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Executive summary
States, provinces, cities, and many nations around the globe are facing an existential threat in the form
of a massive fiscal imbalance between expected revenues and promised expenditures.
The underlying threat is something we call “The Gap.” The Gap is a twofold problem, consisting of a
fiscal gap between revenue and expenditures and a performance gap between the way government
currently operates and the realities of the new economy.
The fiscal gap has both a cyclical and a structural component. Its cyclical guise emerges when the
economic cycle dips, causing public spending to outstrip revenues in the short to medium term. This is
currently happening all over the world; it happened in previous recessions; and it will happen in future
ones.
The structural nature of the current Gap, while exacerbated by the cyclical downturn, is more fundamental. Countries have over-committed their current and future resources. Steadily rising costs for social
security, old-age pensions, and health care benefits, together with significant demographic shifts, mean
that incremental changes or reductions in “waste, fraud, and abuse” are vastly insufficient to address
The Gap.
Politicians prefer solutions in which there are no losers, but the current circumstances don’t auger well
for any such win-win approaches. Money has been spent that hasn’t been earned, and promises have
been made that cannot be fulfilled. Inevitably, any solution that deals with The Gap will create pain.
At first glance, closing The Gap appears to be an economic problem, a financial puzzle that can be
solved by selecting the right set of policy choices. It is not. Rather, it is a challenge of the entire democratic governance model.
Getting from here to there will require concurrent navigation of three distinct phases that comprise one
long, grinding journey to sustainability: the Conceptual Phase, the Political Blueprint Phase, and the
Transformation Phase.
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This phase requires breaking through the conceptual barriers to move forward on closing The Gap.
Or, as the finance committee chairman of a major
American city asked us, “How can we get people
to see just how bad it is?”

The Conceptual Phase
The first stage on the road to fiscal health is to
move past historical misconceptions about why
many western nations face such a daunting fiscal
picture. When causes are misattributed, cures are
usually inefficacious.
The root of the problem is neither local nor the
result of individual actors. Instead, the cause is
rooted in the systems of democratic governance
experiencing the problem.
The freedom and prosperity that generally
accompany democracy create rising standards
of living. These, in turn, have led to longer life
expectancy, earlier retirement, and declining birth
rates. At the same time, this wealth, and the
politics of electoral democracy, have prompted
the expansion of a host of social entitlement
benefits, including old-age pensions, health
care, and expanded benefits for various interest
groups, from public employees to agri-businesses.
The combination of shifting demographics and
growing obligations is fueling the growing
mismatch between revenues and expenses.
These demographic factors make it clear that The
Gap is not simply cyclical. It is structural.
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The Political Blueprint Phase
While the conclusion of the Conceptual Phase
is fairly easy to predict — the unrelenting fiscal
reality will eventually impose itself on even the
most resistant mind — it is far less clear what
might emerge out of the next phase in which politicians, working in conjunction with civil servants,
will need to craft a workable political blueprint for
moving forward.
This stage tends to be much, much harder to
navigate, prone to the unpredictable machinations of electoral and partisan politics. Crafting
the political journey to fiscally sustainable government is a daunting and complex task. Two fundamental strategies can help:
Alter the politics. A set of strategies for
navigating the political stage revolve around
fashioning political mechanisms that allow the
hard choices to be made jointly, with shared
blame and credit. Example: the ”BRAC” Base
Realignment and Closure Model, which helped
depoliticize a necessary defense retrenchment in
America in the 1990s.
Show that it’s not all pain. There has to be
something positive on the other side of the
political balance sheet that’s more tangible than
“deficit reduction.” One option is to incorporate
the reforms into a broader government modernization agenda and show how digitization, selfservice, and other cost-reduction strategies can
also result in higher quality service.

The Transformation Phase
Successfully altering a government’s structures to deliver the magnitude of
cost savings needed in most jurisdictions represents a daunting execution
challenge. Transforming government and making it more efficient is much
harder than launching a new program. Four strategies can help navigate the
challenges of the Transformation Phase:
Reach clarity on the numbers. There must be a trustworthy, widely
accepted set of numbers that measure the baseline, the target, and the
actual benefits. Absent these, there will be confusion and obfuscation as
different stakeholders use different metrics and different data sources.

