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Amid the focus of public management reforms on improving the performance of public organizations
and their managers, there has been little empirical attention to the links between performance and man
agement systems and activities; little attention has been paid to how and under what circumstances
“management matters.” This study reports data from the Government Performance Project (GPP), with
information of all 50 states. The GPP model argues that fundamental management systems are not only
amenable to comparison across states but can provide critical components of the capacity that is basic to
longer term effectiveness and performance. This article considers the extent to which capacity facili-
tates performance in financial management, analyzing the factors that contribute to the maintenance of
rainy day funds (RDFs). The authors argue that arriving at positive performance for such indicators
requires not only administrative capacity but also rules that shape political behavior that will support
performance.
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The announced intent of governmenmanagement reforms generally falls into
one of two categories: to improve performance or to improve accountability (Kettl
& Dilulio, 1995). Improved accountability efforts have often translated into-addi
tional rules and regulations; in a more limited number of cases, they have included
measures to clarify accountability and reporting relationships within government
organizations or between members of the public service and elected/appointed offi
cials (Boston, Martin, Pallot, & Walsh, 1996; Light, 1997). Reports of success have
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been mixed, atleast partially because standards and expectations for accountability
are in frequent flux and rarely reflect the consensus necessary for broad assessment
of success or failure (Pollitt, 2000).

Efforts to improve performance have foundered on different shoals. Perhaps the
most important is the difficulty of determining what improved performance would
really be and which trade-offs might be acceptable to attain it. Improved efficiency
and productivity are frequently stated goals, but in many cases linking improve
ments in either one to specific changes in government—or to attributes of govern
ment—is difficult (Pollitt, 2000). The questions “Has performance improved?” and
“Why?” have rarely been answered to the satisfaction of key actors and stake
holders. Indeed, measurement of “performance-improving” changes within gov
ernment, as well as measurement of changes in outputs and outcomes, have proven
to be among the most nettlesome of reform issues (Hatry, 2000; Wholey, Hatry, &
Newcomer, 1994).

Recently, there has been some emphasis on consideration of the conditions for
improved performance, that is, on the middle of the performance equation
(Ingraham, Joyce, & Donahue, in press; Lynn, Heinrich, & Hill, 2000). In this set-
ting, a different performance question is posed—not “Has performance
improved?” but “What is the likelihood that performance could improve?” and fur-
ther, “To what set of conditions or actions can the improvement be attributed?”

Inthis analytical perspective, the internal systemic capacity of government orga-
nizations becomes one of several critical preconditions for performance. If that
capacity is not present, high levels of performance are unlikely. As the current trend
of results-based governance prompts administrators to raise performance by
changing malleable management variables, the question “How does strengthening
apublic agency’s management capacity and management systems lead to improved
performance in terms of servicing its mission, delivering services, or generating
appropriate policy outcomes” becomes ever more important.

This does not, of course, solve the measure specification and application issues.
Measurement remains a problem. With the performance equation more fully speci
fied, however, the potential for linking specific organizational characteristics with
specific outputs or outcomes is greatly improved. Performance linkages become
clearer. Given the theoretical development on the role of capacity, the time is ripe
for empirical work that investigates the nature of these linkages.

Inthis article, we attempt to further define and measure capacity, examining itin
terms of an aspect of a major public management system in the American states:
financial management. We also analyze and clarify potential linkages between the
capacity measures and specific performance indicators. In this analysis, we use the
maintenance of rainy day funds (RDFs) as our dependent variable and a series of
capacity variables (formal rules) that reflect rules that govern (restrict) the behavior
of both administrative and political actors. We find that these rules contribute to
stronger management capacity. Given the breadth of the theoretical question, our
empirical work is a narrow-lens effort at establishing and characterizing the capacity-
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performance link. However, whereas the variables of the model proposed may be of
limited interest to many readers, the manner in which the theory is developed and
modeled should inform future applications in other management areas. Given the
nature of the performance goal, we define and measure capacity in terms of formal
rules that restrain discretion and direct behavior of both political and administrative
actorsin away expected to facilitate the achievement of the performance objective.
Modeling capacity risks becoming a subjective enterprise. Our efforts are aided
by clear and widely accepted standards associated with financial management.
Financial management systems consistently received the highest assessments in all
of the governments analyzed by the Government Performance Project (GPP,
described below) for each of the 4 years of analysis. These systems benefit from
clear national standards for accountability and excelléficen a series of legista
tive actions intended to improve their transparency and utility in decision making,
and from their frequent use as an executive “driver,” for guiding and supporting pol
icy initiatives through public decision processes. As a result, if there is a manage
ment area in which strong capacity should logically lead to better performance,
financial management systems must be a strong contender.

A CRITERIA-BASED ASSESSMENT OF MANAGEMENT

Much of the conceptual foundation for the analysis in this article draws on the
work of the GPP, a multiyear assessment of management capacity at all levels of
government in the United Staté3he project proceeded from the fundamental
assumption that public management systems are not only omnipresent in govern-
ments but play a critical role in creating the capacity of government to perform. The
GPP identifies five major management systems in organizing administrative func-
tions: financial management, capital management, human resources management,
information technology, and managing for results (see FigufeéThpse generic
management systems are expected to appear in virtually all large-scale administra
tions and act as enablers to policy implementation.

