers, making the process of compliance easier, and creating incentives that reward compliance while keeping stiff penalties for those who still refuse to comply.

Ten years ago, for example, Occupational Safety and Health Administration  (OSHA) officials in Maine were intensely frustrated by the failure of their traditional inspect-and-fine approach. While they won gold medals from Washington for issuing the most citations and fines, Maine’s workplace safety records were the worst in the nation. So they decided to try something different: They asked the 200 employers with the highest volume of injury claims—45 percent of the state’s total—to create employee teams that would survey hazards in their plants and correct most of them within 12 months. As long as the company was making a good-faith effort, OSHA would forgo its traditional inspections and fines. Over the previous eight years, OSHA inspectors had identified 37,000 hazards at 1,316 work sites. In the new program’s first two years, employee teams identified 174,331 workplace hazards and corrected 118,671 of them. Two of every three companies decreased their injury and illness rates, and payable workers’ compensation claims by the 200 firms dropped by 47.3 percent—far outpacing declines in other companies.

 



8. Using Flexibility to Get Accountability.

From the governments of New Zealand and the United Kingdom to the U.S. Education Department’s Office of Federal Student Aid (FSA), examples abound of “performance-based organizations” that have willingly accepted greater accountability in return for freedom from rules and regulations that impede performance. Charter schools use the same formula, with even more independence and accountability: They are free from many state and district rules, and most operate independently of any district, but they can be closed down if they don’t perform. The state of Iowa is even working on a “freedom communities” initiative, in which the state would give groups of local cities and/or counties new flexibilities if they modernized their structures and created mechanisms to measure performance and report it to the public.

 



9. Making Administrative Systems Allies, Not Enemies.

All organizations are creatures—or prisoners—of their internal systems. Traditional budget, accounting, personnel, procurement, and audit systems are nests of red tape that tie employees up in knots. The messages these systems send about following bureaucratic rules are much more powerful than any leadership exhortations to perform better. To get lasting improvements in performance, public leaders have to modernize and streamline these systems. The payoff is dramatic savings: Two major procurement reform bills passed by Congress, in 1994 and 1996, had already saved $12 billion by the end of 1997. Milwaukee’s Purchasing Department was able to  cut its staff by nearly two-thirds and its budget by more than 55 percent by simplifying processes, investing in technology, and giving more authority to departments. Montgomery County, Maryland, managed to shrink its accounts payable staff by more than half simply by giving departments authority to pay invoices in amounts up to $5,000 rather than sending them to central accounts payable.

 



10. Smarter Work Processes: Tools from Industry.

To do more with less, organizations must ultimately change the way they work. Some of this involves wholesale substitution of new methods and strategies. But much of it requires that existing work processes of all kinds—from street repair to eligibility determination to tax collection—be streamlined. There are many ways to do this, but we will describe three of the most powerful, all of them tools first developed in industry. Total Quality Management trains and empowers small teams of employees to make continual improvements in their work processes. WorkOuts, invented at General Electric, bring people together for three to five days to solve problems; leaders set a time limit for finding answers, approve or reject recommendations on the spot, and keep everyone on the job until it is done. And Business Process Reengineering is radical, “clean sheet” redesign of complex, large-scale business processes, to increase their efficiency and quality in dramatic ways.

 



 




The rest of this book explores these 5 key questions and 10 approaches in depth, then concludes by discussing the kind of leadership necessary to implement them.

The stakes are huge. There are certain basic results that our society demands if it is to remain viable. If we fail—if we continue to lose the battle for public support—the consequences will be all too real.

Nothing is more important in the global marketplace than the skill level of a nation’s or region’s workforce, yet in our public schools, roughly 30 percent of all students have not achieved even the basic level of proficiency in reading and math.

Public safety is fundamental to a civilized society, and threats of terrorism add frightening new challenges. Yet America’s cities and states are laying off policemen and slashing spending for teams that respond to hazardous materials and chemical or biological weapons.

Mobility of people and goods is essential to any region’s economic health, yet congestion is endemic in many metropolitan areas.

Higher education is now a necessary ticket to middle-class life, but it is increasingly being priced out of the reach of average Americans.

Forty-four million Americans are without health insurance, yet the American people don’t trust government to intervene without making a mess of things.

The 10 warmest years in the twentieth century all occurred during the last 15 years of the century, yet our environmental programs do little to offset global warming.

