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Preface

This book seeks to provide a perspective on how and why fiscal systems have de-
veloped, to build a basis for understanding the principles and structural dynamics
that promise to shape the future of fiscal systems, and to develop a foundation of
techniques necessary to become a practitioner of fiscal administration. It is not a
training manual, but it does provide the foundation for becoming a functional prac-
titioner and does develop the skills appropriate for a midlevel public manager. The
skills in budgeting and finance it develops are equally applicable to governments,
nonprofit organizations, and private entities because, in many respects, budgeting is
budgeting and finance is finance and it doesn’t matter what the context is. Because
of the nature of the topic, the text uses elements from economics, political science,
law, accounting, business management, and bits of other stuff as it goes along, but it
is not a text for any of these disciplines. It is directly aimed at those studying public
administration, public affairs, and public policy, all areas that require an understand-
ing of applied public budgeting and finance.

This edition sticks with two distinguishing features. First, a public affairs stu-
dent and practitioner of public finance needs to understand from where the money
comes and to where it goes—not just in general, but quite specifically—and that the
ultimate focus should be on service results. Quoting an earlier edition: “If armies
move on their stomachs, then governments certainly crawl on their purses.” Public
administrators who do not understand revenue systems, options, and policies, who
do not understand the basic concepts of borrowing and debt management, who do
not understand that they are spending other people’s money, and who do not track
the use of that money to the delivery of appropriate services become the sinister
“public bureaucrats” that conservative commentators revile: “spend, spend, spend is
all they know.” To be a useful contributor to the public, the graduate of a public af-
fairs program needs familiarity with the practice of all components of public finance.

Second, a public affairs student hasn’t learned enough if he or she hasn’t
crunched some numbers (probably a lot of numbers) during a public budgeting and
finance class. Most chapters in this text are followed by questions and exercises that
require some calculations to come up with an answer. That is how you learn what
is going on and that is how you become useful to a prospective employer. You will
discover that many exercises are much easier with a spreadsheet program, and if
you don’t know how to use these, this would be an outstanding time to learn. But
learning how to plug numbers into a spreadsheet template provided you will not
do; you need to know why you are doing what you are doing and what it means.
The preparation of spreadsheets is something you can learn on your own, outside
of class, so this textbook concentrates on developing the “what and why” behind
the problems and asking the questions that can be answered with that logic. If you
understand the principles involved, plugging the numbers into your own spread-
sheet will be easy. The ideas always precede the numbers. If you start by plugging
numbers into a spreadsheet template prepared by someone else, you will not be able
to do independent analysis. Of course, every exercise can be done with paper and
pencil. It just takes longer.

This edition updates all statistics of government finance reported in the text and
in the tables to the most recent year available. It includes fiscal actions through the
official end date of the Great Recession and beyond, and it includes new legal actions

vii



viii Preface

that form government fiscal processes. It includes the Budget Control Act of 2011,
the act that established new spending constraints and debt ceiling for the federal gov-
ernment and that Congress quickly worked to violate; the continued inability of the
federal government to meet its fiscal deadlines or to put finances on a long-term path
of sustainability; the state and local government struggles to close fiscal gaps even
as they rush to reduce the productivity of their tax systems; the municipal defaults,
bankruptcy filings, and state receiverships that have characterized recent years even
though they continue to be rare; the financial problems with state and local gov-
ernment pension programs and our social insurance systems; the arguments about
the tax that should be paid by the top 1 percent of earners (the people who are not
the 99 percent); and the possibly hopeless struggle to repair the federal income tax.
There are new and revised cases, sidebars, and exercises. All text materials have been
updated where needed to reflect new literature, new laws, and new data.

Instructor’s Manual/Test Bank

The Instructor’s Manual/Test Bank is available online at the password-protected
Instructor’s Companion Site (via cengage.com). It provides answers to many review
exercises or study questions mentioned in the text, as well a detailed bank of exam
questions for each chapter. Interested instructors can find it by looking up this edi-
tion of the book on Cengage.com.
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Functions of Government: Redistribution

Before the following chapters help you with the skills necessary to become a pro-
ductive participant in the work of government finance, it is important for you to
understand why a functioning public sector is critical for a comfortable, civilized
existence. Despite the centuries of human, economic, and social success accommo-
dated by government operations, loud voices declare the importance of markets and
free enterprise and declaim a desire for governments to shrink away. In the face of
such noise, it is important for anyone contemplating work in the public sector to
understand the unique and critical role that this sector must play in even the most
vibrant of market economies. Both markets and governments must succeed if people
are to be comfortable. Therefore, this first chapter delves into the vital role that gov-
ernment must play and explains why mindless downsizing of government would
be a horrible idea. Sound public finances are a prerequisite for making government
function.



