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 RETHINKING BUDGETING

WHY DO WE NEED TO

Rethink Budgeting?

|
About GFOA's Rethinking Budgeting Initiative

Local governments have long relied on incremental
line-item budgeting, in which last year’s budget
becomes next year's with changes around the
margins. In a world defined by uncertainty, this
form of budgeting puts local governments at a
disadvantage, hampering their ability to adapt to
changing circumstances.

As we all know so well, the ability to adapt has
become essential over the last two years—and will
certainly remain so for some time. The premise of
the Rethinking Budgeting initiative is that the public
finance profession has an opportunity to update local
government budgeting practices with new ways of
thinking and new technologies to help communities
better meet changing needs and circumstances.
The Rethinking Budgeting initiative seeks out and
shares unconventional but promising methods for
local governments to improve how they budget, and
how they embrace the defining issues of our time.

This issue of GFR looks at new ways of thinking

about revenue to help governments understand and
steward public finance in a changing world. From
reducing overreliance on past budget decisions to
framing complex problems and building procedural
justice into the process, April's GFR gives government
finance professionals the keys to understanding how
today can better serve tomorrow.

ocal governments have developed their budgets
in essentially the same way for decades. The
essence of the traditional approach is, first, that
the budgetisincremental. This meansthatlast
year's budget becomes next year's budget with
changes atthe margin. Second, the budgetis
builtaround line items—categories of spending
like personnel, commodities, and contractual
services, which are then grouped into departments and
funds. People have criticized this approach for almost as
longasithasbeeninuse withlocal governments.
One of the most prominent criticisms is that past
decisions are frozen in place past the point at which they
are affordable or relevant. Once a change is made to the
budget, the change is carried over to successive budgets.
Let’sillustrate with an example thatis notuncommon in
traditional budgeting. If a department gets a grant from,
say, state or federal government to increase staffing for
afew years, those positions come to be regarded as part
of the department’s baseline budget. Once the grant
ends, the expenditure continues to be funded without
an evaluation of whether those positions are creating
sufficient value for the community to justify the cost. This
same phenomenon occurs more widely but more subtly
when entire budgets are carried forward and inflated
from year to year without a good understanding of what
services are being provided, at what cost, and for what
benefit. This “layering on” effect contributes to financial
distress andis asuboptimal allocation of resources. There
are also more complex examples with further-reaching
implications that GFOA has documented elsewhere.!
Another criticism is that the traditional budget is not
strategic. Spendingis allocated toline items that concern
the day-to-day operations of government. Line items like
“travel,” “supplies” or “miscellaneous” don't speak to how
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spending impacts big-picture resultslike public safety,
mobility, health, and more. Also, historical precedentis

the primary determinant of how much money is allocated
toeachlineitem. Thisis backward-looking, not forward-
looking. All of this means that the budget process is not well
suited to handle big-picture and/or emergingissues.

For example, local governments may be slow in adopting
new and better methods of operating and have trouble
coordinating multidisciplinary solutions to complex
problems. This means that the local budget may become
increasingly disconnected from evolving community
needs and priorities over time. A well-known example
isthatfires areless common than they used to be due to
improved building codes and better construction methods.
Nevertheless, city governments have been slow to adapt
public safety spending away from fire response to more
pressingissues. In many communities, a more pressing
needis emergency medical services (EMS), due toan aging
population. The changing building stock and age of the
population unfolded over several years, yet municipal
budgets were still slow to respond. We can easily appreciate
that the traditional budget would not do any better in
responding to more rapidly evolving situations.

Afinal criticism we will cover is that traditional budgeting
is a “zero-sum game.” This means that for one party towin,
someone else must lose. In the context of budgeting, this
means, for example, that for one department to get more
funding, another department must get less. Critically,
in traditional budgeting, thisis seen as awin for one
departmentand aloss for the other. A zero-sum game
promotes power dynamics that favor maintaining the
status quo and encourages self-interested decision-making.

Zero-sum thinking makes it difficult to address problems
thatrequire collaboration across participantsin the budget.
Collaboration isrequired to accomplish outcomes that
make life better for communities, like reducing violent
crime, increasing economic opportunity, orimproving
public health. Traditional budgeting focuses participants
primarily on inputs and secondarily on outputs. Inputs
arethe moneyineachline item and staffingin each
department. Outputs are the services a department
produces with the resources they get. If success in the
budget “game” is defined by inputs and outputs (rather than
outcomes), then self-interested, zero-sum behaviors are
likely toresult. This game also encourages departmental
budget “silos,” where departments don't consider the
potential to work with people outside of their boundaries
and take on aninsular attitude about the services (and
budget) the department provides.

