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Abstract

The Government Performance and Results Act (GPRA) isthe latest in a series of attempts to introduce
performance- based management and budgeting techniques a the federd leve in the United States. Inthe
past these attempits largdly faled due to adminigtrative complexities, lack of investment in managerid,

accounting, and information sysems, and the absence of ingtitutiond incentives to promote gains in

economic efficiency. Whilethe GPRA is primarily amanagement reform, most policymakersview it asthe
main vehicle by which performanceinformation will beincluded in thefederd budget process. If the GPRA

and itsrelated reformswere to succeed in significantly atering thefocus of federa budgeting from inputsto
outputs and, moreimportantly, to outcomes, it would have apostiveinfluencefor yearsto come. Whilewe
find the objectives of the GPRA laudable, we question whether this current incarnation of performance
budgeting can succeed in transforming the traditiona focus of federa budgeting from annua gppropriations
and obligations to multi-year outputs and outcomes.
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1. Introduction

The objective of this paper isto review the gpparent resurrection of performance budgeting in the
United States and to eva uate the prospects of successfor the Government Performance and Results Act of
1993 (GPRA).! Preceded by the Financid Management Initiative (Great Britian, 1982), Programme
Management and Budgeting (Austrdia, 1983), Public Finance Act (New Zedand, 1989) and the Chief
Financid OfficersAct (United States, 1990), the GPRA isthelatest in aseriesof internationd management
and budget reforms with the objective of shifting the focus of policymakers and budget practitioners from
expending resources to providing outputs and services to customers (Mascarenhas, 1996; OMB,
2001a,b).? Each of these initiatives shares the common godls of improving decision-making processes
between the various branches of government, restructuring management processes to enhance admindrative
and economic efficiency, and increasing accountability to taxpayers. Curioudy, even though its potentia
impact on the federd budgeting process is sgnificant, the GPRA has recelved scant attention in the
economics literature.

Whileit may appear to the casud observer that the GPRA is primarily amanagement reform, we
argue that in its implementation, the GPRA is dso a budget reform. As early as 1995, the Office of

Management and Budget (OMB) stated that efforts were being made with the objective of linking various

! See Public Law 103-62 approved on August 3, 1993 for the full text of the Government Performance and Results
Act. The GPRA isan amendment to the Budget and Accounting Act of 1921.

% Inthis paper we define “ performance budgeting” in the widest possible context as any initiative or reform that
attempts to quantify public sector outputs or outcomes and to explicitly incorporate these outputs and outcomesin
the budget process.

3 Gao (19973, 1997b, 2000) and Jones and M cCaffery (1992, 1993, 1997) discussissues related to the implementation

of the GPRA. See Jordan and Hackbart (1999) and Willoughby and Melkers (1998, 2000) for reviews of performance
budgeting at the state level.
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GPRA requirements to the budget process (OMB, 1995).* If the GPRA significantly dtersthe focus of
federa budgeting from annua gppropriationsand obligationsto near and long-term operationa and drategic
objectives, it is likely to have a postive influence on federal budgeting for years to come. On the other
hand, if the GPRA creates rent- seeking opportunities and incentivesfor federd agenciesto understatethelr
capabilities or overdate their resource requirements, then it islikely the GPRA will become another inthe
long list of discontinued federa budgeting reforms. Webdievethreekey chalenges must be surmounted for
the GPRA to be considered a success. Firgt, the GPRA should assst in the cregation of an inditutiond
framework conducive to forming consensus on a unique set of objectives among conflicting stakeholders.
Second, GPRA implementation must support the ultimate stated objective of linking resourcesto results- or
to relate data on program performance to appropriation account structures- for the conjectured efficiency
gansto beredized. Findly, the GPRA must overcome atraditiond system of budgeting that, while often
criticized and the focus of dmost continuous reform efforts, has survived to this day (Wildavsky, 1992).
In this paper we review the GPRA and its chances of success given its current structure and the
experience of earlier budget reforms in the United States and abroad. In Section 2, we review the key
differences between control and performance budgets, noting how performance budgeting reforms are
designed to address the incentive structure of control budgets. In Section 3, we briefly discuss lessons
learned from domestic and internationa performance-oriented reforms. We then review the GPRA in

Section 4 and follow with adiscussion of incentives and the budget processin Section 5. In Section 6, we

4 Congressintended for the GPRA to improve the effectiveness of federal programs by shifting the focus away from
apreoccupation with staffing and activity levelsto a broader focus on the results or outcomes of federal programs
(GAO, 2000). The current administration has explicitly stated itsintent to use the GPRA and other management
reforms to explicitly link the allocation of resources to outcomes (Budget and Program, 2000; OM B, 2001a,b).
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discussthe chdlenges of achieving consensus among multi ple competing stakehol ders and the devel opment

of performance metrics. The last section summarizes and conjectures on the future of the GPRA.

2. Arethere sgnificant differences between control and performance budgets?

Typicdly, public budgets serve three different functions: aplanning function, amanagement function,
and acontrol function (Schick, 1966).> Thesefunctionsroughly correspond to thefour stages of the budget
cyde executive preparation and legidative review (planning), execution (management), and audit (control).°
Whiletraditional, control focused budgets are oriented toward the all ocation of resourcesamong different
expenditure categories, performance budgets instead focus on the outcomes generated by the fina
production of public goods and services. Performance budgets generdly emphasize two key dements. @)
outputs, and theinputs required by government agenciesto produce those outputs; and b) outcomeswhich
areimplicitly assumed to represent consumer preferences for public goods and services. If, as currently
envisoned by the OMB and other decision makers, budget requests are to be ultimately tied to outcomes,
thentherole of federd budgeting and accounting sysemswill need to shift from principaly acontrol function
to more of a planning and management function.” The GPRA is one of the primary mechanismsby which

this shift in focus is expected to occur.