Spending on Social Security, public pensions, and health care is devouring our public dollars at a frightening pace. Yet our businesses and citizens will tolerate few tax increases, because skyrocketing health-care costs are squeezing them harder every year. The collision between these realities—the heart of the fiscal storm—is already forcing us to strip away valuable public programs.

Given fierce public resistance to tax increases, we can’t solve all these problems by raising taxes. Nor can we continue to borrow without undermining our economic well-being and mortgaging our children’s future. Yet doing nothing will mean educational decline, impaired public safety, crumbling highways and bridges, polluted air and water, and millions of people defenseless against disease.

Doing nothing will also undermine the sense of community that binds us together. Those who can afford it will take care of themselves, retreating to private schools and gated communities with private security, and everyone else will be left to fend for themselves.

This does not seem to bother many on the right, who still appear to be fighting King George III over the inherent “tyranny” of government. It does bother most on the left, but their only solutions seem to be more spending on dysfunctional public systems that cry out for reform. For too long, both left and right have given us false dichotomies and dead-end choices.

A majority of the American people want a third way. Given the option, they would often vote for “none of the above.” In fact, by removing themselves from the political process through low turnouts, that is exactly what they have done. Many are in a “commonsense majority” of independent voters, moderate Republicans, and New Democrats. They don’t want to cut spending so far that they destroy our public institutions, but they don’t want government benefits at any price. They want government to provide what only the public sector can provide, such as security, national defense, infrastructure, equal-opportunity education, regulation of the marketplace, and social insurance for the poor, aged, and disabled. But they want their  money’s worth. They want value for dollars. When they can’t get it, they often opt for tax cuts and private services. When they do get value from public institutions, however, they are often willing to invest in them.

That citizens want value for their money is no mystery. We all want as much value as we can get from each dollar we spend—including what we spend on government. The price and value of government are up against the price and value of housing, food, clothing, health care, and countless other goods and services that meet people’s needs. The price of government is limited, therefore, by the value that citizens want—and get—from government, compared with the value they want and get elsewhere. Government can win this competition for public support only by delivering more value per dollar.

The rising costs of health care, Social Security, public pensions, prisons, and interest on the public debt have put the price of government under immense upward pressure. Yet that pressure has met enormous resistance to broad-based tax increases. President Bush and the Republican Congress have pushed the federal price of government down to its lowest level in 50 years (see Chapter 2), by cutting taxes and borrowing the difference. Spending borrowed money may create the illusion that we’re getting more for our money, but it is virtually impossible at the state and local levels, because such massive borrowing is nominally illegal. Yet resistance to tax increases remains strong, because too many voters feel they aren’t getting value for their tax dollars.

This fiscal collision is undermining vital state and local services, while generating massive federal deficits. These circumstances suggest that some tax increases are inevitable. But given the political realities, we believe that our governments and school districts must dramatically improve the services they offer, if citizens are to willingly pay a higher price. Any significant change in the price of government is impossible until the majority of Americans feel they are getting real value for their tax dollars. And the only way to accomplish that is to reinvent the way we do the public’s business. Our public institutions must learn to work harder, but more important, they must learn to work smarter.

Native Americans have many sayings, and one of the wisest is this: When you’re riding a dead horse, the best strategy is to dismount.

You don’t change riders.

You don’t reorganize the herd.

You don’t put together a blue-ribbon commission of veterinarians.

And you don’t spend more money on feed.

You get off and find yourself a new horse.

Higher education is now a necessary ticket to middle-class life, but it is increasingly being priced out of the reach of average Americans.

Forty-four million Americans are without health insurance, yet the American people don’t trust government to intervene without making a mess of things.

The 10 warmest years in the twentieth century all occurred during the last 15 years of the century, yet our environmental programs do little to offset global warming.

Spending on Social Security, public pensions, and health care is devouring our public dollars at a frightening pace. Yet our businesses and citizens will tolerate few tax increases, because skyrocketing health-care costs are squeezing them harder every year. The collision between these realities—the heart of the fiscal storm—is already forcing us to strip away valuable public programs.

Given fierce public resistance to tax increases, we can’t solve all these problems by raising taxes. Nor can we continue to borrow without undermining our economic well-being and mortgaging our children’s future. Yet doing nothing will mean educational decline, impaired public safety, crumbling highways and bridges, polluted air and water, and millions of people defenseless against disease.