These criticisms have led to some attempts to do
budgeting better. Two widely recognized innovations
are zero-base budgeting and priority-based budgeting.*
Anumber ofintrepid local governments have tried these
methods with varying degrees of success and staying

One of the most prominent
criticisms of traditional budgeting
is that past decisions are frozen
in place past the point at which
they are affordable or relevant.

power. Among the majority of local governments,
however, the traditional budget has endured...and for
good reasons. The traditional budget has advantages that
we must not overlook:?

@ Simplicity. Because budgeting is done at the
margins, incrementally, itis easier to understand
and calculate. Because it does not addresslarger,
strategic issues, the budget processis able to be less
demanding of participants’ time and attention than
acomprehensive process would be.

@ Control. Individual line items provide easy-to-
understand accountability: Did the line item get
overspent or not? Also, incrementalism means the
budget is not subject toradical changes from year
to year. Radical change, almost by definition, risks
getting out of control.

@ Predictability. Historical precedentis often a
widely accepted justification for decisions. Relying
on historical precedent sets the expectations
of participantsin the budget process. This
attenuates conflict and reduces uncertainty among
stakeholders.

@ Flexibility. Because the budget is not oriented
toward overarching strategic objectives, public
officials can more easily change their goals. In other
words, because the budget has not been committed
to any particular strategic direction, public officials
have more flexibility to declare new policies.

Sowhatleadsustobelieve Rethinking Budgetingisa
good idea? If prior efforts at new ways of budgeting have
metwith limited success and the traditional budget has
important advantages, why would Rethinking Budgeting
be worthwhile?

Let's consider the contextin which budgeting takes
place today. All the criticisms of traditional budgeting we
described earlier are as valid as ever, but there are three
forces that make traditional budgeting less tenable than
in the past.

*”Budgeting for Outcomes” is a variety of priority-based budgeting that some readers may be familiar with.
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THREATS TO THE STATUS QUO

First, is stagnant or diminishing resources available to local
governments. Much of the traditional budget’s successrests
on distributing budget increases to enough stakeholders
tomaintain a stable governing coalition. However, the
traditional budget does not have a good answer to resource
declines. This is why we see across-the-board cuts as
acommon response to fiscal distress: Everyone is cut
evenly. However, this does not optimally size or shape
government to the conditions it faces. In fact, the two
budgeting innovations we mentioned earlier, zero-base
budgeting and priority-based budgeting, were a direct
response to the inability of the traditional budget to cope
with declining resources. Looking into the future, there
are serious questions aboutlocal government’s ability
toraise more revenue: Will the economy support it?

Will citizenry support it?*,° GFOA’'s Rethinking Revenue
initiativeisintended to help modernize local government
revenue systems, butitis alsoimportant that government
spending plans be more adaptable to resource-constrained
environments.

Conflictis the second force. The defining conflict of our
timesis political polarization. During the heyday of the
traditional budget, the 1950s through the 1970s, cross-
party collaboration was almost atan all-time high of
modern history (only exceeded by the period during World
WarlII). We see thisin Exhibit 1, which shows cross-party

collaboration in the U.S. Congress from 1895 to 2017.**
We also see today that cross-party collaboration has
reached all-time lows.

Political conflictis notlimited to federal government
officials. It affects the general public, too. As one group
of political scientists putit, “the most significant fault
linein the second decade of the twenty-first century [in
America] isnotrace, religion, or economic status but
political party affiliation.” This has expressed itselfin
civic activities, like a precipitous decline in split-ticket
voting,®as well as personal choices. Forinstance, political
affiliation is becoming a more important factor in choosing
marriage partners than even education orreligion.® In
such an environment, political polarization can't help but
threaten local government as well, even if elections are
nonpartisan.’

Declining trust has accompanied heightened political
conflict. For example, when people in 1964 were asked
whether the government was run on behalf of (1) “a few
biginterests” or (2) “the benefit of all,” Americans favored
option 2, 64 percent to 29 percent. By 2018, those numbers
had more than completely reversed: Option 2 garnered only
21 percent versus 76 percent for option 1.8 This decline in
trustisnotlimited to the political system. Surveys show
thatin the early 1960s nearly two-thirds of Americans
trusted other people, but by the 2020s only one-third did.®

The traditional budgetlessens conflict by relying on
historical precedent. However, in an environment of