The GPP analysis of management capacity is based on criteria-based assess
ment. A criteria-based assessment means clearly and concisely defining the desir
able qualities of a management system and judging the extent to which these quali
ties are in place in a particular government or organization. Although any effort to
generate statements regarding desirable management practice may strike some as
overly normative and open to disagreement, the GPP developed a set of criteria for
each management system mentioned above based on areas of consensus in previous
research, as well as advice from a broad panel of academics, elected officials, and
administrators. The financial management criteria, which serve as the foundation
of the measures utilized in this study, are included as the appendix. The empirical
analysis of this article identifies and utilizes suitable quantitative indicators for both
the capacity and performance implied by specific criteria.
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Figure 1: Government Performance Project Black Box Model of Public Management
Capacity

Although criteria-based assessments seem a relatively novel research method,
they offer a standardized way of tracking public management capacity and identify-
ing indicators important for performance. Criteria-based approaches are well
established in the private sector, and variations of private sector management analy-
ses are in strong demand in the public sector (Ingraham & Moynihan, 2001). Exam-
ples of application of criteria-based approaches are variants of the TQM criteria
(the Baldridge National Quality Program in the United States and European Foun
dation for Quality Management analyses in Europe) and the balanced scorecard.
Ingraham and Moynihan’s (2001) discussion of criteria-based methodology points
out that such assessments have a number of common characteristics: Rather than a
traditional public sector rules-based approach, they follow a business model
approach to management, adapted to the public environment. Unlike simple perfor
mance assessments, they consider not just bottom-line results but also the-manage
ment capacity that facilitates results. As with examples of criteria-based assess
ment mentioned above, the GPP holds in common the focus on capacity but departs
in terms of its origin, developing a series of management criteria around public
management research and advice from public sector academic and practitioner
experts. The goal of the GPP is also different from other public sector criteria-based
assessments, designed for cross-government comparison rather than single organi
zation assessments.
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DEFINING THE MIDDLE OF THE PERFORMANCE
EQUATION—SYSTEMS AND CAPACITY

The basic assumption that management matters has a long tradition within the
field of public administration, as public management theorists and practitioners
alike sought policies and procedures that were aimed at improving public services
while consistent with democratic control (e.g., Dilulio, 1998; Gulick, 1937; Perry
& Kraemer, 1983; W. Wilson, 1887).

Evidence on the importance of public management is replete in case studies
(e.g., Osborne & Gaebler, 1992; Obsorne & Plastrik, 1997). Such accounts prove
persuasive to many practitioners, who accept the assumption that energized and lib
erated managers could redirect the performance of an organization. However,
methodological flaws have been identified in much of this literature (Lynn, 1996;
Overman & Boyd, 1994), particularly the assumption of transferability of manage
ment practices to entirely different contexts or levels of government and ex-post
definitions of what constituted good management and performance.

Recent research in public management has instead used more formally elabo-
rated theory to tackle the issue of how management matters to performance. As
such formal theories are created and tested, an empirical body of research is devel-
oping. This focus on factors leading to performance—although not specifically in
terms of management systems—marks research related to governance and perfor-
mance, as well as in research exploring the relationships between alternative meth-
ods of service delivery and performance. Heinrich (2000), for example, explicitly
identifies structure and coordination as important influences on successful delivery
of services in job-training programs. Milward and Provan’s (1998) analyses of net-
works in mental health programs similarly pinpoint coordination and identifiable
sources of authority as significant to mental health service delivery in a hollow gov-
ernment setting. Both sets of research point to some coordinated, or coordinating,
capacity as a significant influence on performah@aher research, such as that of
O'Toole and Meier (1999) has carefully explored the possibility of modeling the
impact of administrative characteristics on organizational and program perfor
mance. Although there are common threads in all of this work, definitions of man
agement, administration, and of course performance have varied. The concept of
capacity, although implicit in some of the research, is not explicitly identified or
defined.

Inthe GPP, we argued that management capacity—as defined by the strength of,
and integration among, management systems—is an important component of the
“black box,” or the middle of the performance equation. Furthermore, management
systems per se are amenable to analysis and to comparison. In addition, we argued
that management capacity would show variation from government to government
and, indeed, from system to system within governments. The results of two surveys
of all 50 state governments demonstrated that to be true (“Grading the States,”
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1999, 2001). We found, furthermore, that both elected officials and public manag
ers recognized the potential value of management systems as a performance
improvement tool and as a policy lever over which they had some substantial influ
ence (Ingraham, 2001; Moynihan & Ingraham, 2001).

Administrative Capacity and Governance
Capability: Bridging Perspectives

The burgeoning literature on factors critical to public performance offers arange
of perspectives on what capacity means. We identify and distinguish two perspec
tives by dubbing one th@dministrative capacity approa@nd the other thgover
nance capability approachOur analysis here seeks to bridge perspectives by
explaining maintenance of state RDFs by variables that reflect both the capacity
and capability perspectives.

The administrative capacity approach, outlined above, considers the importance
of policies, procedures, and resources governing administrative action and
designed to improve government performance. The capacity approach tends to be
discussed in the field of public management (Ingraham & Donahue, 2000; Lynn
etal., 2000). However, as so much of public administration literature demonstrates,
government performance rests not only on administrative competence but also on
political choice, political structure, and other institutional influences (Donohue,
Selden, & Ingraham, 2000; O’'Toole & Meier, 1999). The challenge to the capacity
approach, therefore, is to find a way of incorporating the influence of wider politi-
cal/institutional structures.