Successfully altering a
government’s structures to
deliver the magnitude of
cost savings needed in most
jurisdictions represents a
daunting execution
challenge.

Identify cost-reduction opportunities. There are hundreds of different
ways to reduce costs. These opportunities generally fall within four broad
categories: efficiency, operating model, policy choices, and exit/divestiture.
Build a balanced portfolio. Two of the biggest traps are to take on too
many initiatives at once, or construct a cost-reduction portfolio that lacks
balance and coherence. We recommend using a “funnel” approach to
whittle down a long list of possible cost-reduction initiatives to a shorter,
balanced list that will form the program.
Drive the downsizing with vigilance. A cost-reduction program needs
different skills at the center, and a different approach to control than a
program whose purpose is to spend money. These programs, for example,
need the capability to “look under the hood” of each initiative.
Addressing The Gap will be the central challenge of governments around the
world for the foreseeable future. The goal: to achieve a sustainable government that is fiscally balanced and structured for the realities of the 21st
century.
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introduction
The numbers are overwhelming. States, cities,
and many nations around the globe are facing
an existential threat in the form of a massive
fiscal imbalance between expected revenues and
promised expenditures. Nations, states, and cities
alike are bracing before previously unseen levels
of debt and deficits, and many, in fact, may be on
the verge of bankruptcy.
Some are already feeling the effects of the wave
of debt. The most notable example is Greece, but
Spain, Italy, Ireland, and Portugal are all dealing
with serious fiscal distress, while countries such
as the United Kingdom and the United States
are looking at sobering forecasts. States such
as California, New Jersey, and New York are
currently staving off insolvency thanks to federal
largesse in the form of the stimulus package —
and even with $30 billion in such “bailout” funds
from Washington, DC, California was issuing
IOUs in lieu of payment during the summer of
2009 and faced a $20 billion gap at the start of
2010.1 Local governments from Vallejo, California
(which declared bankruptcy in 2008) to Detroit
are looking at a death spiral of tax hikes and
population flight.
At the national level, there is a risk that Greece is
the first in a line of nations to find that their fiscal
trajectory portends all the trappings of genuine
monetary crisis — complete with defaults,
financial meltdown, and even the potential
for political instability. In many countries, the
spending adjustment to ensure this does not
happen has barely started: Spain, Italy, France
and the United Kingdom are all countries where
much of the population appears in denial that real
pain is yet to come — a recipe for social unrest
and political turmoil.2
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The underlying threat is something we call “The
Gap.” The Gap is a twofold problem, consisting
of a fiscal gap between revenue and expenditures
and a performance gap between the way
government currently operates and the realities of
the new economy. In a world of mobile capital,
trans-border exchange, heightened competition,
and exponential technological change, many
governments are mired in bureaucratic-age
thinking. In order to close their fiscal gap,
governments will also need to address the
associated performance gap.
The fiscal gap has both a cyclical and a structural
component. Its cyclical guise emerges when the
economic cycle dips, causing public spending to
outstrip revenues in the short to medium term.
This is happening all over the world; it happened
in previous recessions; and it will happen in future
ones. The prevailing wisdom of twentieth century
economics was that these cyclical downturns
were acceptable because the ups and downs
of the economic cycle balance public finances.
Given the fiscal outlook as we enter the twenty
first century, however, this is no longer valid.
The structural nature of the current Gap, while
exacerbated by the cyclical downturn, is more
fundamental. That is, even if there is an economic
upturn, a sizable gap will persist. Western
societies have over-committed their current and
future resources. Permanently dealing with The
Gap requires fundamentally different thinking and
actions.