EXHIBIT 1 | CROSS-PARTY COLLABORATION IN THE U.S. CONGRESS FROM 1895 TO 2017
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* Economic growth rates have slowed significantly after 1970, falling below the long-term rate of 2 percent a year. Thus, steady material progress may no longer be the
guarantee it once seemed (see endnote 3 for support). It follows that if economic growth is no longer growing as it once was, then local government revenues will no
longer grow as they once did. Further analysis of the limits of the local government revenue system are available in “Rethinking Local Government Revenue Systems:
Why is it Necessary?” published by the Government Finance Officers Association (October 2021). https.//www.gfoa.org/materials/rethinking-local-government-
revenue-systems

**This chart is a synthesis of widely accepted, if imperfect, measures of polarization in the U.S. Congress. For more information, see: Putnam, Robert D.; Romney
Garrett, Shaylyn (October 13, 2020). The upswing: How America came together a century ago and how we can do it again. Simon & Schuster.
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markedly lower trust, where many people no longer believe
that others have their bestinterestsin mind, people

may notbe willing to accept historical precedentas a
justification for how resources are distributed.

The third force is volatility. Perhaps the most important
source of volatility that the modern budget must contend
withisinformation. The amount of information and access
toithasbeenincreasing exponentially over the past
decades. These nonlinear increases have continued since
then, and the trend is expected to continue into the future,
asshownin Exhibit 2.1

Inrecentyears, this phenomenon seems to have reached
athreshold point, where new ideas and organizational
forms** canrapidly spread to a point where they are adopted
by acritical mass of people. The resultisrapid changesin
public opinion and consequent demands on institutions.
Forinstance, the role of social media in catalyzing social
unrestand coordinating protest organizations has been
well documented.'? This volatility challenges the stability
of established organizations. For example, the average life
span of a company on the S&P 500 has shrunk from almost
B60vyearsinthe 1950s down to around 20 years currently.*®

Of course, local governments can't go “out of business”
like private firms. Butlocal governments still require
legitimacy to accomplish their mission. If theylose
legitimacy, then they may risk being displaced by

EXHIBIT 2 | DIGITAL DATA GENERATED
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alternatives, like privatization, nonprofits, or other
organizational forms." The traditional budgetis unsuited
to provide legitimacy in this new and volatile information
environment.* First, the traditional budget relies on
historical precedent for much of its legitimacy. New
information and ideas, by definition, do not defer to
historical precedent. Second, the traditional budget
doesnothave a good means for getting feedback from an
environment thatis subject to rapid change, much less
ameans forchangingif and when the need todo sois
identified. For example, the traditional budgetis organized
by line items and departments, which are intended
primarily to facilitate control of traditional spending plans.
Notall volatility is caused by the “information tsunami”
we just described.® The increasing frequency of literal
extreme weather events (see Exhibit 3),* for example,
challengeslocal budgets and introduces new sources of
instability into financial planning. The number of declared
disasters hasincreased faster than the rate of population
growth. Additionally, research shows that there is also
atrend of increasing aggregate financial losses from
disasters.'®* COVID-19is another example of volatility,
where increased global connectedness aided the spread
of the disease and disrupted supply chains. Traditional
budgets that assume the future will alwayslooklike the
pastare not well suited to volatile conditions.

The amount of information

and access to it has been
increasing exponentially
over the past decades.

2025

**Primarily, this refers to network organizations. These are organizations that don’t have a hierarchical structure.

* This is not to suggest that other organizational forms are “bad” or somehow undesirable. In fact, GFOA has written extensively about the value communities can realize by
pursuing new and better forms of governance that combine the strengths of government with the strengths of other sectors. However, we suggest that a thoughtful, intentional
evolution toward these different forms is preferable to government being displaced by them due to loss of legitimacy.

1 The authors of the study used to create Exhibit 3 believe that increase in the number of presidentially declared disasters has several causes, including global climate change,
increased urbanization, and increased asset values in risky geographic areas.
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EXHIBIT 3 | NUMBER OF U.S. PRESIDENTIALLY DECLARED DISASTERS
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POSITIVE FORCES FOR CHANGE

Notalldevelopments that favor arethinking of the
traditional budget are threats. There have been several
positive developments that give us a greater chance

of success than budgetreformersin decades past. Four
things we know to be different today could be important
levers for making change.