Doing nothing will also undermine the sense of community that binds us together. Those who can afford it will take care of themselves, retreating to private schools and gated communities with private security, and everyone else will be left to fend for themselves.

This does not seem to bother many on the right, who still appear to be fighting King George III over the inherent “tyranny” of government. It does bother most on the left, but their only solutions seem to be more spending on dysfunctional public systems that cry out for reform. For too long, both left and right have given us false dichotomies and dead-end choices.

A majority of the American people want a third way. Given the option, they would often vote for “none of the above.” In fact, by removing themselves from the political process through low turnouts, that is exactly what they have done. Many are in a “common-sense majority” of independent voters, moderate Republicans, and New Democrats. They don’t want to cut spending so far that they destroy our public institutions, but they don’t want government benefits at any price. They want government to provide what only the public sector can provide, such as security, national defense, infrastructure, equal-opportunity education, regulation of the marketplace, and social insurance for the poor, aged, and disabled. But they want their






PART ONE

SMARTER BUDGETING

The Five Decisions 
That Matter Most





ONE

Getting a Grip on the Problem

The Minnesota budget debate of 2002–2003 was a classic tale of modern government in action. The story begins in late 2001, when Governor Jesse Ventura got the bad news: The forecast showed a looming budget shortfall of $1.95 billion for the years 2002–2003. For the 2004–2005 biennium, the shortfall would grow to $2.5 billion.

In January 2002, Ventura proposed his solution: a combination of cuts and new taxes that he called “The Big Fix.” The plan would trim state government spending by $700 million over 17 months, raise taxes by $400 million, and draw on $667 million in budget reserves. Included in this tough medicine were cuts in state and local services, layoffs of state workers, and sales tax increases on gasoline, tobacco, and some services.

But Ventura did not stop there. He also proposed a four-year plan to address the recurring deficits that were projected for 2004 and beyond, deficits he said would occur even if the state’s economy turned around almost immediately. The remedy included additional cuts of $1.35 billion in 2004–2005, along with tax increases of a comparable size.

Unfortunately, Ventura’s call fell on the ears of politicians deafened by the sound of upcoming elections. Legislative leaders from both parties said that action on the 2004–2005 problem should await a second economic forecast to be released in late February 2002. As for the immediate shortfall, Democrats and Republicans joined forces to pass their own budget, one filled with dodges and gimmicks designed to create the illusion of a fix. The sleights of hand included draining reserves, masking future costs by stipulating that inflation would no longer be factored into projections of state  spending, and using other accounting tricks that changed nothing but made the numbers look better.

Despite the fiscal illusions, leaders from both the House and Senate contended that their plan was the only responsible, centrist alternative, and they united in condemning the governor’s more draconian measures. With a straight face, one Republican legislator asserted that “politics had nothing to do with this,” even though both the Senate majority leader, Democrat Roger Moe, and the House majority leader, Republican Tim Pawlenty, were running for governor. Both men sought to use their quick agreement as evidence that they were not just unifiers, but decisive leaders.

“We are proud of the fact that in almost record time, historic time, we were able to reach an agreement of this magnitude,” Pawlenty said.

Moe agreed, adding sagely, “One of the responsibilities of leadership is to solve problems and help chart a course. The sooner we act, the sooner our state can begin its economic recovery.”

But at least one would-be gubernatorial candidate, Democratic senator Becky Lourey, took a different perspective. “This is Enron economics,” she said, flatly. “They’re using every hidden shift that can be found, pretending there is no inflation, robbing from tomorrow.”

The governor vetoed the legislature’s budget. Then, despite a new forecast showing even greater shortfalls, the legislature overrode the veto.

Moody’s Investor Service changed its advisory on the state’s financial outlook from “stable” to “negative.” Estimating that the 2004–2005 deficit would approach $3 billion, Moody’s warned that the situation demanded “dramatic changes in both the state’s revenue structure and expenditure levels.”

Then the campaign for governor began in earnest, and any hope of grappling with the fiscal crisis was put on hold. Governor Ventura announced that he would not seek reelection, leaving the field to Moe and Pawlenty. Tim Penny, a former Democratic congressman, stepped forward as the candidate of Ventura’s Independence Party.