Feeling the effects of the wave of debt…
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The road to fiscal sustainability won’t be easy.
Many of the expenditures baked into current
forecasts are part of the established social
contract between citizens and their elected
government. Steadily rising costs for social
security, old-age pensions, and health care
benefits, together with significant demographic
shifts, mean that incremental changes will prove
insufficient. The kind of big changes that are
needed, however, are difficult to achieve in light
of the checks-and-balances constraints of a
democratic political system.
Politicians prefer solutions in which there are no
losers — but the current circumstances don’t
auger well for any such win-win approaches.
Money has been spent that hasn’t been earned,
and promises have been made that cannot be
fulfilled. Inevitably, any solution that deals with
The Gap will create pain — though not as much
pain as would be inflicted by not dealing with it.
Waiting for another economic crisis isn’t much of
a strategy.
Getting from here to there will require concurrent
navigation of three distinct phases that comprise
one long, grinding journey to sustainability: the
Conceptual Phase, the Political Blueprint Phase,
and the Transformation Phase. These segments of
the overall journey aren’t entirely sequential — in
fact, they need to be considered in parallel.
At first glance, closing The Gap appears to be
an economic problem, a financial puzzle that
can be solved by selecting the right set of policy
choices. It is not. Rather, it is a challenge of the
entire political governance model. Politicians,
voters, political action groups, public employee
unions and a whole slew of competing interests
make the political reality of navigating the path
to sustainability particularly daunting. The exact
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same forces that prompted so many governments
to commit beyond their means will resist needed
retrenchment.
The temptation to dash off a set of pat policy
answers — “cut program X, reform department
Y, and raise tax Z” — is strong for academicians,
consultants, and politicians. We eschew this
approach in favor of exploring the arduous
journey that lies ahead for most governments,
looking at the specific challenges that will be
encountered along the way, as well as offering
specific tools for grappling with these challenges.
This paper will not attempt to provide a specific
solution. Rather, it will lay out an approach for
dealing with the problem that acknowledges the
political context of this struggle. This approach
begins with the Conceptual Phase, where
agreement must be forged about the magnitude
of the problem. It moves next to the Political
Blueprint Phase, where the political roadmap is
formulated. Last is the Transformation Phase —
where all the complexities of implementation
must be sorted out. This is an iterative process.
Along the road to fiscal sustainability, there will
be political realities, surprises and particular local
circumstances and personalities that will make
each government’s journey slightly different.
The hope is that the insights in this paper will
augment the wisdom and experience of the
reader, enhancing the likelihood of successfully
navigating the journey.
Nothing is inevitable about the outcome, by the
way. Even sincere efforts to deal with the Gap
may end in failure. One thing is clear, however:
not trying is foolhardy, for the current path will
lead us to a place no one wants to go.

The road to fiscal
sustainability won’t
be easy. Many of the
expenditures baked
into current forecasts
are part of the
established social
contract between
citizens and their
elected government.
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the conceptual phase
In her book The March of Folly, Barbara Tuchman examines a series of historical examples in which
powerful institutions behave with self-destructive folly: Great Britain’s alienation and eventual loss of the
American colonies, for example, or the United States’ tragic policies during the Vietnam War.
To qualify as true folly for Tuchman, these fiascos must share several key characteristics. The poor policy
choices must occur over an extended period of time, rather than comprising a single irrational action.
The destructive policies must be pursued by a number of institutional leaders, not just one deranged
maniac. And, finally, there must be significant voices loudly proclaiming the folly of these policies even
as they are being pursued. Folly isn’t just foreseeable in hindsight, it’s foreseen in real time, with plenty
of time to alter course.
By this definition, the looming fiscal crisis facing governments around the globe has all the makings of
a modern sequel for Ms. Tuchman. Unless we alter course, many governments are headed for some of
the greatest slow-motion political train wrecks in history. Over a course of decades, a slew of political
leaders have pursued fiscal policies that have brought us to the precipice, even while a host of voices,
including non-partisan government entities such as the Congressional Budget Office, the International
Monetary Fund, and the Organization for Economic Cooperation and Development (OECD), point out
in meticulous charts and graphs the mathematical certitude that our current policy of spending (and
promised future spending) is unsustainable and self-destructive.
What is the underlying cause of such folly? It is not a lack of intelligence. Tuchman describes folly as
a “process of self-hypnosis” in which political leaders cling to an established course despite mounting
evidence of its risk. The dangers of the course are often stated but not acted upon, articulated in words
but not translated into deeds.
In essence, altering or abandoning destructive policies begins as a psychological journey, one in which
the dire reality of one’s circumstances aren’t merely noted, but embraced.
It is a failure of imagination, an inability to picture that the prosperity that has been the hallmark of
the Western world since the end of World War II (at least) is put at risk by our policy choices — in
the same way that King George couldn’t imagine a group of ragtag colonists defying the might of
the British Empire, or that a series of presidents couldn’t imagine how tiny North Vietnam could
withstand America’s military might. These limits of the imagination didn’t limit the reality, however. The
unthinkable happened anyway.
Reality, it has been said, is the thing that keeps on happening even if you don’t believe in it. For some
time, political leaders of all stripes have chosen not to believe in the deleterious impact of rising debt.
Here in the real world, accumulating debt — whether for an individual, company, or nation — matters.
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Achieving agreement on the magnitude of the problem