> wil davsky (1974) noted that public budgets can be thought of as a series of objectives with price tags attached to
each objective.

® SeeM cCaffery (1999) for adiscussion of the four stages of the federal budget process.

! Eventually, the annual performance plan of each agency isto be integrated with the agency-s budget request so as
to illustrate the resources requested to meet the performance objectives (OMB, 1995, 20014).

3



The planning function of public budgeting emphasizesthe alocation of resources among competing
public programs and roughly coincides with the concept of dlocative efficiency.? Traditiondly, due the
paliticd nature of the planning function, it hasresded at the highest levelsof government. Whilethe planning
function of public budgeting focuses on the inter- program allocation of public resources, the management
function instead focuses on the intra-program alocation of resources. The management function can
influence dlocative efficiency through the redlocation of intra- program resources and technical efficiency
through improved management and production techniques. Findly, thecontrol function of public budgeting
focuseson thelegd, adminigtrative, and other restrictions on the expenditure of public resourcesandisoften
thought of as the mechanism by which government is held accountable to the taxpayer.

Control budgeting systems are principally designed to alocate and track expenditures on inputsto
ensurefiscal accountability and to minimizethe misappropriation of public funds® Control systemstypicaly
rely on statutory requirements, administrative procedures, andinditutiond structuresto minimizediversonor
misuse of public funds. Departments may arguefor greeter flexibility and less oversght in the use of public
resources in order to respond to what they view as the evolving preferences and needs of their customers.
Congress, on the other hand, may fed the need to exercise the power of the purse and increase its
restrictions on the use of gppropriationsand oversght of departmenta operationsto ensurethe gppropriate

use of public resources and accountability to taxpayers (Pitsvada, 1983, 1998).

8 See Bruce (2001) for a discussion of the concepts of allocative, distributive, and technical efficiency. The World
Bank (1998) and Schick (2001) argue that the budgeting process in an inherently allocative process.

% See Premchand (1983) and Gianakis (1996) for a discussion.

4



Ironically, while a control budget’s primary function is to insure accountability to taxpayers, this
function may be subverted by the focus on expending current resources and maintaining the current level of
appropriations. Theincentive structure of acontrol sysemislargely negativein orientation, in that the non-
use or misuse of public resources results in the impostion of inditutiond (lowered appropriations in
succeeding fiscd years) and persond perdties (demotion, reassgnment, or, in the worst cases,
incarceration). Whilethe inputsin acontrol system are readily quantifiable and thus can be managed with
standard accounting and administrative techniques, the transaction cogts of administering a control system
may increase over time due to the proliferation of adminidrative, atutory, and ingtitutional requirements.
More importantly, there is no guarantee that control budgeting and accounting systems encourage cost-
minimizing behavior.

An example of the perverse incentives created by control budgeting is the “use it or lose it”
phenomenon (Niskanen, 1971, 1972, 1975, 1994). Congresstypically gppropriates moniesto agencieson
an annud basis to fund operations throughout the fiscd year and may be hesitant to provide supplementa
gopropriations except in cases of sgnificant national interest (naturd disagters, acts of war, or other
emergencies). Operating funds not spent or obligated by the end of the fiscd year typicaly cannot be
transferred to the next fiscal year, that is, either the funds are expended or they arelogt. 2° Congressalso

places regtrictions on the reprogramming of appropriations (inputs) between programs.** Public sector

10 Multi-year appropriation accounts, on the other hand, may use funds across fiscal years. Procurement
appropriations for the Department of Defense, for example, have afive-year life span.

1 Reprogramming is the transfer of funds within an appropriation to purposes other than those intended at the time
the appropriation was requested and approved by Congress. In some instances, agencies are allowed to reprogram
resources from one program activity to another aslong as the amount of resources does not exceed the threshold
specified by the relevant Congressional committee. See Schick (1966), Premchand (1983), among others. TheU.S
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managers may rationdly respond to these incentives by ensuring their gppropriations are exhausted by the
end of the current fiscd year and by engaging in defengve actions to preserve ther current budgetary
dlocation. Curioudy, such behavior is even observed in multi-year program accounts (Wall, 2001).*2
The incentive structure of the control budget is such that public managers are pendized for

identifying and implementing cost saving techniques. Departments that expend dl their gppropriated
resourcesin the current fiscal year may be rewarded with an equa or greater gppropriationin thefollowing
fisca year. On the other hand, departments that redize cost savings through process improvements or
managerid reforms may have their budgets cut in the following fisca year and resources trandferred to
organizationsthat met or exceeded their funding levels. Departmentswith shrinking client bases (agriculture
and veterans adminigtration, for example) may respond by expanding their portfoliosto retain or increase
current levels of funding, leading to complex indtitutiona structureswhere severa agencies offer riva public
sarvices. In effect, the inditutiona structure of control budgeting inadvertently rewards agencies that are
over budget while pendizing departments for implementing reforms that improve efficiency.™® Addressing
this mord hazard is one of the primary arguments for implementing a performance budgeting sysem

(Melesg, 1997).

Army reprogramming guide at http://www.asafm.army.mil/budget/di/ard/ard.pdf provides an example of this
technique.

2 wall (2001) finds empirical evidence of a“bureaucratic effect” that significantly increases spending at the end of
thefiscal year in multi-year procurement accounts.