Bridging the theoretical gap with the capability approach would meet this chal-
lenge (Hammond & Knott, 1999). The capability approach focuses on broader gov-
erning structures, incorporating consideration of the rules by which political actors
credibly bind their own actions and the actions of otliéfhe capability perspec
tive has been largely, although not exclusively, associated in the context of the rule-
driven New Institutional Economics (NIE) perspective. Whereas the capability per
spective emphasizes the importance of restricted political choice, the rule of law,
and other institutional structures, it does little to map out the nature of desirable
administrative behavior, apart from exhortations for noncorrupt and competent
bureaucracies (Dhonte & Kapur, 1996; Evans & Rauch, 1999; March & Olsen,
1995)¢In this article, we focus on performance outcomes for a specific administra
tive function, using the terminology of capacity to characterize positive gevern
ment action to improve performance. However, the measures we adopt are institu
tional rules relevant to both administrative and political behavior. The adoption of
the rules-based approach, targeted at least partly at the actions of elected officials,
means that our analysis draws equally from both the capability and capacity
approaches.
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Conceptualizing Capacity

As the previous section illustrates, the breadth of tezrapmcityandcapability
can lead to vagueness. Other scholars may conceptualize and operationalize capac
ity in many ways. A diversity of conceptualizations are reconcilable with the
growth of knowledge on different aspects of aterm as long as scholars are explicitin
conceptualizing and empirically testing this term based on analytic choices. Given
the nature of RDF levels, we focus primarily on rules designed to restrict behavior
perceived to be detrimental to the specific performance outcome we are interested
in. In this scenario, the critical variables, discussed in the next section, constrain
both political and administrative actors in making political-administrative-deci
sions. The nature of the function prompts, therefore, variables that simultaneously
reflect both the capability and the capacity approach. Although this prevents a neat
division of capacity and capability elements, it does recognize the fact that capacity
is created and exercised in an inherently political atmosphere and that public per
formance is a coproduction of political and administrative actors.

Such a focus on rules as behavioral restraints echoes the NIE approach and also
reflects the realities of financial management systems, which are traditionally built
on the idea of exerting control and limiting discretion of elected and administrative
actors. This is particularly true of our unit of analysis here, the level of RDF bal-
ance. Restricting governmental discretion by requiring an adequate contribution to
the fund and preventing inappropriate use of the fund will lead to higher RDF bal-
ances and a greater likelihood that the fund shall be used solely for the purpose for
which it was designed. Given the relative clarity of the performance outcome, and
the actions needed to meet this outcome, itis reasonable to define capacity in terms
of clear rules that generate positive performance.

CREATING THE PERFORMANCE LINK

In this study, at the same time that we clarify and further specify capacity mea
surement as an intervening variable in the examination of performance, we explore
the linkage between that capacity in financial management and specific policy per
formance, which, logically, should be linked to the capacity measure. Much of the
analytical concern with performance has been focused at the end of the- perfor
mance equation; thatis, on achieving precise measurement of some level of service
delivery or program performance. Output measures are most straightforward and
are most commonly used in both academic analysis and practical application, such
as activity-based costing (Hatry, 2000). Longer term and more complex outcome
measures are more rare and, in most cases, are not part of an analytical model that
specifies critical links between environmental factors (such as level of resources,
political environment, level of external support), client characteristics, manage-



Request Permissions / Order Reprints
poweredby RIGHTS A )2

COPYRIGHT CLEARANCE CENTER, INGC

302 ARPA/ September 2003

ment characteristics, and short and longer term objectives or outcomes (Sandfort,
2000). The daunting challenges these linkages present to analysis have been care
fully chronicled (Kettl, 1998).

The empirical approach here follows a similar approach to Donohue et al.
(2000). Because this is exploratory work, we proceed with the awareness that the
model is not fully specified but has been structured as carefully as possible with
existing data. Future work will further refine the analysis. Given the difficulty in
attribution of outcomes to government practices, we seek to examine a widely
accepted management practice in the field of governmental financial management,
linking it to measures of its intended consequences. The measures we utilize for
performance, therefore, might be considered intermediate measures of overall per
formance. From the financial management criteria (see the appendix) we examine
the effect of capacity measures of selected subcriteria on performance indicators
for Criteria 2, the maintenance of RDFs.

The second criterion of the GPP financial management evaluation—"Govern
ment has mechanisms that preserve stability and fiscal health”—is a necessary and
crucial supplement to the first—"Government has a multiyear perspective on bud-
geting.” Inthe past, economic stability had long been assumed to be the sole respon-
sibility of the central/national government (Oates, 1972); more recent trends of eco-
nomic thinking extend such responsibility to subnational governments (Gramlich,
1987). Empirical studies have proved the positive effects of countercyclical poli-
cies at the state level (Knight & Levinson, 1999; Sobel & Holcombe, 1996), and
professional organizations such as Government Finance Officers Association
(GFOA) and National Association of State Budget Officers (NASBO) have recog-
nized the importance of such measures (GFOA, 1999); even credit-rating agencies
have listed these among their lists of criteria (Larkin, 2000).