Penny insisted that Ventura’s tough medicine had been right all along, and that the state’s financial woes would only get bigger because of what the legislature had done. But Moe and Pawlenty stuck to their game plan, waiting for yet another “next” forecast—one that, conveniently, would take place just after the November election. Until that all-important budget projection was in, Pawlenty said, it made no sense to suggest cuts that might not be necessary if the economy were to improve.

After a campaign in many ways overshadowed by the sudden death of Minnesota’s Senator Paul Wellstone, Pawlenty won the governorship with 43 percent of the vote.

Three weeks later, the much anticipated new forecast was released. The Minneapolis Star Tribune described the situation this way:
State budget officials unveiled news Wednesday that was worse than anyone had expected: Minnesota faces a staggering $4.56 billion projected deficit over the next two and a half years—nearly 14 percent of its budget, or about $1,000 for every man, woman, and child in the state.

That figure includes, despite Herculean efforts last year to balance the state budget for 2002–03, a new shortfall of $356 million for 2003. That immediate gap must be met before the fiscal year ends June 30.

And unlike last year, when state officials raided reserves to cushion Minnesotans against the blow of impending deficits, this time the state must weather the crisis with virtually nothing in the bank.





The illusion of a solution was dispelled. Grim reality hit home; the fiscal storm that Ventura had warned about one year before began its deluge.




DEADLY DECEPTIONS 

Unfortunately, Minnesota is the norm, not the exception. For the past few years, politicians in far too many cities, states, and counties—not to speak of Washington, D.C.—have followed the same shortsighted “clap-if-you-believe-in-Tinker Bell” approach. The creative chicanery of public leaders is boundless, but they tend to rely particularly on seven deadly deceptions:

 



1. Rob Peter to pay Paul.

Most budgets are made up of multiple accounts. The account that gets the most attention is called the general fund. When that general fund gets in trouble, politicians start eyeing “off budget” funds as resources to be mined. New York helped balance its budget in 1992 by transferring the cost of running the Erie Canal from the general fund (“on budget”) to the Thruway Authority (“off budget”). Similarly, in 2003, Massachusetts transferred management of Boston’s Hynes Convention Center and the Boston Common Parking Garage to the state pension fund, to lower its cash contribution from the general fund. Technically, this allowed the state to show a savings of $175 million.

Sometimes money saved in a special account, such as building funds targeted for future construction, can be transferred into the general fund as well. Robbing Peter to pay Paul can make the budget look better this year,  but the same hole will reappear next year, when Peter and Paul will both be worse off.

 



2. Use accounting tricks to lie about spending or revenue.

As the Enron debacle showed, accounting presents many dangerous choices to leaders who are all too human. Quick-fix accounting gimmicks include pretending (or even requiring) that money you expect to receive early next year will actually come in late this year. The opposite side of the coin is to pretend (or even require) that expenses planned for this year will be made, technically, next year. For example, states tell districts that are expecting a school-aid payment in May (this fiscal year) that they will get it in July (next fiscal year), thus making this year’s expenses look smaller. At the same time, they tell retailers who normally submit their June sales tax receipts in July (next fiscal year) to do so in June, thus making this year’s revenue look larger. It’s all legal and properly accounted for, but it’s a lie.

 



3. Borrow.

Even when the general fund is legally prohibited from being in debt, governments find ways to borrow. New York City mastered this dubious art in the 1970s, when it piled up so much debt that it landed in receivership. Both the city and state of New York are still trying to figure out when and how to pay off all the bonds issued back when New York truly was, in former mayor John Lindsay’s famous phrase, “Fun City.”

Facing a $5 billion deficit for fiscal year 2004, Illinois recently turned to pension bonding to help “fix” its operating budget. The plan: The state would borrow $10 billion, use part of the proceeds to cover its general fund contribution to the pension systems (taking a nearly $2 billion bite out of its budget deficit), and use the rest to finance a portion of the state’s $36 billion unfunded pension liability. The pension funds put the bond proceeds into higher-risk investments, hoping that they would provide a higher return than the cost of the bonds. Writing in Government Finance Review, Professor James Burnham described this practice as “risk arbitrage.” Others might call it just plain foolish.

A Chicago Tribune columnist put it this way: “Without so much as a drum roll, the state doubled its long-term debt in the hope that future investment returns on the borrowing will exceed future interest payments. Do not try that, fellow citizens, with a home equity loan.”