B An anonymous referee suggests that a significant overview and audit system already exists with the express
purpose of mitigating the misuse of public funds. Managers may, as this argument goes, respond to the prospect of
institutional penalties by seeking out process and efficiency improving mechanisms to increase the probability of
receiving reputation awards or minimizing institutional penalties. We concur that the system is designed to prevent
the misuse of public funds but not the complete expenditure of appropriated funds for legal purposes by the end of
the fiscal year even though aless than complete expenditure may be sufficient to meet the agency’ s objectives and

6



Performance budgeting initiatives attempt to addressthe input bias of control budgeting systemsby
shifting the focus from resource alocation to outcome (or output) generation.™ By shifting emphasisfrom
inputsto outcomes, the planning and management functions of the budget are supposed to gain importance
relative to the control function. However, the case for performance budgeting rests on three implicit
assumptions: (a) goal congruence -- that departments with multiple principals can develop rdevant and
useful grategic plans; (b) measurement -- that gods can be quantified so that success in achieving the
gods or outcomes can be checked in performance reports; and (c) incentives -- that control budgeting
systems can be redesigned to tie budgets to outcomes and sufficient motivation exists for organizations to
effectively alocate resources and administer programs.™ In linking resources to results, the last step of
performance budgeting attempts to refocus attention from the control to the management and planning

functions.

3. What lessons can be drawn from the U.S. and inter national experience?
Asoneof thelast mgjor government-wide budgeting reforms of the 20™ century, it isuseful to adopt
two different perspectives in discussng the Government Performance and Results Act of 1993 (GPRA).

Viewed higoricdly, the GPRA isthe latest iteration in aseries of government-wide performance oriented

Congressional intent. Thisisaquestion that awaits further examination.

14 Activity Based Costing (ABC) may be thought of as an effort to address this problem. Under ABC, input or control
budget data (costs) associated with specific activities are aggregated to serve a management function. Ideally, this
effort will offer public managers the opportunity to identify the true costs of providing specific outputs. See Brown,
Myring, and Gard (1999), Mullins and Zorn (1999), and Williams and Melhuish (1999).

15 Joyce (1993, 1999) similarly argues that the challenges to performance budgeting are (1) agreeing on objectives or
targets; (2) managing costs and results through the measurement of inputs and results; and (3) using performance
information in the budget process.
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inititives. Viewed contemporaneoudy, GPRA is the leading initiative among a host of current federa
management and financid reforms. In this section, we examine lessons drawn from previous attempts at
budget reform in the United States and other countries.

What lessons can be drawn from previous reforms in the United Sates? Although the
consensusintheliterature appearsto bethat the previous attemptsat performance- oriented budget process
reformlargely faled to meet their stated objectives, we believe that these efforts laid the foundation for the
current performance-oriented effort currently underway in the United States™® I viewed though a
aufficiently long lens, there appears to be a consigently upward trend in the attempts to integrate
performance information into the federa budget process.

Severd lessons can be drawn from these efforts.  Firg, the effort to implement performance
management and budgeting techniques requires a sgnificant investment in accounting and information
systems and human capitd. 1f, asin the United States, systems have been devel oped to dlocate and track
the expenditure of fisca resources, and not the influence of these expenditures on outputs and outcomes,
then these systems will require modification to link inputs (gppropriations and obligations) to outputs and
outcomes (acres of forest managed, number of clients served, reductions in specific types of pollution).
Second, while the impetus for reform may be a “top-down” initiative, the process and systems must be
aufficiently flexible to encompass the diverse inputs and outputs of the various federd departments and

agencies. Organizations should be granted sufficient autonomy in the budget process to develop ther

18 See Premchand (1983) and GAO (19974a) for reviews of the Budget and Accounting Procedures Act of 1950.
Novick (1965, 1973), Schick (1966, 1973), and Premchand (1983), among others, discuss the Planning, Programming,
and Budgeting System. See Tosi, Rizzo, and Carroll (1970), Tos and Carroll (1971), Morrisey (1976), and Odiorne
(1979) for discussions of Management by Objectives budgeting techniques. Novick (1965), Premchand (1983), and
Savage and Schwartz (1999) discuss Zero-Base Budgeting techniques.
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objectives and to alocate resources across competing objectives in reflection of the priorities of the
President, Congress, other stakeholders, and the organizationitself. Third, the determination and evauation
of performance objectives requiresinput from the various Sakeholders, toinclude the legidative branch and,
where gppropriate, the client base. The effectiveness of the Planning, Programming, and Budgeting and
Zero-Base Budgeting systems, for example, were impeded by the exclusion of the various stakeholdersin
the performance planning and measurement process. When the budgets developed using these
methodol ogies were presented to Congress, they were often misunderstood and viewed with suspicion as
products of the executive branch that were devel oped without the gppropriatelevel of Congressona inpuit.
For budget reform to be successful, Congress should take an active role in the continued devel opment of
the reform process to ensure that its views and concerns are adequately addressed by the impending
reforms.

What can we learn from performance budgeting reforms in other countries? The United
Statesisnot the only devel oped country to introduce significant budget processreformsin the past decade.
Severd OECD countries, including Audtrdia, Germany, Greet Britain, and New Zed and have undertaken
reforms with the objective of moving the focus of the budget process from an annud, input-oriented
perspective to amulti-year, performance-based focus. Three genera trends emerge from these efforts.”
Firgt, many of these countries have introduced performance budgeting techniquesin an attempt to quantify

performance and to explicitly link resource alocation with performance®® Second, there has been a

" premchand (1999) reviews budget techniquesin the United States, Australia, New Zealand, and the United
Kingdom. Boex, Martinez-Vazquez, and McNab (2000) examine multi-year budgeting techniques and their application
in transitional countries. See also OECD (2002) for abrief review of performance budgeting trends.

18 Schick (2001), however, argues that while many countries actively compile and include performance information in
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tendency to move away from centraly driven budgetsto budgetsthat are created by line departmentsand
minigtries. Third, each of these countries moved to highlight, and in some cases, explicitly incorporate, the
multi-year budgetary implications of resource alocation decisions.