RDFs'

Chiefamong such mechanisms is the RDF. Its more formal name, “budget stabi
lization fund,” more aptly reveals its purpose: a reserve that accumulates during
boom years for use in lean years to stabilize the government budget by reducing the
likelihood and extent of sudden expenditure cuts and/or tax increases. Given the
widely accepted importance attributed to countercyclical devices, especially for
governments subject to deficit restraints, a reasonable performance indicator
related to one aspect of fiscal stability and health is the existence and maintenance
of countercyclical devices (as advertised in a subcriterion: “Government uses
countercyclical or contingency-planning devices effectively”). The effective use of
such devices is predicated on actually having an appropriate and adequate fund in
place. Therefore, the actual balance in state RDFs and other unreserved balances
provide a suitable performance measure.

Rules governing the presence and proper management of such funds are an
essential part of governmental capacity. The case of RDFs presents a good argu
ment for the institutionalization of administrative capacities. RDFs were created
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specifically to buffer against policy and budgetary “jolts”; the capacity to imple
ment such buffering policies effectively and strongly suggests the need for both sta
ble financial expertise and competent system management. The nature of RDFs
creates their own set of incentives and rules governing use and misuse. The budget
process witnesses a constant exercise in prioritizing infinite claims on finite
resources. Administrative and elected officials jointly referee this exercise, and
both sets of actors face incentives to meet as many of these claims as possible (Joyce
& Tompkins, 2000; Lowi, 1969; Niskanen, 1971; Wildavsky, 1975). Given the
existence of unreserved resources, there is a natural inclination to use such resources
to meet present claims on the budget, evenif they have been collected for another pur
pose® Given the incentives associated with RDFs, the institutionalization of eapac

ity takes the form of largely writing rules into state law that restrict discretion that
would allow actors to direct funding for RDFs elsewhere, require an adequate bal
ance, and restrict the use of RDFs.

An effect of reducing discretion is to neutralize potential political bargaining
chips, so that neither pure executive discretion nor legislative pork barreling can
take an upper hand. In relation to RDFs and discretion, three features are important.
First is the source of funding for the RDF. RDFs dependent upon the legislative
appropriation process, or from general fund surpluses allocated by the executive
branch, will always be more vulnerable to reduced allocations as politicians will
likely use discretion for more immediate priorities. On the other hand, if RDFs are
funded by a predetermined formula (when economic growth reaches a certain
point, some portion of the growth will go into the RDF) or from a special revenue
that is not subject to legislative control or executive discretion, then it is likely that
the RDF will have a steady inflow of resources.

The second set of rules relevant to RDF are those that govern the balance levels
required and allowed by state law. Allowing a higher balance level should lead to
higher actual balances. Failure to legislate a balance limit provides discretion in a
way structured to result in a positive outcome in terms of higher RDF balances. Not
imposing a limit on the balance level or capping the balance at a relatively high
level, that is, between 7% and 12% of general fund expenditures, is therefore
expected to have a positive association with RDF levels.

The third feature relevant to fund balances is the approval procedures for use of
the fund. Allowing greater political discretion, whether by appropriation on recom
mendation by the chief executive officer or by pure executive discretion, increases
the potential for RDFs to be used for purposes other than those the funds were
designed for, as elected officials seek to fill revenue gaps, increase spending, or cut
taxes. Instead, states may seek to reduce political discretion by creating a rule that
specifies the purpose of the RDF and clear criteria for when it may or may not be
used. A predetermined formula that automatically triggers the transfer of the RDF
when an economy declines by a prespecified level is such a rule and is expected to
lead to more appropriate use of the RDF.

Also relevant to RDF use are the purposes of the RDF as written into law. Some
purposes can expand the traditional use of RDFs. Laws that state that the RDF can
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be used for any purpose or specify that RDFs can be used for emergencies that
threaten “the safety, health, and life” of citizens are broad enough to see RDFs used
for almost any need. Specifying that RDFs may be used for unanticipated revenue
shortages also increases the capacity for use, particularly in lean years. Use of
RDFs for cash flow purposes at first seems likely to be negatively associated with
RDF balance butin practice signifies that the RDF is used as a substitute to-a work
ing capital fund, requiring that the RDF be large enough to meet this need. In fact, a
number of states have combined previously separate funds into one large single
fund. Because funds that might otherwise be placed in a working capital fund end
up in the RDF, we therefore expect that use for cash flows has a positive influence
on RDF balance.

Rules that require greater fiscal discipline in designing a budget reduce the like
lihood that the RDF will be dipped into to cover self-inflicted or preventable bud
getary shortfalls. Two such rules relate to the process of revenue estimation. In
states where the revenue-estimating process is centered on a consensus agreement
between the executive and the legislative branches, the potential for one branch to
generate estimates to undermine the position of the other is reduced, leading to
more accurate estimates (Bretschneider, Gorr, Grizzle, and Klay, 1989). If such
estimates are expected to be binding on the budget, it increases the incentive for a
realistic resource allocation that mirrors the anticipated revenues for the coming
year. Balanced budget requirements are also likely to exert a positive impact on fis-
cal discipline, in turn generating less incentive to draw from RDFs. Here we can
examine four state balanced budget laws: (a) whether the governor must submit to
legislature a balanced budget; (b) whether the state legislature must pass a balanced
budget; (c) whether the governor must sign a balanced budget; and (d) whether the
state can carry deficits over into the next fiscal year. The first three rules generate
fiscal discipline in setting the budget for the coming year, finding balance between
expected revenues and expenditures. Without such rules, governments may be
more likely to create budgets that exhaust available resources, leading them to seek
additional money from the RDF. The fourth rule simultaneously provides for
flexibility and fiscal discipline at the conclusion of the budget cycle, allowing
for the carryover of deficits to be resolved by future budgets. Without this rule,
governments facing a deficit will be more tempted to raid the RDF to make up
the difference between revenue and expenditure before the end of the budget cycle,
in many cases just as an accounting game to meet the statutory balanced budget
requirement.