Reality, it has been said, is the thing that keeps
on happening even if you don’t believe in it.
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The first stage in the journey to fiscal health is
to move past historical misconceptions about
why many cities, states, and countries face
such a daunting fiscal picture. When causes are
misattributed, cures are usually inefficacious.
Today, most explanations for the source of
the challenges facing various governments
take on a distinctly local flavor and a distinctly
personal bent. In the United States, blame is
often attached to either George W. Bush and
his wasteful wars, to Wall Street, or to liberal
tax-and-spenders. In Great Britain, there are
those who blame Gordon Brown, Tony Blair, or
the London bankers. California’s meltdown is
often blamed on a dysfunctional legislature. New
Orleans has Katrina, and Detroit, the decline of
the automotive sector.
But when failure of a similar type reoccurs in so
many places, it makes sense to look for a shared
underlying cause. From Greece to Spain, from
Sacramento to London, we are witnessing a
pattern of fiscal imbalance and dissatisfaction
with the public sector’s performance. If the root
of the problem is neither local nor the result of
individual actors, then there must be another
cause, one that transcends borders and is rooted
in the systems of governance.
It is hard to escape the conclusion that the
system of democratic governance itself is playing
a critical role. Is democracy a victim of its own
success? The freedom and prosperity that
generally accompanies democracy creates rising
standards of living and subsequently longer life
expectancy, earlier retirement, and declining birth
rates. At the same time, wealth and electoral
politics have prompted the expansion of a host
of social entitlement benefits, including old-age
pensions, health care and expanded benefits for
various interest groups, from public employees
12

to agri-businesses. The combination of shifting
demographics and mounting obligations is fueling
the growing mismatch between revenues and
expenses.3
The aging population presents a major fiscal
predicament for governments in other areas as
well, particularly medical costs and long-term
nursing care, as rising life expectancies and the
associated increases in debilitating illnesses drive
up health care costs. In many countries, the costs
of social security and other old-age pension and
health care programs threaten to crowd out
spending on other public programs. These demographic factors make it clear that the Gap is not
simply cyclical. It is structural.
The Conceptual Phase will require a widespread,
popular acceptance of several annoying and
persistent ‘realities’ that cannot be wished away:
• The Gap is real. The data, highlighted in
table 1, are overwhelming. No reasonable
observer at this point disputes the magnitude of
the problem. Moreover, we are starting to see
the impact of the fiscal imbalance in places such
as Greece and California.

Country

Deficit as a % of GDP

Iceland

15.7

Greece

12.7

Britain

12.6

Ireland

12.2

United States

11.2

Spain

9.6

France

8.2

Japan

7.4

Portugal

6.7

Canada

4.8

Australia

4.0

Germany

3.2

Source: Daily telegraph, based on OECD forecast in
November 2009

• The Gap is growing. For decades, government has been living on deficit
financing. In addition, programs have been launched that promise future
benefits without adequate revenue to fulfill them. In terms of projections,
while some uncertainty always exists, there is generally strong agreement
from a variety of analysts. While differences in growth rates and other key
assumptions can alter the precise landing point, all models point to serious
issues in the coming decades. We can pretend that the revenue versus
expenditures gap is not real, or that it doesn’t matter — but such beliefs
won’t make it true.
In the United States, the Government Accountability Office (GAO) provides a
very clear picture of the un-sustainability of the current fiscal path (see figure
1). Social Security, Medicaid, and Medicare are growing faster than the
economy and federal receipts. The GAO’s January 2010 budget report states
that:
“absent changes to federal entitlement programs, spending on
Social Security, Medicare, Medicaid, and interest on the federal
debt will account for an ever-growing share of the economy….
[B]y 2030 there will be little room for “all other spending,” which
consists of what many think of as ‘government’…”4