@ We have different mental models. A mental
model is arepresentation of how something works.’
The common mental model for traditional budgeting
isthe zero-sum game, where for one person to win,
another mustlose. This will lead to predictable and
undesirable behaviors, such as padding budgets or
exaggerating the risks of budget reductions or the
resources needed to accomplish some task. GFOA’s
Financial Foundations for Thriving Communities
body ofresearch offers anew mental model that
suggests different, more adaptive behaviors. The
Financial Foundations Frameworkis based ona
Nobel Prize-winning body of work about how to
solve the challengesinherentin managing shared,
publicly owned resources like alocal government
budget.'® It offers five “pillars” for thinking through
shared resource problems like those commonly
found in public budgeting (see Exhibit4) and
reaching sustainable decisions. The Financial
Foundations mental model isn't “new” to the world.
The underlying ideas have been widely used in
other fields, like natural resource management. It
is, though, new to public finance. This new model
can help us understand the problems involved in
budgeting by uncovering blind spots we may have
and revealing the forces underlying the problems.

Number of Declarations
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@ We have a better understanding of how people

make decisions. Primarily, this means we have a
better understanding of the limits of rationality. All
people engage in predictably irrational decision-making,
commonly called “cognitive biases.” Scientific research
onthis topichasgained alot of attention in recent

years (including two Nobel Prizes!?), bringing more
recognition of the role of irrationality in decision-making
and the settings that might encourage or discourage
irrationality. For example, one of the more important
types of cognitive biasesis “overconfidence bias.” This
means that we underestimate future uncertainty,
leading us to fail to question the assumptions behind our
budget plans or look for reasons why our plans might be
flawed. Another example is overestimating our ability to
getX done with only Y dollars.

By understanding cognitive biases and harnessing

the power of behavioral science, we can design better
decision-making systems. Because our faculties for
rational decision-making are limited, a comprehensively
rational approach to budgeting will be difficult to
implement, muchless maintain over multiple years.
Zero-base budgeting, for example, attempts make
budgeting comprehensively rational, and, predictably,
hasmetwithlimited success.?’ As an alternative to
comprehensively rational decision-making, people tend
torely more on decision-making rules of thumb. One
common rule of thumb or mental shortcut used in all
walks of life is to piggyback on what you already know.
Hence, the traditional budget asks, “What worked last
year?” Knowing that the mind works this way allows us
to ask, “What might the new but better mental shortcut
be to support good budgeting decisions?”
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EXHIBIT 4 | THE FINANCIAL FOUNDATIONS NETWORK
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@ Technology reduces communication and

production costs. Technology makes it easier to
move information around networks of people and
cheaper to produce thatinformation. Technology has
grown in power and availability over the years.

Technology can be used to create interactive
simulations of budgeting decisions. For example,
participantsin the budget process could see how much
different combinations of public services cost and what
benefits would be produced. Or simulations could be
used to show uncertainty in revenue forecasts and help
participants better understand theriskof runninga
deficitunder various spending scenarios. Interactivity
helps people get their minds around complex
phenomena more easily.?* Simulations might help
engage ourrational thinking capacity and, ultimately,
shape ourintuitions. Simulation also might help reduce
overconfidence abouthow the future will turn out.

Also, technology can communicate information
instantly and at a low cost. Large numbers of people
(inside or outside of government) can get access to the
same information at the same time.

Asafinal example, technology can reduce the cost
of administering the budget. A big point in favor of

line-item incremental budgeting, historically, was
that the paperworkrequired was muchless than the
alternatives. “Paperwork” should not be an issue today.
Thisisnottosaylineitems are obsolete—just that
technology does not necessitate line-item budgeting.
Technology allows calculations to be made more
easily now.

More awareness of issues of fairness in the
budget. The conventional budget decreases or avoids
conflict by relying on historical precedent. In decades
past, however, income inequalities were farless and
medianreal wages had been growing for many years.??
Also, backthen, people were not as aware of

(or perhapsless concerned about) racial disparities.?®
So, in the past, some potential conflicts were less acute
and/orlocal governments were comfortable ignoring
them. Today, it seems more people are interested in
addressing these conflicts and are less willing to accept
conditions that are regarded as unfair. Therefore,
avoiding conflictisnotreally an option. The only good
optionis to handle it constructively. Hence, better
budgeting and more attention to fairness in the budget
could play arole in positively influencing some of the
mostimportant potential conflicts of our time.
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WHAT IS OUR PLAN FOR RETHINKING BUDGETING?

The budgetis, arguably, the mostimportant policy alocal
government produces. It describes how government’s
limited resources will be used and who gets those
resources. A policy thatimportant can be difficultand
complicated to do well. A time-honored method for tackling
adifficult problemis to breakit down into smaller parts.
Hence, we will break budgeting down into three parts:

@ Planning isarticulating a desired future state for
the organization.

@ Budgeting is allocating alocal government’s limited
resources.