What lessons do these reforms hold for the United States? First, performance oriented budget
reform cannot be successful without reformsin other supporting budget processes. Examining the budget
reformsin Audrdia, Great Britain, and New Zedand, we note that the reform process has been systemic
rather than piecemed.’® Performance objectives have been tied to multi-year budget estimates that are
consolidated in a centraized budget database.  The role of the central finance department or ministry has
been transformed from one of generating estimates and resource dlocationsto one of providing budgetary
guidance, consolidation, and evauation of the estimates of the line departments and ministries. The line
departments and minigtries, and not the centrd finance department, have assumed the respongbility of
generating thair budget estimates. Whilevariationsexist among the Commonwed th countries, thisgpproach
to budgeting appears to be amarked departure from that currently practiced by the federal governmentin
the United States.

Second, as we noted in the preceding section, budget process reform requires a significant
investment in accounting and information sysems and personnd. This financid invesment must be
accompanied by an empowerment of line departments and agend esthrough enhanced flexibility in personnd

and other policies. In Great Britain, for example, budget reform resulted in the creation of new task-

their budgets this does not guarantee that spending decisions are significantly based on performance information.

19 See Premchand (1990, 19944, 1994b, 1996) and Joyce (1999) for further information on performance budgeting and
budgeting techniquesin OECD and other countries.
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oriented agencies. The heads of these agencies, which were hired on acontractual bass weregiven control
over resources and were held accountable for results® At the same time, heads of traditional agencies
weregradudly granted the authority to determinethe pay scaesfor their employees. Concurrently, therole
of centrd agencieswasgradualy transformed from centraized management to oversight, audit, and, when
necessary, intervention (Premchand, 1999). In Austrdia, the on-going budget reform process hasled the
Ausgrdian Department of Finance and Adminigtration to offer training programs for the support staff of
Members of Parliament. These programs were designed not only to address the need for training for
budget andydts in the executive branch of government, but adso the legidative branch of government.
Supporting thiseffort wastheimplementation of the Parliamentary Services Suite, which replaced anumber
of aging information sysems and incorporated financid management, entitlements processng,
superannuation and human resource management systems (ADOFA, 2000).

Lastly, devolving authority in the budget process appears to enhance accountability and the
trangparency of the budget process. In Gresat Britain, line departments are respongble for determining
program priorities subject to generd guidance provided by the Treasury. Line departments have the
authority to reprogram funds within their departments to concentrate scarce resources on higher priority
programs by reducing or eiminating lower priority programs. In thiscontext, departments are responsible
for dlocating scarce resources to produce the best possible outcomes, so an incentive exists for

departments to all ocate resources in response to citizen preferences and to conserve scarce resources to

2 Smilar legislation was recently submitted to Congressin the Fall of 2001. The proposed Management Flexibility
Act would, in part, treat Senior Executive Service members more like private sector counterparts by using
performance standards to hold them accountable. Alternate pay systems are also being considered to attract and
retain job candidates (Budget and Program, 2001).
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meet program priorities. Departments that achieve cost savings can transfer aportion of the savingsto the
next fisca year, a provison that appears to be directly amed at defesting the “use it or lose it” behavior
associated with control oriented budgets. * These, and other reforms, attempt to redress the incentive

structure associated with control oriented budgets.

4. The Government Performance and Results Act

Signed by President Clintonin 1993, the Government Performance and ResultsActisthelatestina
long line of federd initiatives seeking to integrate performanceinformation in the federal budget process. %
Although the GPRA can be viewed as the culmination of a series of government-wide performance
budgeting initiatives, it isa o the leading initiative among a host of contemporary federd management and
financid reforms. Noteworthy among these complementary contemporary reformsare: the Chief Financid
Officers (CFO) Act of 1990; the Government Management Reform and Federa Acquidtion Streamlining
Acts(GMRA and FASA) of 1994; and the Information Technology Management Reform Act (ITMRA) of
1996.2 The GPRA’s ambitious agenda includes three primary objectives improving congressiond
decison-meking; promoting better interna management of government programs, and increasing

accountability to taxpayers.

2! Similar recommendations were made as part of the Nationa Performance Review (Gore, 1993).

%2 The GPRA statute amended Chapter 11, Title 31, United States Code to include language directing the OMB to
establish “not less than five projectsin performance budgeting.” Furthermore, the Act states: “Pilot projectsin the
designated agencies shall cover the preparation of performance budgets. Such budgets shall present, for one or more
of the major functions and operations of the agency, the varying levels of performance, including outcome-related
performance, that would result from different budgeted amounts.”

2 5 GAO (19974, 1997c¢), Jones and M cCaffery (1992, 1993, 1997, 1999), among others, for examinations of the CFO

Act, GMRA, FASA, and ITMRA.
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In order to accomplish thisambitious agenda, implementing the GPRA consstsof afour-step plan.
Thefirg gep isfor departments to submit five-year strategic plans containing generd godsand objectives
for dl mgor functions and operations. The second step isfor departmentsto develop annua performance
plans expressing these goa's and objectives in measurable form or, dternatively, through the inclusion of
descriptive statements of minimally acceptable and successful programs. Thethird step isfor departments
to deliver annua performance reports to the President and Congress that measure progress toward
performance objectives stated in thelr peformance plans. The fina step is to link budgets with
performance.

Unlike many of the previous performance oriented budget process reforms, the GPRA has been
implemented on an incrementd bass. We bdieve that this done is a Sgnificant improvement over the
previous performance budgeting oriented attempts at reform. The pilot programs produced vauable
information on the obstacles to achieving the sated objectives of the GPRA. Animportant sumbling block
uncovered by the Generd Accounting Office in the test phase of GPRA was the problem many agencies
faced in bringing stakehol derstogether to achieve consensus on aunique set of agency gods(GAO, 19974,
1997b, 2000). Before deve oping performance metrics, agenciesmust first overcomethisproblem of god
congruence.  Only when the agency, stakeholders, and clients have achieved mnsensus on a set of
objectives can the agency develop metricsto gauge its performance over time relative to these objectives.
Progress is dso needed in linking GPRA performance god's to agency budget presentations so that the
performance and budget consequences of decisions can be more clearly understood (OMB, 2001).