Figure 1: Fiscal path of the U.S. federal budget
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Table 1: Rising deficits
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Source: “The Federal Government’s Financial Health — a citizen’s guide to the 2008 financial report of the
U.S. government,” GAO
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In other words, somewhere between 2030 and 2040, the U.S. federal
government will find itself with no money — none — available for national
defense, education, infrastructure, agricultural subsidies, and so forth. All
revenue will be consumed by entitlements and interest on the debt.5
Similarly in the United Kingdom, the Treasury’s most recent long-term fiscal
predictions show public spending rising to 44.5 percent of GDP by 2058,
with a disproportionate rise in pension, health, and long-term care spending
offset by lower spending on “other” areas such as defense and transport.6
• The Gap cannot be closed by merely cutting waste, fraud, and abuse
or by eliminating some humorously unneeded programs. Even if we
eliminate scores of major programs and agencies, even if we eliminate all
fraud and bureaucratic waste, the deficits will persist. This is not to say that
there is no waste in government (a fact that few would deny), but rather,
that The Gap cannot be closed by merely delivering the current scope of
public services more efficiently.
• The Gap cannot be closed by merely raising taxes. In today’s economy,
both wealth and wealth-producing individuals are increasingly mobile —
raise the tax rates on wealth and wealth creation, and you are likely to
see capital flee. When that happens, revenues from the tax hikes won’t
bring in the expected revenue, which leads to further tax hikes and even
more outmigration of wealth, a death spiral of higher taxes and declining
productive population. Capital flight tends to ignore political borders —
millionaires and billionaires tend to be mobile.
• In many jurisdictions, The Gap is structural and will not go away
when the economy finally recovers. The aging population in most
countries is the main cause of such structural deficits. Explains Kevin Page,
Canada’s Parliamentary Budget Officer: “As the next wave of boomers
retires, Canada is expected to see lower revenue growth and higher expenditures for Old Age Security and health costs. This will cause significant
strain to that budget balance problem in the long term.”
• The Gap is based, in part, on a failure to put away sufficient funds
to pay for promised benefits to seniors, including retired public
employees who have contributed to and lived with an expectation of
these benefits.8
In the United States, unfunded liabilities for state and local retirees
amounted to about a trillion dollars.9 The magnitude of underfunding by states can be gauged from the fact that Illinois’s
pension scheme alone has an $80 billion deficit.10 A 2010 report
14

Tax flight lessons from the
Garden State
In 2004, New Jersey hiked high-end taxes
by 40 percent (from 6.37 percent to 8.97
percent) in hopes of raising revenue to cover
increasing state spending. But this approach
didn’t work, and revenues failed to keep
pace with spending. Governor Chris Christie
told the Wall Street Journal: “We are, I think,
the failed experiment in America — the best
example of a failed experiment in America
— on taxes and bigger government. Over
the last eight years, New Jersey increased
taxes and fees 115 times,” and New Jersey's
residents now labor under one of the nation's
highest tax burden. But the tax hikes haven't
prevented a projected $11 billion deficit for
fiscal year 2011. Why? Because wealth and
wealth producers have fled the state. A study
by Boston College’s Center on Wealth and
Philanthropy found that from 2004 through
2008, New Jersey experienced an outflow
of $70 billion in wealth. The reason? “The
out-migration of more affluent and wealthy
households rose while the out migration of
less wealthy households was reduced.”7