@ Monitoring/reporting is making sure that the
commitments made during planning and budgeting
arelived up to and maintaining an understanding
of the environment.

We convened a group of officials from local governments of
alltypes and sizes across North America. They were joined
byleading academics who study public budgeting. Along
with GFOA staff, they conducted a deep investigation of key
weaknesses of the conventional local government approach
toplanning, budgeting, and monitoring/reporting. They
then soughtinnovative alternatives by using design
methods commonly used in other fields, where innovation
isarequirement for survival, and by looking outside of
public finance, to other disciplines and fields of study, for
inspiration.

Perhaps the mostimportant of these design methods
is called “first principles thinking.” First principles
thinking means we base ourideas on the most essential
elements of what we know to be true (first principles) about
planning, budgeting, and monitoring. Breaking the problem
of rethinking budgeting down to essentials and then
rethinking from the ground up is one of the best ways to find
new, creative solutions. The three bullets about planning,
budgeting, and monitoring are first principles. We can
start with these premises and remove the conventions that

have built up around them over time. To that, we bringinto
consideration what we know to be true, based on evidence.
Thisincludes things we described earlier, like the four
positive forces for change, threats to the status quo, and
features of the traditional budget that account for its staying
power. First principles thinking has been used to solve
difficult problems from the time of Aristotle to the giants of
technology and finance in today’s world.?*

The alternative to first principles thinking isreasoning
by analogy. An example is to ask: “What have we done
traditionally?” Animportant premise of this projectis that
what we have done traditionally is of limited usefulness
for finding our way forward. By first describing what is
different today and by defining the core elements of the
budget (planning, budgeting, and monitoring), we have the
building blocks for our recommendations.

Also, aswerethink the budget, we mustremain mindful
of the advantages of the traditional budget. If a “rethought”
approach does not compare favorably to the traditional
budget on the characteristics of simplicity, control,
predictability, and flexibility, then that rethought approach
will not get far.

The Rethinking Budgeting team has already articulated
threeideas forrethinking the “planning” aspect of
budgeting. Below is a short description of each idea and a
link to additional resources on the idea.

@ Define the problem. The traditional budget and
planning processisill-equipped to deal with the
complex problems created by volatility and conflict.
We show why complex problems frustrate traditional
budgeting and planning, outline the principles for
designing a process to define problems more deeply,
and, finally, provide an illustration of a process to
define problems before solutions. Defining problems
more deeply helps people feel a greater sense of
control and predictability over complex problems. See
more at gfoa.org/materials/defining-the-problem.

An illustration of a first principles inquiry into the purpose of budgeting:

= What does the society need that local government decides it can produce on its own
or in partnership with others?

= How far can current resources go to pursue those needs?

= Where can the local government go to identify and bring in new resources, if needed?

= What is the investment plan that produces the intended outcomes?

By identifying and considering these basic questions, we can find new answers.
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@ Rethinking strategic planning. Strategic planning

isalong-standing “best practice” in public finance.
However, strategic planning, asitis commonly
practiced, hassignificantlimitations. We highlight
the flaws in some of the basic underlying assumptions
of traditional strategic planning and propose a new
approach thatis better able to meet the challenges
faced by governments today. The approach we suggest
promotes more adaptability in strategic plans, which
might serve as a substitute for the flexibility of the
traditional budget. See more at gfoa.org/materials/
rethinking-strategic-planning.

Rethinking public engagement. Public
engagementis essential for gathering feedback to
inform the size and shape of the budget. However,
public engagement as itis conventionally practiced is
too little, too late. It happens at the end of the budget
process when decisions have already been made
anditislimited to a public hearing or two, which
often amounts tolittle more than an opportunity for
citizens to air their grievances ata microphone. We
suggest anew set of principles to design better public
engagement thathappens early enough to provide
feedbackthat caninfluence later resource allocation
decisions. More public engagement, at first, would
seem to work against simplicity and, perhaps, control.
However, building more feedbackinto the budget
process should better align the budget with public
sentiment. This should, ultimately, reduce conflict
and give government officials more predictability in
how the public will react to government’s spending
plans. See more at gfoa.org/materials/rethinking-
public-engagement.

How can you stay involved?

If you'd like to be kept abreast of the latest
developments and join the discussion

about Rethinking Budgeting, join the GFOA
community forum or join our mailing list at
gfoa.org/rtbupdates. We will announce new
research reports, web conferences, events
and resources, and how you can get directly
involved. We believe the local government

is at a crossroads. The path of the status

guo seems increasingly untenable. A new
path, however, offers the potential for local
governments to help their communities
thrive in our rapidly changing world. F
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