2 Chapter One: Fundamental Principles of Public Finance

Why Public Finance and Budgeting?

Why do public managers, whether they work for the government or for a not-for-
profit organization, need to study public budgeting and finance¢ Here is your top

ten list:

1.

2.

10.

They must make choices about how resources are utilized, and working
through the finances gives a good start in organizing the options.

They operate in the public trust and need to be able to control the use of
public resources—they are using other people’s money, and those people get
mad when the money disappears.

. They need to make sure they don’t run out of money before they run out of

need for the service being provided with the money.

. They need to make a case for the resources appropriate to provide services

to their constituents and clients to legislative and executive bodies.

. They need to understand the case being made by other managers.
. They don’t want to go to jail for misuse of resources that belong to the public

or to their organization.

. The people in any organization who actually understand what the orga-

nization is doing are the people who understand the finances of the
organization.

. Not-for-profit organizations frequently have abysmal financial management

practices in place.

. Government crises, regardless of whether the government is national, state,

or local, often have financial underpinnings that could have been avoided
with better budget systems and mechanisms for finance.

It is simply fun to understand what is going on in public organizations,
and understanding finance is the most important single step in gaining that
understanding.

Unless you have no interest in providing services to people through the public
sector, at least one item on this list of reasons will resonate with you. If none does,
then you probably need to reconsider your professional goals and objectives. When
you have worked through the chapters, cases, and exercises that follow, you will
have at least a start at dealing with everything in that list, and you will have made a
substantial start to becoming more useful to whoever your employer is.

Public Finance versus Business Finance

Public finance is not the same as business finance, although the two are related
and use many of the same tools. One difference is in ultimate objectives. Financial
management in business seeks to increase the value of the firm to its owners by
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judicious allocation and control of its resources.! Public financial management uses
similar analytic, technical, and managerial tools to allocate and control finances,
but governments differ from private businesses in terms of resource constraints,
ownership, and objectives. Four important differences exist: governments may
tax to enlarge their resources; “ownership” of the government is not clear because
many stakeholders—including at least taxpayers, those benefiting from particular
government services, and those providing government services—share a legitimate
interest in government decisions; the value of government services is neither easy
to quantify nor reflected in a single measure (like the sales or profits of a business
enterprise); and governments are dealing with the public trust and reputations of
all the citizenry. Default on obligations and financial bankruptcy may be seen as
interesting and possibly useful financial tools for a private business and stair steps
to eventual private wealth, but they are indelible stains on governments and their
citizens because they represent violations of contracts with employees, suppli-
ers, lenders, or those receiving services—and breaking contractual promises is not
acceptable behavior.

Businesses operate by generating an income stream from the sale of goods and
services on the market. Production requires inputs that must be paid for from that
income stream; efficient producers can end up with money left over (profit) after
the inputs have been paid for, and that is mostly what interests business owners.
Business executives may point with pride to the number of people they employ,
but if the business isn’t profitable, those people are gone. Governments similarly
provide goods and services that are valued by the community, but the nature of
these goods and services is such that the government cannot capture that value in a
voluntary sales transaction. The value of the government service is collective, for the
community as a whole, as opposed to the individual value received by purchasers
of business services. The fundamental idea that the provider of a valued product can
capture a portion of that value—a link between creating value and receiving revenue
from that value—is broken for government operations. Government finance, for this
reason, is fundamentally different from business finance.