from the Pew Center on the States estimates that including health
care obligations, states have on hand $2.35 trillion to cover
promised retiree benefits of $3.35 trillion — a $1 trillion gap.11
Pensions are a serious problem for Greece as well, where government pensions currently constitute about 11 percent of GDP.12
We have been living in collective denial. Acceptance is an important step in
coming to terms with the difficult choices we now face. In the United States,
the states have been avoiding some hard choices, in part, due to massive
federal assistance in the form of the American Recovery and Reinvestment
Act of 2009 (the ARRA or “stimulus” bill), which provided $144 billion in
state and local fiscal relief. This federal largesse had the unintended consequence of extending the unsustainable habits of many states. In presenting
its November 2009 budget review, the National Conference of States
Legislatures declared:
The longest economic downturn in decades appears to be well
entrenched and is manifesting itself in multi-year budget shortfalls.
Many states already foresee budget gaps in FY 2011 and FY 2012.
It is hard to see when they will end.

Table 2: Growing debt burden

Country

Debt burden for
every man, woman,
and child

Ireland

$538,097

Netherlands

$222,426

United Kingdom

$148,291

Denmark

$110,125

France

$78,382

Germany

$63,294

Spain

$59,435

Greece

$51,424

Portugal

$47,225

United States

$43,355

Australia

$42,759

Canada

$24,698

Japan

$16,813

Source: CIA Factbook

Ironically, a contributing factor to future state budget gaps is the
end of federal stimulus funds provided by the American Recovery
and Reinvestment Act (ARRA). Those additional funds supported
state budgets in FY 2009 and, to an even greater extent, in FY
2010. That money recedes in FY 2011 and, when it is gone, will
leave big holes in state budgets — what many state officials are
calling the “cliff effect.”13
How do we break through the conceptual barriers to move forward on
closing The Gap? Or, as the Finance Committee chairman of a major
American city asked us, “How can we get people to see just how bad it is?”
There are several concrete techniques that can help.
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Five strategies for navigating
the conceptual stage
Before trying to
reach consensus on a
bipartisan solution,
find common
ground in
describing the
magnitude of the
problem.

1. Seek agreement on the problem
Before trying to reach consensus on a bipartisan solution, find common
ground in describing the magnitude of the problem. Given the reality
of partisan and philosophical differences, it is far easier to agree on the
problem than to jump straight toward a solution.
Neutral auditors can crunch the numbers and provide financial forecasts,
but their charts and graphs and dull bureaucratic prose won’t capture the
imagination. Debt is an abstract threat. Moreover, the temptation to hide
the bad news behind “rosy scenarios” is a problem that plagues every
ruling party.
Wherever possible, political leaders should work across party lines to
paint a vivid picture of the coming disaster. This means sharing data as
well as agreeing on assumptions around growth. Probe for a response:
Does this sound right to you? Are we missing any key factors in our
analysis? What are your biggest concerns? Are the long-term implications
realistic?
2. Engage alternative disciplines
Many of those working on budget problems have been looking at this
for so long that it’s hard for them to envision anything other than incremental reforms. In addition, the alarm bell has been going off on debt
and deficits for 25 years or more — and we have learned to ignore them
the same way we ignore car alarms going off.
That’s why, in addition to the experts and the stakeholders, it’s important
to bring outsiders with a fresh perspective into the discussion. They bring
in a fresh perspective and a new language for describing the problem.
Scientists, historians, engineers, and psychologists should be brought
in to sit with the financial spreadsheet jockeys, bringing with them a
diversity of views and experiences. Subject matter experts should be
joined up with systems thinkers and other smart people with diverse
interests, from management consultants to anthropologists. Citizen
groups, for their part, can bring more common sense to some of the
issues.
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Breaking out of mental models:
Assertive inquiry
One idea generation technique for breaking people out of their preexisting mental models is called assertive inquiry. Participants are encouraged to adopt the worldview of others (at least temporarily) in an effort
to discover insights that would have been missed. Explains Roger Martin,
the author of The Opposable Mind: “Its aim is to learn about the salient
data and causal maps baked into another person’s model, then use the
insight gained to fashion a creative resolution of the conflict between that
person’s model and your own.”15
3. Design a constructive idea generation environment
The cultural environment in government is highly un-conducive to
creative, breakthrough thinking. When another report comes out with
the latest grim news, reporters skim the executive summary and move on
with a yawn. Another committee takes testimony from finance officials.
Their carefully worded replies create a game of verbal cat and mouse,
rather than real dialogue, as everyone involved is keenly aware of the
omnipresent cameras.
Is this any way to spur creative collaboration? Of course not. When
leaders are serious about collaboration, they will step away from the
cameras and head for a mountain retreat. President Carter took Begin
and Sadat to Camp David for a reason, because breakthrough thinking
happens more often in relaxed environments.
Create opportunities to encourage provocative ideas, sketches, and real
brainstorming. IDEO, an industrial design firm, is known for creating
thoughtful structures to foster ideation. “You have to give people permission to do an idealized version of something,” says Peter Coughlin of
IDEO. “They need to be able to break free of constraints because if you
don’t have any wild ideas then any idea that comes out is going to be
really close in. So, you need to actually be able to push it way far so that
people can break free of the existing paradigm.”14
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4. Make a game of it
Before trying to craft a solution, seek agreement around what’s driving
the fiscal gap. Working together to identify all the possible alternatives
(and their impact) is easier than jumping right to the “solution.” In reality,
there is an infinite number of possible solutions, each of which embodies
different tradeoffs.
To what extent are you willing to reduce promised benefits for the
elderly? To what extent are you willing to impose means-testing on
programs? To what extent are you willing to raise taxes, and what impact
will those taxes have on economic growth? What is an acceptable level
of debt 30 years out? To what extent are you willing to reduce spending
in other areas of government, such as transportation, agriculture, or
defense?