California has proven that the “what, me worry?” politics of borrowing works for both parties. In 2003, after months of stalemate, the legislature finally passed a $99 billion budget with $10.7 billion of borrowing—all of  which appeared to be unconstitutional. Following Democratic governor Gray Davis’s recall, the new Republican governor, Arnold Schwarzenegger, immediately endorsed borrowing $15 billion more as part of his “budget balancing” plan. The rating agencies reduced California’s rating to junk-bond status.

In 1996, the city of Pittsburgh faced an annual deficit somewhere between $30 and $40 million. City leaders had already dug themselves a big hole, using as a shovel their funding of the municipal pension plan. In response to a 1984 state mandate that set minimal funding standards for pensions, the city opted for a lighter funding burden in the short term, in exchange for payments that increased each year over the 40-year term of the plan. By 1996, their fund had a mere $118 million in assets, compared to its unfunded liability of $519 million. This was bad enough for a city with an operating budget of only $290 million, but the real kicker was that by 2024, the last of the graduated payments to the fund would be $115 million.

In 1998, as that nightmare drew ever closer, city leaders chose to bet the farm: They floated a $256 million pension bond and invested 60 percent of the proceeds in the stock market. James Burnham, writing in Government Finance Review, likened this to a poker player who is already in the hole borrowing so he can double his bets on the next hand. When the stock market collapsed, they lost their shirts. By 2003, the city was flirting with bankruptcy. The mayor restructured the city’s debt, laid off 700 workers, and asked the state for “distressed municipality status,” which would entitle it to special aid. Standard and Poor’s lowered Pittsburgh’s rating to junk-bond status.

 



4. Sell off assets.

When times are tight, it is popular to sell surplus buildings, land, or other assets, then use the proceeds to plug a hole in the operating budget by treating the real estate money as though it were “normal” revenue. The problem is that it’s a onetime plug and the same hole shows up again next year. Wisconsin, which had been set to collect $5.9 billion in tobacco settlement money over 25 years, sold this asset to produce immediate income of only $1.275 billion to plug an operating deficit. By April 2003, 34 states and counties had followed suit, raising $15.7 billion.

In 1995, rather than solve the city’s structural problems, Pittsburgh’s leaders sold their water and sewer works to the off-balance-sheet entity that operated it, the Pittsburgh Water and Sewer Authority. Then in 1996, they sold $51.2 million in tax and sewage liens—money due that they had not yet been able to collect—for $32.2 million. Every year since, they have relied on one-shot revenue sources to balance the budget. Each of these onetime  gimmicks only put off the crisis for one more year. Meanwhile, says Rowan Miranda, a former Pittsburgh budget officer, they “delayed the realization that the ship is sinking.”

 



5. Make something up.

A budget is really just a forecast, a statement of expected revenues and expenses. If done right it can be a serviceable estimate. But in the end, every budget is based on assumptions, and you can make it look better or worse simply by changing those assumptions. If you expect 1,000 new students to enroll in your schools but you assume (for budget purposes) only 900, you have reduced the basis for your estimate of new expenses by 10 percent. If you believe the economy will grow by 4 percent and revenues along with it but you budget for 5 percent, you have increased your expected new revenue by 25 percent.

Ronald Reagan’s approach in 1982 was a classic example of making the budget “work” by working the assumptions. To justify massive tax cuts, his budget director, David Stockman, forecast 5 percent growth for 1982. According to “supply side” theory, this would help create a $28 billion surplus by 1986. As it turned out, the gross domestic product (GDP) fell by 2 percent that year—and the largest deficits since World War II soon followed. In his memoirs, Stockman admitted that the entire effort, sardonically nicknamed “Rosy Scenario” by White House insiders, was a fraud.

 



6. Nickel and dime employees.

Too often, the political response to budget problems is symbolic. Leaders order coffee pots unplugged, travel budgets slashed, and consultants banned. To save energy, they force workers to endure hotter offices in summer and colder offices in winter. Some even outlaw potted plants. In Missouri last year, the governor ordered that every other light bulb in government buildings be unscrewed. While such actions may send a message, they have two critical consequences: They don’t save much money, and they kill morale. If a job truly demands travel but travel is ruled out, employees become frustrated and cynical. In Portland, Oregon, where police were denied overtime pay, some undercover officers showed their displeasure by dropping whatever they were doing at the moment their shift ended—even while tailing suspects or executing warrants.