The absence of that link does not mean that governments are financially pow-
erless because governments have the unique power to tax, prohibit, and punish,
which makes all the difference when the government is providing a service whose
benefits are collective. These coercive powers make governments different from
proprietary businesses and voluntary organizations (in this respect, not-for-profits

The collapse of financial institutions in 2008 and 2009, such as Merrill Lynch, Northern Trust, and AIG,
exposed several instances in which managers and officers of these institutions enriched themselves while
the value of the businesses to the stockholders was declining dramatically toward bankruptcy or govern-
ment takeover. This divergence of interest between owners (the shareholders) and managers (executive
officers) has plagued American capitalism since the emergence of the modern corporation in the early
twentieth century. Nevertheless, business finance presumes maximization of corporate value, not plun-
der by high executives, as the objective. That is a simpler objective than the maximization of the interests
of those governed because not everyone has the same interests. For example, I like soccer (what the world
calls football) and you like American football, but the public park has room for only one size playing field
and set of goals. Whose “best interests” will win¢ Business managers do not face such balancing dilem-
mas. They just go for profit.
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are more like proprietary businesses than like government); the reflection of those
differences makes public financial administration distinct from business finance.
Those powers are not, however, without limit, and those limits may be political
(the people may get fed up and throw the public officials out, both figuratively
and literally) and economic (the economy and the population cannot support a
limitless draw to support government operations). Both private and public entities
are interested in fiscal sustainability: that is, the ability to operate over the long term
without reducing the standards of life below those currently enjoyed and even to
improve that standard. If fiscal actions now reduce the capacity of future genera-
tions to live at least as well as we do now, then those actions violate the standard
of sustainability. Much more about violations of fiscal sustainability appears in
later sections because American lawmakers seem to have an ingrained desire to
violate those standards.

Many different organizations—private businesses, nonprofit organizations,
and government agencies—provide the goods and services that we use every day,
including both those necessary for life itself and those that make life more enjoy-
able. Private businesses sell us food and clothing, cars and television sets, and so
on: a vast range of commodities that we purchase for survival and enjoyment. The
same applies to services: we go to movies run by private companies, travel across
the country on privately operated airlines, and hire the neighbor to feed our cats
when we go on vacation. All these and many more goods and services are provided
under market principles of voluntary exchange: privately owned businesses provide
those services to us in exchange for the payment we make to them. No payment, no
service. Markets do a pretty good job of getting those goods and services to people
willing and able to pay for them, and there isn’t much reason for governments to
get involved when markets are working. Much the same applies for many nonprofit
organizations, such as hospitals and social service organizations, that operate on
the basis of charges and government contracts. Other services come from volun-
tary associations or clubs: the services of the county historical museum, the local
neighborhood association, or a local youth soccer organization. Their operations are
financed by a variety of contributions and fees. Although voluntary organizations
may not require payment before service is rendered, they still need to be paid by
someone, voluntarily, in order to survive. After all, those who provide the resources
that are used in providing services (utilities, rents, supplies, etc.) need to be paid for
those resources.

Finally, we receive the services of police departments, school systems, the judi-
cial and regulatory systems, the social safety net, and so on from governments. But
these services are financed differently. Rather than operating from finance by vol-
untary exchange (market sales) or by voluntary contribution, governments provide
goods and services paid for by taxes or other revenues raised by law. This revenue
comes not from voluntary purchase or contribution, but, even in a democracy, from
the operation of a revenue system based on the legal requirement for payment—
ultimately backed by threat of force. Why have a public sectoré The reason is not
that government services are uniquely essential to life: most countries leave the
provision of life’s necessities—food, clothing, and usually shelter—to the private
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sector. But when government fails, the private sector cannot function, and citizens
are “bereft of even the most basic conditions of a stable existence: law and security,
trust in contracts, and a sound medium of exchange.” In short, the public sector
exists to provide valued services when the market fails to provide them appropri-
ately, including services needed for proper functioning of markets. Public budgeting
and finance sees to the operations of the public sector.

Functions of Government: Market Failures

Why can’t private businesses selling their products in free markets be relied upon
to provide all goods and services that ought to be available¢ The argument for the
efficiency of markets is powerful. The President’s Council of Economic Advisers
explains:

If markets are competitive and function smoothly, they will lead to prices at which the
amount sellers want to supply equals the amount buyers demand. Moreover, the price
in any market will simultaneously equal the benefit that buyers get from the last unit
consumed (the marginal benefit) and the cost of producing the last unit supplied (the
marginal cost). These two conditions ensure efficiency: when they hold in all markets,
the Nation’s labor and other resources are allocated to producing a particular good or
service if and only if consumers would not be willing to pay more to have those resources
employed elsewhere.?