Beginning with the 1999 budget cycle, dl federd agencies submitted five-year srategic plansto the
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Office of Management and Budget (OMB). Inthesefive-year plans, the agencies attemptedtoidentify their
objectives, how performance would be measured, and how the agencies would achieve their objectives
over the course of thefive-year plan. Concurrent with the submittal of thefive-year plans, theagenciesadso
submitted their annud performance plansto Congress. Beginning with the year 2000 budget cycle, agencies
ddivered their firg annud performance reports that documented how well they met the prior year's
performance plans. Meanwhile, OMB has devel oped an overd| federa government parformanceplanfrom
individua agencies performance plans. These overdl performance plans are to be routingly submitted to
Congress dong with the Presdent’ s budget. The ultimate objective is to increase transparency by tying
annud performance plansto agency budget requestswith theinitid effort occurring in the President’ s 2003
budget submittd.

As noted in President Bush' s 2003 budget submittal, the ultimate objective is to move the budget
debate from “What will the federd government spend?’ to “What will the federd government achieve?
(OMB, 2002). The Bush adminigtration has continued (and in some ways expanded) the efforts of the
Clinton adminigtration to integrate performance information in the federd budget process and to increase
manegerid flexibility. The performanceinformation from the GPRA processisto be used to score agencies
on their performance, dlocate (and redlocate) funds among competing programs, and consolidate and
terminate unnecessary programs (OMB, 2002).

Asdiscussad inthe previous section, past budget initiatives tended to impose unique structures upon
agenciesin an attempt to capture performance information that proved difficult and costly to transforminto

the traditiona congressona budget presentation framework. Drawing upon this experience, Congress
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sought with GPRA to reform the budget process and develop performance budgeting within the existing
budgeting structureand cycle. Departmentsare required under GPRA to devel op performance metricsand
evauate tharr performance rdative to those metrics usang the basic structures which form the basis for
Congressonad budget presentations. program activities. Departments are now also required to display
expendituresrequired to achieve performance objectives and to crosswalk performance objectivesand the
specific budget accounts funding the objectives (OMB, 2001a, 2001b). The hope is that the previous
impediments to management and budget process reform can be overcome by working within the existing
budget structure. Of course, the danger is that the GPRA will be subsumed by the existing structure,
thwarting the objective of linking expenditures to outcomes.

A dgnificant risk arigng from the concurrent implementation of these financid (CFO and GMRA)
and managerid (FASA and ITMRA) reformsisthe potentid increasein adminigtrative and transaction costs
(See Table 1 for mgor reporting requirements). In evauating cogts associated with these initiatives, it is
prudent to include the opportunity costs involved in complying with these initiatives. Anecdotd evidence
suggests that the current burden of satisfying legidative requirements dready absorbs valuable resources
that, with the proper incentives, might otherwise be invested in improving the quality or quantity of public
goods and services.* Theenvironment inwhich GPRA isbeing implemented may aso be animpediment to
reform. Over two-thirds of federal workersin financia management positions were aged 45 or older in

1999 and the overdl workforce is characterized as having sgnificant skill imbalances relative to work

2 In 1999, for example, 24 agencies produced audited financial statements, of which 14 received clean opinions.
However, this success was, in some cases, attributed to intensive staff efforts to gather and reconcile information
from systemsthat are not yet integrated (JFIMP, 2001).
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requirements®

However, we a so recognizethat for performance oriented reform to succeed, it must be systemicin
scope. While ggnificant impediments may present themselvesin terms of an aging federd workforce, sills
imbalances, and technologica obstacles, the GPRA is not a ‘sand-adon€ reform but a component in a
package of reforms with the objective of improving decison making processes and the dlocation of
resources by federd agencies. We believe that this systemic gpproach dso is a Sgnificant improvement
over previous atempts a management and budget process reform in the United States. Whether the
benefits associated with systemic reform outweigh the transactions costs remains an unanswered, and

perhaps unquantifiable, question.

5. I ncentives, Performance, and Budgets

While the federd budgeting environment has changed sgnificantly from the time of the Hoover
Commission, the tying of monetary inputs to performance outcomes has remained an dusive objective. If
the GPRA isto create an explicit linkage between budget appropriations (and obligations) and the outcomes
generated by public expenditure, it must asss in the crestion an inditutiona environment that rewards
efficiency, trangparency, and the prompt, concise, and accurate reporting of costs, outputs, and outcomes.
In the absence of such an environment, departments may respond to the current incentive structure by
“gaming” their performance reportsto present their activitiesin terms designed to maximize their budgets.

The current chalengefacing Congressand other interested partiesisto create asystem of incentives

to solicit the timely and accurate submittal of cost, output, and outcome datawhich canthen beusedinthe

% The average age of the Federal worker was 45.9 yearsin 1999 and the share of Federal workers eligible for
retirement has doubled over the last decade (GAO, 2001).
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budget process. Departments, on the other hand, may be focused on objectives other than cost
minimization or output maximization.®® They may instead have the objective of obtaining budgets that
provide asmuch residua funding as possiblein excess of thetrue cost of providing agiven level of output.’
Providing Congress with accurate information on costs and outputs may pose athresat to thisobjective. If
the department provides an output for which it isthe sole supplier, it islikely that only the department itsdlf
knowsthetrue cost of the output in question. Congress, in this case, may be dependent on the department
for the provision of cost data. 1n an environment characterized by asymmetric information and monopolidic
supply, the department may be able to secure a budget that is greater than that desired by Congress
(Niskanen, 1971; Miller, 1977: Moene, 1986; Mudller, 1989; Wintrobe, 1997; Claar, 1998). %

The task of creating an environment in which resources can be linked to outcomes is daunting.
Congress, in effect, would need to contract with the various agencies and departments on cost and
performanceterms. In many cases, Congress (the principal) could not contract with each department (the
agent) on itstrueobjective. Congress could not, for example, enter into acontract with the Department of
Defensefor anon-quantifiable outcome cdled “ nationd security.” When the outcomeisnot quantifiable, the

principa (Congress) would haveto use output or quantifiable performance measures (number of active-duty

% An anonymous referee notes that, in some cases, administrators have argued for cost-reducing changes, only to
be turned down by Congress as this would adversely impact specific constituencies.