To control for the nature of political influence, we include a variable that reflects
the dominance of one party over the other. Dominance of one party over another
reduces the oversight and threat of loss of power that a competitive opposition pro
vides to the party in power and has been associated with negative financial manage
ment outcomes (Bretschneider et al., 1989). In addition, we also control for party
politics by including which party controls the House as a variable.



Request Permissions / Order Reprints

COPYRIGHT CLEARANCE CENTER, INGC

Hou et al. / CAPACITY, MANAGEMENT, AND PERFORMANCE 305

Data and Methodology

All data are taken from two GPP state surveys (1998 and 200@)Book of
Statesand stateComprehensive Annual Financial RepofSAFR) in various
years. We employ a standard ordinary least squares regression model to analyze the
data, applying it to four variations on the dependent variable. For RDFs, this study
follows a strict definition'’ For historical average balance levels (Model 1), we take
RDF balances in fiscal years from 1979 to 1999 and calculate the average for the
number of years when the fund is in existence. The balance level is expressed as a
percentage of each state’s actual general fund expenditures in the same“period.
Models 2 and 3 test the current year effects on the RDF balance levels. In these two
models, we use the 1997 and 1999 annual data, respectively.

Model 4 tries an alternative way of measuring the dependent variable—coding
RDF levels on a 0-10 scale based on the actual 1998 RDF balance levels of each
state. The scale centers on the average RDF level of states after excluding the
extreme outlier of Alask& This 49-state annual average is set as the middle of the
scale (5); with every one percentage pointincrease or decrease of the balance level,
the score rises or falls by 1 (see Tablé’1).

Although the concept and practice of countercyclical fiscal devices have been
widely accepted among governments at different levels and the effects of the RDF
on stabilizing government expenditure been proved effective (Hou, 2002; Sobel &
Holcombe, 1996), using the RDF as a capacity measure is yet an exploratory
attempt at tracing the link between governance capacity, governmental manage-
ment, and actual performance. This article is set on this path. As narrow and techni-
cal an area as the RDF is in governmental finance, we believe it is worthwhile and
especially timely under the current recession, to expose the links between an
emerging capacity-building device and government capacity, although it should be
clear to researchers and practitioners that results of this phenomenon may not bear
as much as we expect to other areas.

Results

We ran four models for the balance level of RDFs (see Table 2). The first model
measures the dependent variable as a historical average balance level from 1979 to
1999; the second and third use 1997 and 1999 RDF balance level. All three are RDF
balance as percentages of actual general fund expenditures. The fourth model mea
sures the dependent variable on a 0-10 scale as the dependent variable. All models
have relatively high explanatory power, with adjusidquares ranging between
.54 and .86 and significaktvalues.

In terms of RDF sources, we find that funding by special revenue and formula
has a positive effect on RDF balance level, but only special revenue is significant in
one model. Funding by general fund surpluses and appropriation has negative rela
tionships in three of the four models, significant in two cases. In terms of the
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TABLE 1: Descriptive Statistics for Rainy Day Fund (RDF) Models

Variable and Description n SD
Average balance level of RDF as percentage of actual general fund
expenditure, 1979-1999 39 5.16 12.91
RDF balance as percentage of actual general fund expenditure, 1997 .057
RDF balance as percentage of actual general fund expenditure, 1999 .059
RDF balance as percentage of actual general fund expenditure, 1998,
coded on 0-10 scale 50 3.640 2.968
Unreserved undesignated general fund balance as percentage of actual
general fund expenditure 1997 50 .034 .140
Unreserved undesignated general fund balance as percentage of actual
general fund expenditure 1999 50 .025 .228
General fund is required of a year-end balance, dummy 50 .080 274
Source of RDF 50
Funding by formula, dummy 50 .080 274
Funding from general fund surplus, dummy 50 .560 .501
Funding by appropriation, dummy 50 .280 454
Funding from special revenue, dummy 50 .040 .198
Maximum balance allowable 50
Balance capped at 2%-3.9%, dummy 50 .080 .274
Balance capped at 4%-6.9%, dummy 50 440 .501
Balance capped at 7%-12%, dummy 50 .200 404
No limit to balance level, dummy 50 .060 .240
Minimum requirement of balance, dummy 50 .120 .328
Use procedure
Use by appropriation, dummy 50 .520 .505
Use by executive discretion, dummy 50 .200 404
Use by predetermined formula, dummy 50 .040 .198
Purpose of fund use
Use for revenue shortage, dummy 39 .052 129
Use for cash flow, dummy 39 .103 .307
Use for emergencies, dummy 39 .718 .456
Use for any purpose, dummy 39 .359 .486
Primary authority for revenue estimation
Executive-legislative consensus, dummy 50 .380 .490
Balanced budget requirements
Governor must submit a balanced budget, dummy 50 .860 .351
Legislature must pass a balanced budget, dummy 50 .780 418
Governor must sign a balanced budget, dummy 50 .580 499
May carry over deficits, dummy 50 .220 418
Party politics
Democrats are majority in both houses, 1997, dummy 50 .400 494
Domination of House by one party, 1997 50 1.948 1.161
Political confrontation between govornor and legislature,
1997, dummy 50 .500 .505