Markets cause the productive capacity of the economy to be used to produce
what people want most and cause the least possible amount of resources to be used
in that production. In a world of limited resources, it is a valuable result. Markets
make people better off and economize on the use of scarce resources.

But there remains an important role for government, even if private markets
can deliver most goods and services reliably and at low cost. Indeed, there is an
important cooperative relationship between healthy government and healthy mar-
kets. Markets need government to function efficiently: “Deals must be enforced and
fraud discouraged. Without a government legal system to guarantee property rights
and enforce contracts, corporate organizations and market exchange would be vir-
tually impossible. Anarchy and the free market are not synonymous.” Markets are
useful for government. Governments can obtain important information from mar-
ket data, use markets as efficient mechanisms for implementing public policy, and
acquire goods and services in market transactions to provide government services.

’International Bank for Reconstruction and Development/World Bank, World Development Report 1997
(New York: Oxford University Press, 1997): 19.

SEconomic Report of the President Transmitted to the Congress February 1997 (Washington, D.C.: U.S.
Government Printing Office, 1997): 191.

“Ibid., 192.
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The market economy needs government to function properly, and governments
need the market economy if they are to serve the public interest.’

The role of government, however, extends beyond simply allowing markets to
operate because a system of markets is not always able “to sustain ‘desirable’ activities
or to stop ‘undesirable’ activities.” What makes some services a government responsi-
bility¢ Why can’t private action be relied upon to provide public safety, primary educa-
tion, environmental protection, public health, national defense, and so on¢ Individuals
demand these services, and we expect businesses to respond to customer demand in
their quest for profit. Why do markets fail, and thereby create an economic need for
government¢ The role for government begins with what are called “public goods.”

Public Goods’

Some goods will not be supplied in the market or, if supplied, will be supplied in insuf-
ficient amounts because of their very nature. The problem comes from two properties:
(1) nonexhaustion, or nonrivalry, occurs when benefits of the service can only be shared,
meaning that a given quantity of the service can be enjoyed by additional people with
no reduction in benefit to the existing population; and (2) inability to exclude nonpayers
occurs when benefits cannot be easily limited to those who have paid for the services.
The properties reflected in Figure 1-1 distinguish private goods, public goods, and two
intermediate kinds of goods—toll goods and common-pool goods.

What do these public-good properties mean¢ When services are nonrival, use
of the service by one person does not preclude concurrent full use by others at no
additional cost of providing that service. To give an extreme example, should some
extraordinarily rich individual decide to build a bridge across the Mississippi River
for his personal use and because he thought it would look pretty, the extra cost of
allowing someone else to use the bridge is nothing. Once the service has been pro-
vided for one, the cost of providing the service to additional users equals zero (its
marginal cost is zero, in microeconomic terms). Economic efficiency requires that
the price paid by the buyer (the value of resources given up by the buyer to make the

Some doubt that governments do anything useful. For instance, they point to high crime rates in areas
with heavy police presence: why aren’t the cops doing their job¢ But maybe the police are there because
of the crime and maybe the crime rate would be even higher if the police weren’t there. No sense send-
ing lots of police where there isn’t much crime. In terms of gauging impact, there sometimes are natural
experiments. After the 9/11 attacks, there was much increased policing in the District of Columbia for
reasons unrelated to amounts of criminal activity there. Did crime levels go down when alert levels
(and intense policing) were high¢ Yes, evidence indicates that a 50 percent increase in police presence
led to a decrease in crime of around 15 percent, a pretty good return from policing (Jonathan Klick and
Alexander Tabarrok, “Using Terror Alert Levels to Estimate the Effect of Police on Crime,” Journal of Law
and Economics 48 (April 2005): 266-79.