ZI'm igue and Belanger (1974) refer to an agency’ s budget surplus as discretionary spending that may be used to
purchase items not directly related to the production of an agency’s output. See Wyckoff’s (1990) behavioral
analysis of budget-surplus maximizing agencies.

%8 Niskanen (1971) and Miller (1977) impose an additional constraint where the department’ s sponsor presents a
take-it-or-leave-it budget proposal. Mueller (1989) and Claar (1998) are among those that have relaxed this
assumption. Imposing an additional constraint on the type of the budget proposal does not, given the other
assumptions, appear to affect the ability of the department to secure a budget greater than that desired by its
sponsor.
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soldiers, aircraft carriers, or aircraft-readiness rates) as ameans of telling the agent what must be done.®
However, snce performance measures may not dways provide the agent accurate incentives, theapatmay
engagein activitiesthat the principd, if they had the agent’ sinformation, would consider suboptimal (Baker,
1992).

In order to solicit accurate information from departmentsin support of the performance-budgeting
process, Congress should consider dtering the incentives that influence the behavior of departmentsin the
budget cycle. Theincentives-contractsliteratureisrepletewith examplesof agents modifying their behavior
in response to new incentive schemes® As noted previoudy, the current budgeting system inadvertently
cregtes a perverse incentive that rewards agents (departments) for budget-maximizing behavior (through
datic or increased funding levels in the next fiscd year) and pendizes agents engaging in cost-saving
behaviors. Thistype of behavior could be attenuated by alowing agentsto keep aportion of non-expended
resourcesfor discretionary activities™ Of course, the principal (Congress) would also haveto contract with
the various agents on output and performance terms, € se agentswould then have theincentive to conserve

resources by congricting or lowering the quality of outpuit.

2 A potential danger liesin that, for some agencies, the link between outputs and outcomes may be weak. Would
an increase in active-duty soldiersincrease national security? Did improved welfare-to-work services move people
off welfare during the 1990s or was this aresult of economic growth?

30" See Holmstrom and Milgrom (1991) for an analysis of multitask principal agent incentives and contracts. Wintrobe
(1997) reviewsthe literature on bargaining games between government agencies and their sponsors while

Prendergast (1999) reviews the literature on the provision of incentivesin firms. Prendergast (2000) examinesthe
tradeoffs between risk and incentives.

3 n fact, many mechanisms already exist that could be used for this express purpose. Multi-year budget authority
and working capital and franchise funds, already in use for capital and procurement accounts, are examples of how
operating funds could be appropriated on a multi-year basis. Whether Congress would be amenable to extending
such authority to annual operating appropriationsis an unanswered question.
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Contracting on cost and performance data would also require that Congress and the executive
branch move away from the current, adversaria budget process. Congress can, in the current system,
contract with each department on the quantity of output and the price per unit of output. However, in the
presence of asymmetric information on costs, monopolistic supply, and the principa contracting on output
and unit cog, the welfare-maximizing unit price will be above the agent’s true margind cost per unit of
output (Claar, 1998). The contracting process would aso have to consder uncertainty in the demand for
and production of public goods. The principd, in order to provide the agent with incentives to accurately
report their cost information, may haveto pay asubsidy to dicit accurate information. Itislikely, giventhe
literature on incentives and public sector performance, that Congress would haveto offer pricing termsin
excessof thetrue margind cost of each department to effectively solicit cost and performance information.

Evenif Congresswereto offer pricing termsin excess of thetrue margind cogt, the devel opment of
performance metrics that identify the influence of public expenditures on outcomes would not necessarily
guarantee the adoption of these metrics by department managers. They may, in fact, propose metrics (unit
costs, caseloads, and other cost-output information) with which they are most comfortable (See Table 2).
They arelikdy to take action to improve their performance in terms of these familiar metrics, even if such
actionsmay detrimenta to those outcomesthat are of interest to their stakeholders (Osborne and Gaebler,
1992). Excessive quantities of goods and services whose characterigtics are quantifiable and eadly
monitored may be produced as agents exploit principas who lack the knowledge on the true demand for
public goods and services and the costs of producing them. These behaviors favor programs for which

metrics are readily available over those whose outcomes are more difficult to quantify.  Moreover, inthe
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presence of asymmetric information, departments may dso have the incentive to produce highly
differentiated goods and services with characterigtics that do not lend themsalves to being measured or
monitored (Niskanen, 1971). Infact, we can observe some of these behaviors. A recent survey of federa
managers suggests that the mgority are largdy ignoring performance information when dlocating
resources.®

In an attempt to address some of these problems, Great Britain, Australia, and New Zedland now
alow departments to retain a portion of unexpended resources that arise due to cost-savings or process
improvements. Metrics can be used to identify cost- savingsimprovementsthat hold the quantity (or quality)
of output congtant in the case where outcomes are not readily quantifiable. Where outcomes can be
quantified, departments can be rewarded by Congress for the development and use of new metrics that
improve Congressiona and Administration budgeting processes. By rewarding behavior thet resultsin cost-
savings or processimprovements, departments are encouraged to improve the efficiency and effectiveness
of their operations.®

Does the GPRA create an environment conducive to departments accurately reporting cost and
performanceinformation to Congress? Initscurrent form, GRPA doesrequire agenciesto report cost and

performanceinformation to Congressand it isexpected that the linkages between cost and performance will

2 n only six of twenty-eight federal agencies did 51 percent or more of the managers surveyed indicate that they
employed performance information to agreat or very great extent in resource allocation. In 11 agencies, lessthan 40
percent sad that they employed performance information in this manner (OMB, 20014).