.184
.160
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TABLE 2: Models of Rainy Day Fund (RDF) Balance Levels

Dependent Variable

1. Historical 2. Fiscal Year 3. Fiscal Year

Average as 1997 Balance as 1999 Balance as

Percentage of  Percentage of  Percentage of 4. Fiscal Year
General Fund  General Fund  General Fund 1998 Score,

Independent Variable Expenditure Expenditure Expenditure  0-10 Scale
Unreserved undesignated

general fund balance **x_ 629 (0.152) ***—.566 (0.062)
General fund is required of a

year-end balance —.016 (0.063) —.012 (0.037)

Source of RDF
Funding from special
revenue .036 (0.075) **.197 (0.100) .034 (0.061) .951 (2.132)
Funding by formula —.067 (0.084) -.080 (0.088) —.012(0.052) 2.088 (2.016)
Funding by appropriation ~ ***—.135 (0.042) *-.086 (0.048) —.020 (0.029) 1.483 (1.119)
Funding from general
fund surplus ***_ 155 (0.051) **-.123(0.057) —.034 (0.034) .517(1.232)
Maximum balance allowable
Balance capped at 2%-3.9% .135 (0.113) .077 (0.119) .012 (0.068) .672 (2.418)
Balance capped at 4%-6.9% .076 (0.100) .135 (0.098) .049 (0.057) 2.399 (1.905)
Balance capped at 7%-12% .086 (0.105) .104 (0.111) .036 (0.064) 3.168 (2.215)
No limit to balance level *** 333 (0.120) **.322 (0.140) .115 (0.084) *4.832 (2.564)
Minimum requirement of

balance —.037 (0.045) -.012(0.048) -.014(0.028) —.879 (0.987)
Use procedure
Use by appropriation —.040 (0.064) .059 (0.069) .052 (0.039) 2.039 (1.362)
Use by executive discretion —.028 (0.060) .055 (0.070) .052 (0.040) 1.634 (1.354)
Use by predetermined
formula —.013(0.128) 125 (0.142) .109 (0.082) *4.747 (2.841)
Purpose of use
Use for revenue shortage —.038 (0.043)
Use for cash flow .047 (0.044)
Use for emergencies **_.084 (0.039)
Use for any purpose *.099 (0.058)
Primary authority for revenue
estimation
Executive-legislative
consensus .217 (0.718)

Balanced budget requirements
Governor must submit a

balanced budget **2.632 (1.254)
Legislature must pass a

balanced budget *1.581 (0.927)
Governor must sign a

balanced budget —.375 (0.710)
May carry over deficits .744 (0.781)

(continued)
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TABLE 2 (continued)

Dependent Variable

1. Historical 2. Fiscal Year 3. Fiscal Year
Average as 1997 Balance as 1999 Balance as
Percentage of  Percentage of  Percentage of 4. Fiscal Year
General Fund  General Fund  General Fund 1998 Score,
Independent Variables Expenditure Expenditure Expenditure ~ 0-10 Scale

Party Politics
Democrats are majority in

both houses (t-1) .220 (0.806)
Political confrontation between
govornor and legislature (t-1) .405 (0.752)
Domination of the House by
one party (t-1) .140 (0.314)
F value 3.890 8.930 23.010 4.340
739 781 .902 .750
Adjustedr® 549 693 862 577
Sample size 38 49 49 49

NOTE: In all four models, Alaska is excluded because itis an extreme outlier. Standard errors appear in
parentheses. t-1 = lag 1 year.
*p<.10. **p < .05. ¥**p< .01.

balances allowed, not limiting the maximum balance has a positive and significant
effect on the RDF balance in three of the four cases. In states where there is not an
unlimited balance rule, allowing a high balance consistently has a positive and, in
one model, significant effect on balances.

For decisions on using the fund, use by predetermined formula tends to increase
the level of RDF balance, suggesting the predetermined formula will lead to less
frequent uses of the RDF. This relationship is significant in two cases.-Unex
pectedly, use by executive discretion and appropriations are positively associated
with RDF balance levels in three of four models, with higher significance associ
ated with appropriations. It may be that the act of actually appropriating RDF funds
engenders enough transparency and debate to discourage legislators fromappropri
ating from the RDF. Use of the fund for emergencies generally decreases-the bal
ance level, as expected, but the positive sign for “use for any purpose” is unex
pected. The other positive relationship, as predicted, is the use for cash flow.

Requirements designed to encourage fiscal discipline have an overall positive
impact on RDF balance. Rules that require the governor to submit and legislators to
pass a balanced budget are positively and significantly related to the RDF balance
level. The process of seeking consensus between the legislative and executive
branch is positively but not significantly associated with the RDF level.