SFrancis M. Bator, “The Anatomy of Market Failure,” Quarterly Journal of Economics 72 (August 1958): 351.
’Some argue that individuals make “wrong” decisions. The idea is that the market underprovides muse-
ums, ballets, and symphonies because people do not understand their true value and government needs to
step in to support such “merit goods.” On the other hand, junk food and reality television starring yokels
could be viewed as “merit bads.” The line between good and bad is not scientific and ends up in special-
interest political battles. My idea of what things are “good,” in all likelihood, would not match your idea
and that is why the “merit good” idea ends up being somewhat squishy as a standard for determining
what governments should pay for.
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Figure 1-1
The Elements of Nonappropriability
Rival Nonrival
Excludable Pure private goods Toll goods
Examples: food, Examples: satellite
clothing, television broadcasts, toll bridges,
sets turnpikes, concerts
Nonexcludable | Common property Pure public goods
resources Examples: | Examples: national
fisheries, aquifers, defense, system of
petroleum reserves laws, vector control

purchase) not exceed the additional cost of producing the purchased good or service.
A private business will charge a price higher than zero, the efficient price, because
it cannot afford to do otherwise. Therefore, too little of the good or service will be
purchased and consumed, and its price will be too high, compared with quantities
and prices in a fully functioning market.

Now suppose a private business has no way of excluding people who have not
paid from using the service. That’s a big problem: if the business can’t keep nonpayers
away, it will be hard to get anyone to pay (only the suckers), and the business will
have no incentive for providing the service. It has little chance of covering its costs, let
alone make a profit. Again, this is a market failure because the seller can’t successfully
charge a price, and without being able to charge a price, the service won’t be available.
Within the range of exclusion failure, if someone provides the service, all receive that
service. When one structure in an urban area receives fire protection, given the propen-
sity of fires to spread, nearby structures receive protection as well. (The public good is
fire protection, not firefighting; when the equipment is putting out the fire at Smith’s
house, it is not available to put out the fire anywhere else. Extinguishing Smith’s fire,
however, provides fire protection equally to many neighbors.) Obviously, there are
geographic limits to that range of impact: fire protection provided in Bloomington,
Indiana, will not extend to the people in Jackson, Mississippi. Sidebar 1-1 provides
further discussion about the provision of fire protection. Within a specific geographi-
cal area, however, all receive the service regardless of payment, whether they want it
or not. Such is the special monopoly position of governments: not only are alternative
providers unavailable, but also residents do not have the option of not paying for the
service because public revenue systems operate independently from service delivery.
A governor of Kentucky recognized the difference between operating the state and
operating his successful business: “Hell, governing Kentucky is easier than running
Kentucky Fried Chicken. There’s no competition.”® Payment regardless of preference
or consumption is, of course, a unique feature of government provision.

®The Honorable John Y. Brown Jr., quoted in Newsweek (March 30, 1981). Mr. Brown qualified to be gover-
nor by once heading Kentucky Fried Chicken, so he had some evidence behind his claim. However, he did
not face a legislature with dramatically different policy philosophies than his. Perhaps President Obama
might find heading Kentucky Fried Chicken to be a relief after being president of the United States.
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Sidebar 1-1
Fire Protection as a Private Good
I

Households expect fire protection as a part of civilized life, an expectation that includes extin-
guishing any fires on the household’s property and preventing any fire from spreading from the
neighbor’s property. Although property owners may install sprinkler systems for protection, there
remains a presumption that some firefighting service will be available to combat any fire that
erupts. There are alternative ways in which this service could be provided, sometimes by gov-
ernmental entities, sometimes by volunteer community groups, and sometimes by private firms.

In colonial America, it was common for fire insurance companies to provide fire protection
and firefighting services. Property owners paid a fee in advance, and an insurance mark was
placed on the property. Fire companies would fight fires only in buildings for which that
payment had been made. The companies fought the fire to reduce the loss that the insurance
company would need to pay for the loss experienced by insured clients. That gave the fire
insurance company a considerable incentive to extinguish the blaze as expeditiously as pos-
sible. Property owners had an incentive to pay for the insurance mark because otherwise the
fire company would not extinguish the fire. But in built-up areas, fire companies ultimately
had to extinguish all fires, even those on uninsured properties, because of the danger that the
fire would spread to adjacent insured parcels. It was advantageous to be a free rider, certain
in the knowledge that the company would fight the fire, even if the fee hadn’t been paid, and
private provision fell apart. Municipal fire companies supported by tax revenue became the
rule throughout the world.