 



7. Delay maintenance and replacement of assets (and rely on hope).

When our own budgets get tight, we sometimes don’t take our car in for its regular oil change, or we don’t fix the crack in the driveway. We can save a  little money now, but if a missed oil change leads to overheating, we can crack the engine block. The people who make Fram oil filters said it well: “You can pay me now or pay me later.” Add your imagination to the dry language of an Alaska Department of Administration budget proposal, and you can see how serious the consequences of waiting until later can be:
Currently one of the highest priority projects on the deferred maintenance list is the Juneau State Office Building (JSOB) elevator systems replacement and upgrade. For the last ten years these elevator systems have experienced serious problems and significant down time. Over the last five years the problems have significantly worsened. In the last year the majority of the elevators have been inoperable. These elevators need to be upgraded for fire and life-safety and code compliance, to ensure they are operational, and to ensure that users are not injured.








BUDGET BASICS 

Using accounting tricks and onetime money in the face of long-term deficits is a recipe for disaster. Quick fixes plug budget gaps without actually solving deeper structural problems. They allow politicians to avoid painful measures such as raising taxes or cutting popular government services. But avoidance becomes addictive, and the real problems fester and grow, ultimately requiring even more painful solutions.

As every recovering addict knows, the first step on the road to recovery is to get beyond denial and deception. If we are to master our fiscal problems, our leaders must get a grip on the real problems they face. They must understand—and communicate to the rest of us—how much of the problem is short-term, due to a recession or other temporary problem, and how much is long-term, due to the permanent fiscal crisis.

For many of us, these budget crises are, as Minnesota’s Governor Pawlenty put it, “a brain buster.” The numbers are huge, and the complexities multiply like our worst nightmare of a “word problem” back in seventh grade. But there is nothing inherently mystifying about a budget. In fact, we can get to the heart of the matter by paying attention to only five numbers:1. Starting balance: How much we have in our accounts at the beginning of the fiscal year.

2. Revenues: How much we think we will take in.

3. Expenses: How much we think we will spend.

4. Surplus or deficit: The difference between revenues and expenses.

5. Ending balance: How much we think we will have in our accounts at the end of the fiscal year.



To be clear about our fiscal reality, however, we have to project these five numbers over at least five years, as shown in Table 1.1.


TABLE 1.1 Five by Five Basic Budget
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Why five years? Because short-term budgeting is an invitation to long-term deception. The last year in a budget estimate is a corner we can’t see around. The most popular budget deceptions involve making everything up to that corner look good, while just around the corner, hidden from public scrutiny, the bottom drops out. That was Governor Ventura’s argument during the 2002 election in Minnesota. Everyone else wanted to pretend the trap door wasn’t there.

Using a “five-by-five” budget extends that blind corner far enough out so that most of the worst surprises are brought into view. But five years is, in fact, a minimum. If lawmakers have planted a time bomb in the budget six years out, it will take a seven-year projection to see the effects. Some of the best-managed governments project every budget line out 10 years.

Of course, no one can make perfectly accurate five- or ten-year economic predictions. Estimates are just that, estimates—economic models that allow us to reality-test budget assumptions. The numbers may not pan out, but they will alert us to future problems we are creating through decisions we make today.

 



 



Is It Structural or Cyclical or Both?

 



The five-by-five budget tool can reduce any 300-page budget to some very simple arithmetic. But its main virtue is the way it helps people get a grip on fiscal realities.

To begin with, it helps clarify what people mean when they talk about a budget that is “balanced.” The commonsense assumption is that a balanced budget means that revenues will at least equal expenses, but politicians often mean something quite different. To them, a “balanced budget” is often any budget that has an ending balance greater than zero. This definition still allows them to spend more than they take in, provided they have enough in their starting balance to make up the difference. That kind of balance—spending more than annual revenues but making up the difference with reserves—can work. But if spending continues to run ahead of revenues once the reserves are gone, disaster lies around the corner.

The five-by-five budget also helps politicians, public managers, and taxpayers understand the nature of their problems: whether they are cyclical, meaning short-term, or structural, meaning long-term; and whether they are caused by revenue shortfalls, spending increases, or both.