To provide a complete model for all 50 states in Models 2 and 3, we include as a
control variable each state’s level of unreserved undesignated balance of the gen
eral fund (which some states use as a quasi-countercyclical device; see Hou, 2001)
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and whether the state has legally required general fund year-end balance. In Models

2 and 3, the general fund balance presents negative signs at very significant levels,

meaning those states that do not have RDFs do rely to some extent on the general
fund balance. The year-end balance carries a negative sign, as expected, although
not significant.

Discussion: Limitations and Observations on the
Application of the Capacity Approach to Other Settings

By identifying relatively specific, as opposed to broad, capacity and perfor
mance indicators, we consciously make a number of trade-offs and note the ways in
which the concept of capacity becomes adjusted. Future researchers seeking to
develop a capacity-performance model for other areas will also have to wrestle with
these trade-offs. First, the concept of integration of multiple management systems
falls out of the equation as we focus on discrete outcomes within a management
system. The micro-level view causes us to consider capacity in terms of specific
rules designed to produce or restrict behavior relevant to RDF levels, rather than
effect the overall management on an outcome (Figure 1). We ask first whether gov-
ernments have administrative rules in place designed to improve specific aspects of
performance and, second, whether this actually makes a difference to such perfor-
mance. This seeks clear attribution between cause and effect, attempting to make
linear, theoretically straightforward, and empirically testable links between capac-
ity and intended results. As more of such analyses are completed in different man-
agement areas, the case for the link between capacity and performance is strength-
ened. However, this means that our empirical model is not a complete test of the
GPP model for two main reasons: The firstis that we adopt an intermediate measure
of performance from within a management system, rather than engage in a search
for an overall measure of state government performance. Second, the linear model
we present might be suited for modeling RDF performance, but it does not reflect
the potential interactions between different management systems, leadership, and
information.

Our theoretical model and findings cast formal rules as largely contributing to
capacity when they restrict the discretion of actors around clearly established desir
able behavior and prevent undesirable behavior. This treatment of rules-driven
behavior closely matches the world of financial management, with its well-
established management practices and the clear dependent variable of maintenance
of RDFs. Under such circumstances, it is relatively easy to identify rules that limit
discretion while improving performance. Itis important to note that the findings are
at odds with the contemporary management philosophy that emphasizes increased
discretion (e.g., Oshorne & Gaebler, 1992). We recognize that in other instances,
the nature of the unit of analysis might be such that performance might be enhanced
by less restrictive rules that allow administrative/political discretion. For example,
performance outcomes associated with different types of management functions
may logically call for a different conceptualization of rules and capacity; for
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instance, craftlike functions will generally require a definition of capacity that rec
ognizes the importance of discretion (J. Q. Wilson, 1989). Even within financial
management, there are a number of areas where more discretion in a controlled
environment is conducive to higher performance, such as procurement. Therefore,
we suggest that research on the impact of rules on discretion and the subsequent
consequences for capacity and performance take a contingency approach. Whereas
it is beyond the scope of this article to offer an exhaustive inquiry on this subject,
prominent factors worth considering include function, the performance desired, the
actors involved, the nature of the rule itself, the behavior it seeks to promote and
limit, whether rules are observed, and the effect of informal rules.

We offer some additional caveats to our findings. Our analyses largely empha
size preventing negative behavior from taking place (which is typical of the-finan
cial management systems that focus on control), rather than the positive contribu
tions that political and administrative leadership can make to capacity and, in turn,
to governmental performance. Although such positive contributions are difficult to
measure and include in formal models, the experience of the GPP provided several
examples that confirmed the importance of supportive political leadership
(“Grading the States,” 1999, 2001). Another limitation is that our analysis is limited
by our inability to test this model in a time of economic downturn, reduced tax reve-
nues, and likely greater demand for the use of RDFs. The bulk of the analysis occurs
in a 3-year period in which economic conditions were strong and most states were
dealing with healthy revenue flows. That changed abruptly by 2001, and that
change will be incorporated into future analyses.

CONCLUSION

Although we were able to establish the presence of fairly strong links between
the measures we called capacity measures and the maintenance of RDFs, problems
with endogeneity did not permit the separate analysis of capacity’s two primary
components: management expertise and bounded political discretion. Rather, we
were able to demonstrate early links between the combination of expertise and
political predictability/constraints and the desired outcome: predictable RDF
balances.

It must be noted, however, that the level of constraint established by RDFs is
unusual and, in comparison to many public efforts to constrain behavior, remark
ably benign, that s, not punitive. Rather clear parameters for action are established,
clear responsibilities are set for both sets of major actors, and—aside from the pres
ence of statutory language—overhead controls are not a critical part of the environ
ment of constraint. In other words, both the administrative expertise and the politi
cal decision making are allowed to operate according to their “normal” procedures
and behavior but within limits.
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Finally, we would emphasize once again that this is exploratory work that must
be expanded and clarified. Nonetheless, another potential path from capacity to
performance has been established and shows promise for further work. Financial
management and RDFs are both examples of unusual clarity in public manage
ment, and the links we began to explore here may not be so readily available in other
management systems and with other outcome measures. Nonetheless, the analysis
has contributed to a better understanding of the utilization of administrative-capac
ity and the environments in which it can be most effectively employed. Further
more, the combination of administrative talent with political restraint appears to be
a useful influence on achieving public outcomes that are perceived to be desirable.
In Wildavsky’s (1975) terms, “speaking truth to power” appears to be more-effec
tive when power’s club is whittled down.