3 Three problems remain including monitoring that: @) cost savings awarded are not obtained at the expense of quality;
b) awards to individuals do not reduce the effectiveness of team production; and c) rewards are allocated based on
internal process (product) improvements - and not on the basis of external (or exogenous) events (Melese, 1997).
Whether such savings are included in the base funding level for the next fiscal year isan unresolvedissue. If Congress
used the savings to lower the base, the incentive to engage in cost-saving or process improvement techniques may be
diminished.
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develop over time. Congress and the GAO are actively examining performance plans and reports for
accuracy and are not solely relying on agenciesto accurately satethar cost and performanceinformation.
Congress, however, does not contract with agencies on cost and performanceterms. Agenciesarelikely
to remain focused on appropriations and obligations rather than performance because the Congress
continues to make appropriations on an obligation basis (Anthony, 2000). Thus, the incentive remainsfor
agentsto maximizetheir budgetsby overgating thetrue margind cost of providing public output, increasing
the asymmetry of information over time.

We believethat aweskness of the GPRA dauteisitsfalureto addressthe existing incentivesin the
federa budgeting process. Without a modification of these incentives, the find step of linking agency
performance to budget decisons is unlikely to occur. While the GPRA has been used to etablish a
framework for reporting cost and performance information, it currently lacks the incentives by which
Congress can dicit accurate cost and performance data from departments.  Until these incentives are

addressed, we bdieve efforts to use the GPRA to lower costs and improve performance will be

disgppointing.

6. The Problem of Goal Congruence

While private sector performance can typicaly be captured in asingle measure such as economic
profit or return on investment, quantifying the performance of public sector organizationsisamoredifficult
task. Public sector organizationsdiffer from private organizationsin two fundamentd respects. Firg, public

sector organizationslack aresdua clamant. Second, public sector organizations often lack aset of defined

3 See, for example, http://www.gao.gov/ new.items/qpra/%[ira htmfor GAO analysis of performance plans and reports.




and quantifiable objectives (Courty and Marschke, 1997). Unlikethe private sector where performanceis
often measured in terms of profit or return on investment, public sector organizations may require aset of
metrics against which performance may be measured (Smith, 1996). Developing performance metricsfor
public sector organizations is a necessary step in the process of linking inputs to outcomes. Developing
metrics, however, is only part of the problem. The interested parties must first agree on what is to be
measured before metrics can be developed to measure performance.

Public sector organizations, unlike their counterpartsin the private sector, may have to answer to
numerous, and often adversarid, Sakeholders. Each of these stakeholders (principas) may have adifferent
st of preferences on the objectives and activities of each organization in which it has an interest. The
existence of multiple, competing stakehol ders creates obstaclesto achieving god congruence. Thatis, with
multiple principds, it is difficult to achieve agreement on an agent’s gods and objectives. Without god
congruence, devel oping performance metricsthat can be used to evaluate an agent’ s performanceis dffiaut
and contentious (Greiner, 1996).

While the United States adopted multi-principd palitics as a founding principle of its sysem of
governance, multi-principa politicsaso comesat acost intermsof economic efficiency. Inasystemwhere
multiple principals compete for the dominance of their set of preferences, resources are dlocated to
activities that may not be economicaly efficient. Inefficiencies may arise if the objective of a controlling
group of principalsisto transfer public resourcesto its supporters.® Rent-seeking behavior by principas

can dsolead to negative- sum games (Niskanen, 1971, 1974; Dunleavy, 1991). When one st of principals

% See Shleifer and Vishny (1993), Mauro (1995, 1998), Tanzi (1998), and Tanzi and Schuknecht (2000), among others,
for afurther discussion of thisissue.



seeks rents from the public sector, this action can motivate other principals to take action to protect their
current benefits. The net outcome may be that more resources are used in defensive and unproductive
activities (promoting or defending a specific program or activity) than the actud vaue of the program or
activity inquestion (Krueger, 1974, Bhagwati, 1980; Tullock, 1971, 1993). Achieving goa congruencein
isthisenvironment isadifficult task in that it requires an answer to whose preferenceswill be considered in
Setting objectives and developing performance metrics.

In order to measure performance, agents must first develop sets of metrics againgt which the
outcomes generated by the agentswill bejudged. By developing performance metrics, agentsareimplicitly
ranking the preferences of onegroup of principasover another (Sith, 1996). Which groups' preferences
preval ultimatey depends upon the rdative political power of the competing principds. If itisgtill possble
to fix the gructure of the politicd game, three potentid solutions exist to the multi-principd, multi-
dimensond bargaining game. First, onemay redtrict the principads’ incentive schemes so that each principa
isalowed to observe and reward only the dimensions of output that are of direct concern to the principal.
Second, it may be possble to group principas whose interests are closdy digned. This creates
homogenous groupingswherethe principas can collude to produce the desired result.  Findly, more agents
can be created by reassgning activities and programs from the current set of agerts, thereby reducing
externdities among the principas affected by the agents actions (Dixit, 1997).

Evenif wewere ableto create homogenous groupingsof principasor solit departmentsinto smaller
bureaus with highly specidized programs and activities, goa congruence may il be difficult to achieve.

Achieving the economic efficiency improvements that are the motivation for performance budgeting will
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invariably require the reallocation of inputs and outcomes, which would favor the preferences of one or
more principalsover others. Reaching consensus on what objectives should be modified and how progress
should be measured islikely to occur in an environment characterized by the presence of concentrated costs
and diffuse benefits (Stiglitz, 1998). Although the mgority or dl the principas may initidly support the
proposed efficiency improvements, the emergence of concentrated costs, which are borne by asub- set of
principas, may lead to the emergence of an active oppostion to the proposed improvements. Ultimately,
the supporters of the proposed improvements may suffer from freeriding and thus may encounter difficulty
in defending their preferences againgt the objections of those who must bear the costs of the proposed
reform (Olson, 1971).

