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			Preface

		

		
			This is a book about public budget forecast errors. In examining this aspect of the budgetary process, it helps readers understand levels of political and financial risk that policymakers are willing to accept in estimating the likelihood of accurate budget projections. This title is noteworthy in its innovative, accessible approach to examining the budget process through an analysis of forecast errors. It differs from most public budgeting books, which focus primarily on the technical aspects of budgeting or on the politics of the budget process. This book, in contrast, bridges the technical and political aspects of budgeting, thereby providing a more comprehensive analysis of contemporary issues and research in public budgetary matters. 	

			The book is intended mainly for public budgeting scholars, graduate students, journalists, and practitioners. The text is designed to be accessible to both practitioners and graduate students, as well as to undergraduates who are pursuing a degree in public administration and/or finance. Rather than overwhelm readers with complex mathematical derivations used in developing forecasting technique, it features the underlying assumptions of forecasting approaches. Readers will better understand appropriate forecast tools, models, and outcomes in order to evaluate budget projections intelligently. 

			In light of the current financial crisis in the United States, this text is crucial for providing readers with a comprehensive review of the limits of budget projections, and how political forces shape the forecasting process. Throughout the text, readers are presented with relevant state-specific mini-cases. The mini-cases highlight some of the difficulties in projecting future revenue and spending patterns, as well as the political conflict that can ensue. The empirical findings, mini-cases, and arguments presented throughout this text are intended to empower readers, giving them the expertise needed to better understand how uncertainty in public budget forecasts affects the budget process. Ultimately, this knowledge can help citizens connect the financial management of a state with its governing patterns. 	

			I have organized this book into two sections. The first part, chapters 1 to 4, explores the technical aspects of long-term and short-term forecasting models of state-level expenditures and revenues. The modeling done in part 1 incorporates economic conditions, incremental spending, and revenue patterns; it also utilizes state- and national-level political variables in order to explain the errors generated by budget forecasts. The research evaluates how the timing of the electoral cycle and political institutions condition the accuracy of revenue and expenditure budget projections.

			The second part of the book, chapters 5 to 7, addresses whether incumbents are held accountable for inaccurate budget forecasts. Chapter 5 analyzes an experimental survey, conducted specifically for this title, on how voters interpret budget projections. The next chapter explores how financial markets respond to budget forecast errors. Last, chapter 7 concludes with an examination of whether voters punish incumbents for volatility in state budget forecasts.

			The final chapter provides readers with overall principles and lessons learned from the experiences of individuals responsible for putting together state budget forecasts, as well as from prior research in public budgeting, and on the results presented throughout this monograph. To ensure that the findings and principles that are presented to the reader are valid, I sought extensive peer reviews (blind and non-blind) for each chapter. I thank the following reviewers for their time, thoughtful critiques and recommendations for improving this work: Charles Tien, James Savage, Jonathan Mendilow, Frank Rusciano, Robert Skertich, Charles Barrilleaux, Aaron Wachhaus, Barbara Franz, Roberta Fiske-Rusciano, Harvey Kornberg, Barry Seldes, Rich Marsanico, and Robert Lowery. I would also like to thank Mac Taylor, Richard Stavneak, John Nixon, and David Rousseau for sharing their experiences in the budget forecast process.

			Elaine Pofeldt has provided crucial support in making sure the information and results presented in this work have been communicated effectively. Throughout the revising process, Elaine always found ways in which to improve the text. Rarely was there a section without her critical and insightful suggestions. I agreed with her observations and felt the work was much better as a result. She edited the entire book and I thank her for her time and effort. 

			Finally I would like to thank my wife Lorraine Sova for her patience, comments, and insight into developing this work. The book would not have been written without her support.

		

	
		
			Part I

		

	
		
			1

			Introduction to the Public Budgeting Forecast Process

		

		
			Overview

			David Rosen, budget and finance director of the Office of Legislative Services (OLS) for the New Jersey Legislature, painted a grim picture for the state when he presented state revenue projections for FY2011 to the Assembly Budget Committee on April 7, 2010.1 He estimated a structural deficit of approximately $10.5 billion. The projections came in response to Republican Governor Chris Christie’s Governor Budget Message (GBM), presented before the New Jersey state legislature on March 16, 2010.2 The difference between the state’s revenue forecasts and Christie’s were approximately $167M or .59% of the governor’s projections.3 Though the variance between them appears quite small—based on an overall revenue budget of $28B for the state—the ensuing debate over the two is a classic example of how budget projections trigger intense partisan positioning and political rhetoric.4 

			Labeling the OLS’s budget projections as “fake” in a news conference on July 21, 2010, Governor Christie said the forecasts did not address the state’s dire fiscal situation—caused by structural deficits brought on by too much spending.5 Democratic Assemblyman Lou Greenwald, chair of the Budget Committee, countered Christie’s claims, arguing that the OLS projections confirmed that the state cannot continue to do the “same old things.” He said the state should implement income tax increases on high-income residents.6 

			This is one example of how budget projections are firmly entrenched in the political process. Policymakers use budget forecasts to shape the public’s perceptions of the incumbent government’s fiscal competence and also to redefine political choices over future taxation and spending policy. 