APPENDIX
Government Performance Project
Financial Management Evaluation Criteria

1. Government has a multiyear perspective on budgeting.
Government produces meaningful current revenue and expenditure estimates.
Government produces meaningful future revenue and expenditure forecasts.
Government can gauge the future fiscal impact of financial decisions.

2. Government has mechanisms that preserve stability and fiscal health.

Government’s budget reflects a structural balance between ongoing revenues and
expenditures.

Government uses countercyclical or contingency planning devices effectively.

Government appropriately manages long-term liabilities, including pension funds.

Government appropriately uses and manages debt.

Government's investment and cash management practices appropriately balance return
and solvency.

3. Sufficientfinancial informationis available to policy makers, managers, and citizens.
Government produces accurate, reliable, and thorough financial reports.
Useful financial data are available to government managers.
Government communicates budgetary and financial data to citizens.
Government produces financial reports in a timely manner.
Government is able to gauge the cost of delivering programs or services.
Government budget is adopted on time.

4. Government has appropriate control over financial operations.
Government exercises sufficient control over expenditures.
Government permits sufficient managerial flexibility.
Government effectively manages procurement, including contracts for delivery of goods
and services.
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NOTES

1. Standards are articulated through such professional organizations as the Governmental
Accounting Standards Board (GASB) and recognized by excellent financial reporting awards from
the Government Financial Officers Association.

2. For more information on the Government Performance Project (GPP), please visit its
website at http://www.maxwell.syr.edu/gpp/.

3. Ingraham and Donahue (2000) explore the theoretical basis and implications of Figure 1 in
greater detail. It is worth noting that Figure 1 highlights the importance of leadership and informa
tion in enabling the link between capacity and performance to occur. Whereas traditional public
management has been criticized for an undue focus on inputs, performance information identifies
the intended and actual performance of government and establishes the basis against which existing
capacity arrangements can be judged and usefully reformed. Leadership, although extremely diffi
cult to formally model, clearly plays an important role in relation to capacity. Drawing from GPP
findings, Ingraham, Sowa, and Moynihan (2002) identify the relevant actions of leader with regard
to capacity: choosing the design or reform of a management system, promoting the choices made to
generate acceptance with relevant constituencies, institutionalizing the new system through adjust
ment of formal rules and organizational culture, and visibly using the management system to signify
itsimportance and de facto status. The authors also note that leadership, although frequently associ
ated with executive branch elected officials, is exerted wherever management authority exists and
must include central agency and line agency officials to understand how management capacity is
actually exerted (see also Ingraham, 2001).

4. 1t should also be noted, however, that both public management and network research also
demonstrate the negative impact of too much coordination on institutional and program
performance.

5. The World Bank (1997) refers to state capability as

the ability of the state to undertake collective actions atleast cost to society. This notion of
capability encompasses the administrative or technical capacity of state officials and of
supporting systems and processes, but is much broader than that. It also includes the
deeper institutional mechanisms that give politicians and civil servants the flexibility,
rules and restraints to enable them to act in the collective interest. (p. 77)

6. Arguably, this has much to do with the development focus of the bulk of such New Institu
tional Economics (NIE) work where performance outcomes are related to a basic functioning market
economy and development (Campos & Nugent, 1999; Evans & Rauch, 1999).

7. For a comprehensive treatment of this fund and its effects on state expenditures, see Hou
(2002). According to Hou's study, from 1946 (when the first state adopted the rainy day fund [RDF])
t0 1999, 39 states had established real RDFs under a strict definition of the fund. Under a broad defi
nition as used by some scholars and the NASBO (National Association of State Budget Officers),
almost all states had some kind of the fund. These funds were set up in differentyears. In this article,
we test the effects of both definitions. Model 1 is on the strict definition using the average annual bal
ance level (sum of annual balance divided by the number of years the fund was in existence) to test
the historical effects. Models 2 and 3 are on the broad definition using only the 1997 and 1999 data
(because these two were the years of the two rounds of the GPP state surveys) to test the current
effects. Then obtaining data from the states for the year 1998, we rated the states on a 0-10 scale
based on their RDF balance level and used the rating as the dependent variable. In all four models,
Alaska is excluded because it is an extreme outlier; thus, the sample size is 38 in Model 1 and 49 in
the three other models.

8. A case in point at the federal level is the use of social security surpluses as part of general
fund expenditure or to classify predictable expenditures as “emergency” expenditures and therefore
circumnavigate spending caps (Patashnik, 1999; Schick, 1993).
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9. The two rounds of GPP state surveys were conducted in 1998 and 2000, respectively; the
RDF data obtained were for 1997 and 1999. Historical RDF data were taken from a separate study
conducted by Yilin Hou (2002).

10. For detailed issues regarding the definition, development, and balance levels of state RDFs,
see Hou (2001).

11. The balance level can be quite different if we take general fund revenue as the reference. For
details on this, see Hou (2001).

12.Becauseitis very different from other states in the nature and level of the fund balance, inclu
sion of it would lead to distorted results.

13. The 49-state average level for a score of 5 is from 4.49% to 5.489%. Zero balance leads to a
score of 0 and a balance over 9.49% gets a score of 10.
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