A cyclical problem is one that goes away over time, usually because the economy improves and tax revenues increase. In the example shown in Table 1.2, a short-term pause in revenue growth plunges the budget into deficit. (The numbers in parentheses are negative.) By Year 4, the budget is back in balance, with revenues equal to expenses, but not before it has accumulated significant debt. The remedies are temporary revenue or expense measures to avoid digging this kind of hole. As the budget comes back into balance, these temporary measures can “blink off.”


TABLE 1.2 Cyclical Budget Problem
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A structural problem is one that persists—and may even get worse—despite economic recovery. In the example shown in Table 1.3, revenues grow at a moderate rate, but expenditures spike upward, leading to a growth in annual deficits. Here, the problem demands permanent changes in revenue or spending, or both, if the budget is to be brought back into balance.

Most budget problems are a combination of cyclical and structural elements; most will require a combination of measures to resolve them.


TABLE 1.3 Structural Budget Problem
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FISCAL FIRST AID

In a fiscal crisis leaders must act—and soon. Here are a dozen examples of fiscal first aid that can be applied immediately, to slow the bleeding, and that do not involve deception or denial and thus do not create even greater problems down the road.1. Delay program expansions to a date certain—actual delays, not accounting delays.

2. Suspend tax credits and deductions until a date certain.

3. Transfer money from the state’s clearinghouse for unclaimed property.

4. Require employees to take unpaid days off, otherwise known as a furlough.

5. Close tax loopholes.

6. Institute amnesty programs to collect overdue taxes. Those who participate pay past-due taxes and fees but do not have to pay fines or interest. Moreover, the state, city, or county promises not to file charges against anyone who pays up during a grace period. In 1983, Massachusetts Governor Michael Dukakis used a 90-day amnesty to bring in $84 million.

7. Hire tax auditors, crack down on tax scofflaws, and enhance penalties on nonfilers and those who underpay taxes. Dukakis turned misdemeanors into felonies, increased audits, brought in private collection agencies, and revoked the licenses and public contracts of any businesses owing back taxes. The commissioner of revenue confiscated yachts and padlocked businesses, including some of Boston’s most popular restaurants. Voluntary compliance shot up, and Massachusetts’s permanent revenue base increased by roughly 5 percent. By 1986, 17 states had copied the Massachusetts program.

8. Change tax laws to avoid losing revenue due to congressional action. When President Bush cut income tax rates, for example, Governor Howard Dean of Vermont convinced his legislature to uncouple its system from federal tax rates, so the state would lose no revenue.

9. Free up cash for the general fund by issuing general obligation and/or revenue bonds to finance capital projects that were previously financed with general fund money. (There is nothing wrong with prudent borrowing for capital projects that will provide jobs and stimulate the economy, particularly during a recession.)

10. Refinance existing bonds at lower interest rates.

11. Step up fundraising for public institutions. In 2002, while forced to raise tuition and fees by 22 percent, the University of Massachusetts raised $98 million from private sources. In New York City, Mayor Michael Bloomberg raised $14 million for city projects during his first 13 months in office and reactivated Public Private Initiatives, which enlists wealthy individuals to sponsor civic projects.

12. Encourage early retirement. Many governments have reduced their payrolls by providing incentives—one-time bonuses, allowing employees to start collecting at least a portion of their pensions at age 55, and so on.








GETTING A GRIP ON FORECASTING 

You can’t get a grip on your fiscal problem if you can’t get a grip on the five-by-five budget described above. And the utility of the five-by-five budget depends upon the quality of your forecasts for revenue and spending. Forecasting is not easy: Forecasts are filled with uncertainty and are subject to challenges to their credibility.

To begin with, forecasters need to get a grip on volatility in revenues and spending. On the revenue side, three things affect volatility: the mix of revenue sources, the breadth of the revenue base, and the economy.

Government revenues generally come from:
• Taxes paid by individuals and businesses based on property value, sales, income, or payroll.

• Charges and fees collected for things such as tuition, licenses, fines, parking fees, and customs duties. 


• Transfers from other governments—from the federal government to states and localities, and from state governments to schools, cities, and counties.





The interdependence created by transfers from one level to the next means that volatility in revenue at one level will be felt at the others. When the federal government sneezes, the states catch a cold, and when the states get sick, local governments take to their beds.