			This book presents a new way to examine public budgeting, by looking at the role of forecast errors. Sometimes, these errors are technical; in other cases, they are driven by the political considerations of policymakers who are willing to live with the political and financial consequences. Regardless, the implications for the public are significant. This book quantifies the degree to which faulty estimates occur and looks at how they affect public policy. Specific issues addressed in this book include: 

			
					What are appropriate planned revenue and expenditure levels for a state? 

					Do states systematically under-forecast revenue budgets? 

					Do state governments’ budget slack ratios (actual spending/projected budgets) change as a result of the timing of the next election? 

					Do forecast errors vary based on the timing of the next election cycle? 

					How are individual voters’ perceptions of budget forecasts shaped by policymakers and to what extent does the public evaluate budget projections?

					To what degree do financial markets punish or reward state governments for their competence in predicting future revenue and spending patterns?

					Do voters hold incumbents accountable for inaccurate budget forecasts? 

					What are some of the lessons learned from budget forecast errors at the state level that can be used to improve the process going forward?

			

			Furthermore, the book provides readers with the sense and scope of the real-life consequences of budget forecast errors. First, when policymakers are either too cautious, or aggressive, in setting states’ budget forecasts, this could cause political and financial problems later, when they must decide what to do with an unexpected surplus or deficit. If there is a budgetary surplus, policymakers must decide if they should reduce taxes or spend more. In a deficit, they are left with the decision to either raise taxes or cut spending–or both. Second, the relationship between volatile budget projections and financial markets can limit states’ ability to access capital markets, raise levels of interest paid on existing debt, and grow structural deficits. Any of these outcomes reduces the ability of the states to invest in education, infrastructure, and other priorities. 

			The first part of this book, chapters 2 to 4, explores the technical aspects of long-term and short-term forecasting models used for state-level expenditures and revenues. The section analyzes the effects of political institutions on budget forecast errors. The modeling done in Part 1 incorporates economic conditions, as well as incremental spending and revenue patterns, state-level demographics and utilizes state-level and national-level political variables in order to explain errors generated by budget forecasts. The research evaluates how the timing of the electoral cycle and political institutions condition the accuracy of revenue and expenditure budget projections.

			The second part of the book, chapters 5 to 7, addresses whether incumbents are held accountable for inaccurate budget forecasts. It analyzes an experimental survey, conducted specifically for this title, on how voters interpret budget projections. The survey tests whether voters construct attitudes about forecast errors during the surveying process. Do the survey questions shape voters’ attitudes about forecast errors, public budgeting, and associated policy options? Do voters hold incumbent governors and state legislators accountable for erroneous forecasts—and subsequent policy decisions—developed by the incumbent administration? Public perceptions of budget forecast errors are further analyzed in an examination of the economic and electoral consequences for incumbent governors and state legislators that result from imprecise, and often egregious, budget forecasts. 

			Moreover, in light of the current financial crisis in the United States, this text provides a crucial and comprehensive review of the limits of budget projections, and how political forces shape the forecasting process. Throughout the text, state-specific mini-cases highlight some of the difficulties in projecting future revenue and spending patterns, as well as the political conflicts that can ensue. The empirical findings, mini-cases, and arguments presented throughout this text are intended to empower readers, giving them the expertise needed to better understand how uncertainty in public budget forecasts affects the budget process. Ultimately, this knowledge can help citizens connect the financial management of a state with its governing patterns.

			Mini-Case 1.1: A Taxing or Spending Problem? The Fight over the FY2011 New Jersey State Budget Projections

			During the preparation of the FY2011 budget, New Jersey Governor Christie declared that the state had a spending problem, not a revenue problem. His budget projections reflected this claim. The governor issued balanced budget forecasts that didn’t depend on raising taxes. In the Governor’s Budget Message (GBM) on March 16, 2010, Christie argued that his budget for the upcoming year was a “blueprint for reform.” Shortly thereafter, the Office of Legislative Services (OLS), a non-partisan office of the New Jersey State Legislature, generated more pessimistic forecasts. The difference between the GBM forecast and OLS’s estimates was approximately $167M or .56%. How could the two forecasts be so different? Each projection addressed the state’s structural deficit in its own way.

			Though the computation of the structural deficit is specific to each state, all states address it in budget forecasts. In New Jersey, policymakers look at whether the state can fund all current programs and laws at current levels, or increased levels, based on current revenues, to determine if there is a structural deficit and how big it is. These estimates, of course, vary from year
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					Are open to public deliberation and scrutiny. 

					Are often criticized and/or embraced by actors based upon political considerations between the major parties and/or state legislature and governor. 

					Are ultimately enacted into law. 

					Have a differing approach to dealing with structural deficits as a result of legislative decisions. 

					Are bound by rules such as balanced budget requirements, revenue and/or expenditure ceilings, and/or rainy day provisions. 

					Are subject to competing forecasts from the other branches of government. In most states, the governor’s office, as well as the state legislature, generates revenue and spending projections. 
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