Insurance companies still are involved in firefighting in the western United States, however.
American International Group (the AIG involved in the financial collapse of 2008) and some
other insurers of high value properties operate fire protection operations for their private clients
in California, Colorado, and Idaho. For example, in the Castle Rock, Idaho, wildfires of 2007,
AlG sent in its own fire truck with retardant chemicals to protect seven extremely expensive
properties that it covered (the homes were valued at around $35 million, so the insurance com-
pany had a lot at risk, and this was not an exercise in charity)."! The public-good problem is that
fires tend to spread, and if your neighbor does not have fire protection, the fire on his property
will threaten your property. That protection of property owned by others is the public-good
feature. You can be reasonably certain that AIG wasn’t there fighting the fire because of these
public benefits.

In a number of other parts of the country, fire protection companies are privately run and pri-
vately financed by fire protection fees paid by property owners. These are true fees for services
and not disguised taxes, such as the Fire Prevention Fee collected in California. For that fee, there
is a collection process associated with nonpayment, not withholding of service and paying the
fee is not optional. Governments usually impose such fees because some legal or political con-
straints make it difficult to finance the service through straightforward taxes. Truly privatized
provision is financed by voluntary payments, and failure to pay means service will not be ren-
dered. Consequences can be tough, as the following example illustrates.

'William Yardley, “The Wealthy Get an Extra Shield for Wildfires,” New York Times, August 28, 2007.
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Residents of Obion County, Tennessee, have the option of paying a $75 fee for fire protection
from the city of South Fulton. In October 2010, the house of a family that had chosen not to
pay caught fire, the firefighters did not respond, and the house burned down. They did respond
when the neighbor’s field caught fire and endangered his house—the neighbor had paid the fee.
Amazingly enough, the same thing happened in December 2011. Another house whose owner
had not paid caught fire, and the South Fulton firefighters watched as it burned to the ground.
Apparently, there are slow learners in the county.? The South Fulton mayor notes that the costs
of the fire department have to be covered, and if the department responded to nonpayers, there
would be no reason for anyone to pay. People in the city, of course, get the service automatically
because it is financed by city taxes.

Other private firefighting companies have somewhat different operating procedures when con-
fronted with a fire in a parcel that has not paid the fee. The Rural Metro Fire Department in the
Maricopa County, Arizona, area battles the fire and then bills the property owner for the cost of
the service. One couple in Surprise, Arizona, were surprised to receive a bill for $19,825 with
charges of $1,500 per fire truck and $150 per hour for firefighters for their mobile home fire.* A
similar approach is used by the Southside Fire Department in Georgia.

The ability to handle firefighting through private provision depends on the operating environ-
ment. When properties are densely situated, fires are likely to spread from one property to
another, which makes it generally infeasible to ignore a fire on a nonpaying parcel because of
the likelihood that it will spread to adjacent properties. In that environment, fire protection has
public-good characteristics, and providing service through the market is of doubtful feasibility
(but a private company might be contracted to produce the service that is being provided by
the government). In less dense areas, fire protection is less definitely a public good and alternate
approaches may be feasible. But if private financing is the choice, then the system will work
only if there is a clear policy about what will happen if the property of a nonpayer catches fire.

’Jason Higgs, “Home Burns While Firefighters Watch.” http://www.wpsdlocal6.com/news/local/Home-
burns-while-firefighters-watch-again-135069773.html

SDavid Lohr, “Arizona Firefighters Charge Family Nearly $20,000 After Home Burns Down,” Huffington Post,
November 8, 2013.

Public goods include national defense, mosquito abatement, pollution control,
and disease control, for example. The common characteristics of these services are
the previously described nonexclusion and nonexhaustion or nonrivalry. Consider
mosquito abatement. When a given level of control is provided, all people in the area
receive the same service. Other people could enter the control district and simulta-
neously receive that same service without any additional abatement cost (marginal
cost equals zero). Furthermore, there is no way to deny service to those not paying
for it. Individuals in the service area may value the abatement service differently
(reaction to mosquito bites varies among individuals; some people swell up in alarm-
ing fashion, and others don’t—and the consequences of some mosquito-borne dis-
eases, like Zika, are considerably more devastating to some people), but all receive
the same service in terms of mosquito reduction. Public goods are the domain of
public provision and public finance.