Huge variations exist in government revenue sources across the country. For example, New Hampshire has no state sales or income tax but relies heavily on both statewide and local property taxes, plus a host of other taxes and charges. South Dakota, Florida, Tennessee, Nevada, and Washington have no income tax but are very reliant on their sales taxes. Oregon has no sales tax but depends heavily on its income tax. Texas, Alaska, Wyoming, and Montana rely on revenue from oil, gas and coal extraction, while Nevada depends on revenue from gambling.

While most cites and counties lean heavily on property taxes, some have the option of imposing sales taxes. A few, such as New York City, even levy a local income tax. The sources of revenue at each level of government are summarized in Table 1.4.


TABLE 1.4 Sources of Revenue: Federal, State (U.S. average), Local (U.S. average)
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SOURCES: Federal—A Citizen’s Guide to the Federal Budget, Budget of the United States FY 2001, Executive Office of the President, Chart 2-3; State and Local—U.S. Bureau of the Census, Federal, State, and Local Governments: State and Local Government Finances.


The mix of revenue sources a government chooses has a direct impact on the volatility and predictability of its revenue. By and large, property taxes are the most stable, as are sales taxes on “necessities” such as food, clothing,  and medicine. The least stable are corporate income taxes and taxes on oil, gas, and coal.

Every time a government chooses a revenue source, it chooses to live with the risks inherent in that source. When Oregon chooses to rely heavily on the income tax and avoid a sales tax, it chooses to live with greater volatility than most states: Its revenues rise faster than those of most states and plummet faster as well. Similarly, when Alaska and Texas bet on revenue from oil and gas wells, they are choosing to live with the vagaries of the oil and gas markets.

Even after governments choose their revenue sources, they can affect their volatility by how they choose to structure the system. Taxes, fees, and charges that cover a broad base are, in general, more stable revenue generators than those that exclude significant parts of the revenue base. Since the advent of the Worldwide Web, for example, the exclusion of most Internet sales from taxation has made the sales tax less reliable.

Similarly, an income tax with numerous exemptions and exclusions will be more volatile than one that treats all income equally. Progressive rate or fee structures can also increase volatility. An income tax system that taxes rising incomes at progressively higher rates will produce extraordinary increases in revenue—faster than the growth in income overall—when times are good, but also spectacular decreases when income declines.

The point is not that one choice is better than another, but that all choices have consequences, in terms of both volatility and predictability.

The last variable—the economy—is something governments can’t choose, at least in the short run. But they can anticipate the effects of their economies. Revenues will be more stable and predictable if the economy generating them is not overly dependent on one industry. States and communities that lack economic diversity must anticipate more volatility in their revenues.

As governments consider their revenue choices, they must also consider three major changes that have conspired to make the traditional approaches to revenue less reliable. The first is the growth in Internet commerce. Factories and stores are subject to property taxes, but intangible information assets in cyberspace are not. Similarly, the products sold in brick and mortar stores are taxed at sale, while most sold on the Internet are not. Economists from the Center for Business and Economic Research at the University of Tennessee estimated that $13 billion of sales taxes were lost in 2001 because of transactions over the Internet, and that losses would balloon to $45 billion a year by 2006.

The second factor making revenue systems less reliable is the fact that most states tax few or no services. Yet services have increased from 40 to 60 percent of consumer spending since 1959.

Finally, the move to performance-based compensation and stock options has made income-tax revenues much more volatile. That volatility showed up as surprise surpluses when the economy boomed in the late 1990s and as spectacular deficits when the economy went into recession. While governments cannot choose their economies—or the ways in which they are changing—they can structure their revenues and rainy day funds to compensate for those realities.

On the spending side, the primary factors affecting volatility include demographics, the ups and downs of the economy, spending “by proxy” of one government through another, and the spending “autopilots” that governments write into law.

An old adage says that “demography is destiny.” A change in the number of school-age young people affects the demand for schools. A growing elderly population affects the demand for health care, nursing homes, and Social Security. The number of teenagers affects the need for police, courts, and drug-prevention services. A key to managing spending is anticipating changes in these key demographic variables.

Anticipating the impact of economic changes also allows for more reliable predictions. In a good economy, with growing jobs and incomes, demands for safety-net services decline. In a bad economy, spending on unemployment insurance, welfare, food stamps, and the like automatically rises.
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