With these problems in mind, we argue that contemporaneous decisions on objectives and
performance metrics will shape coditionsin the future. Condder that every four years administrations can
come and go, and every two years control of the House and Seneate can shift from one party to another.
Although those in government a one date cannot commit future governments to abide by their gods and
objectives, they can affect the transaction costs of reversang thar initiatives. 1f people are more senstiveto
losses than to gains, then losers will invest more in blocking (or undermining) than winners do to achieve
gans (Kahneman & Tversky, 1991). Thus, it is conceivable that inefficiency could actudly be built into a
government program as part of alegidative compromise over the gods of the program.

Arriving & asngle st of objectives and metrics may ultimately result from compromise, conflict,
and confusion among the competing principals. Nonetheless, by attempting to define god's, and measuring

and rewarding outcomes relative to those gods through the budgeting process, performance budgeting
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systems seek to discipline public- sector agencies much asmarkets disciplinefirms. Thisgpproach underlies
the contemporary resurrection of federd performance budgeting. Unfortunately, these initiatives often
neglect the power of the profit motive, the influence of competition, and the incentives needed to link
performance to the allocation of scarce resources.

Does the GPRA enhance god congruence? As noted above, the development and submitta to
Congress of performance plans requires a degree of congruence within each organization. Whether
congruence has been achieved between the organizations, Congress, and the Adminigration remains an
open question. The recent change in Adminigirations hasled to acall by Congressfor the editing and re-
submittd of performance plans so they are conagtent with the new Adminidration’s priorities.  If
congruence had been achieved then the rewriting of performance plansshould have not been necessary. If
the inability to achieve god-congruence isin part due to the multi- principa, fragmented nature of the U.S.
politica system, god congruence may beindeed quite hard to achieve. We observe, however, examplesof
democracies were congruence is achieved (Germany, for example, achieves a high degree of congruence
through negotiation anong maor parties), so congruence may be possible, though more difficult to achieve,
intheU.S. system. A vauable contribution of the GPRA, therefore, would be the establishment of aformal
mechanism by which departments and Congress establish goals, objectives, and metrics that are the
foundation of a performance-oriented process. The current vison of the GPRA as a means by which

performance information is presented with cost information appears to be a step in the right direction.

Summary and Conclusons
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As we have discussed in this paper, the GPRA is alaudable effort to transform the focus of the
federa budgeting frominputs and outputsto outcomes. Moving away from the current focus on obligations
will beadifficult task. Investmentsin human capitd and information sysemswill be necessary. Procedures
will need to be modified and ingtitutions will require reform. For performance budgeting to succeed, dl
these steps must occur.

We do not, however, believe that the GPRA, as implemented in its current form, can succeed in
transforming thefedera budgeting process. The GPRA lacksamechanism by which theincentive structure
of the current budget process can be modified to reward behavior that resultsin cost- savingsand efficiency
improvements. Departments, who may suffer budget cuts for accurately reporting their performance, are
respongble for reporting their own cogt, output, and outcome information to Congress. Moreover,
Congress, and departments for that matter, may lack adequate resourcesto link inputs to outcomes or to
audit performancereports. All thisleadsto an environment where departments may be tempted to focuson
those outputs and outcomes that are easily managed and to downplay those outcomes that are hard to
measure, let lone monitor.

We have, throughout this paper, developed severd suggestionsthat could improve the chances of
the GPRA achieving the stated objective of linking resourcesto results. First, Congress must addressthe
use-it-or-lose-it incentive by dlowing departments to trandfer savings between fiscad years. This will
require, a aminimum, amore comprehensve multi-year budgeting approach thaniscurrently present at the
federa leve. Second, Congress should consider additiona means of independently auditing departmental

plans and reportsin a manner condstent with financid audits in the private sector. Third, Congress must

26



dlocate sufficient resources to build the foundations necessary for performance budgeting through
investments in accounting and information systems and the adequate training of personnd.

If these stepsdo not occur, the future of GPRA isnot bright. Astime passes, depatmentswill learn
of the gaming activities of other departmentsand follow suit. Congress, dready deluged with performance
plans and reports, will see the amount of data submitted grow sgnificantly. At the same time, the
information contained in these reports will become less accurate as departments strive to hide their true
demand and cost information. Inthe end, GPRA, likeits predecessors, islikely to be discontinued unless
the problems we noted in this paper are addressed. The stakeholders in the budget process should
recognizethat GPRA has provided lessons upon which the next stepsto performance budgeting can occur.
The question is whether the stakeholders can achieve consensus to implement the reforms necessary to

address these challenges.
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Tablel
Time Line for Mgor Reports

January February March April September
Governmentwide 5- Governmentwide Audited CFOs' reportsto Agencies’ strategic
Y ear Financia performance plan Consolidated agency heads and plans (GPRA)
Management Plan (GPRA) Financial Statements OMB (CFO Act)
(CFO Act) (CFO Act)
Agencies annual Agencies annual
performance plans performance reports
(GPRA) (GPRA)
Information Agencies audited
technology financial statements
management report to OMB (CFO Act)
(ITMRA)

Source: GAO, 2000

Table 2
Examples of GPRA Metrics

The single objective of the U.S. Department of Defense (DOD) procurement program in FY 2001 was to
maximize the percentage of procurement funds requested and appropriated by Congressrelative to DOD
requests.

The Health Resources and Services Administration measures program performance by the number of grants
made to academic institutions, hospitals, and studentsin contrast to its mission to increase the number of
primary care physicians and the number of minoritiesin health professions.

A performance goal of the Health and Human Services' Health Care Financing Administration 2000
performance plan was to reduce the percentage of improper Medicare fee-for-service payments to 7 percent
in FY 2000 and to 5 percent in FY 2001.

Source: OMB 2001a, 2001b and GAO (2000).
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