There are a number of
simulation games that
allow players, by making
different choices, to 'create'
different futures.

There are a number of simulation games that allow players, by making
different choices, to 'create' different futures. For example, FloodSim
(www.floodsim.com) is a game that “aims to raise awareness of the vast
number of issues surrounding flood policy and government expenditure
and to increase citizen engagement through an accessible simulation.”
A similar game called “budget hero” (http://marketplace.publicradio.
org/features/budget_hero/) allows players to create various fiscal futures
depending on policy choices made over the course of a number of years.
The very act of playing such a game causes a subtle psychological shift:
the players can see how the choices they make now actually shape the
future. The game compresses the passing of time in the same way that
time-lapse photography does. Suddenly, a report that says we go broke
in 2030 has a more powerful visceral impact. In the short term, politics
allows us the illusion of having our cake and eating it too, enjoying (in
the short term) both low taxes and rich benefits by “time shifting” costs
into the future. The game crushes this illusion by compressing time.
A shared conception of the likely impact of the hard choices needed at
least sets up the possibility for discussion. If you ask people whether they
would like to cut defense, or education, or infrastructure, the answer will
always be “no.” However, if a picture emerges of the consequence of
not cutting anything, then facing hard choices that have heretofore been
avoided becomes a little easier.
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5. Tell the story publicly
Public awareness of the challenge of our fiscal future is growing,
but there is still a great deal of incomplete information out there. An
informed and engaged electorate is more likely to support the sort of
difficult choices that are needed to stave off looming disaster.
Large undertakings generally benefit from widespread public support and
involvement. The Marshall Plan is considered one of the greatest achievements in 20th century American foreign policy, but when the idea was
first raised, most Americans and most of Congress weren’t enthused.
But the Marshall Plan eventually passed by a large margin in Congress
and enjoyed strong public support. How did President Truman, Gen.
George Marshall and other supporters make it happen? They educated
Americans about the benefits of the plan, particularly the risk of doing
nothing in a weak and unstable post-war Europe. A citizens committee
organized a massive, well-funded public relations effort that included
millions of pieces of pro-Marshall Plan literature, from booklets to
opinion essays in newspapers across the country.
The success at building support for the Marshall Plan shows that
opposing interests can be overcome, or at least reduced, by open
engagement. Tackling the Gap today will require leaders to face innumerable opposing forces, ranging from charities to political groups,
from trade unions to businesses. Many will have noble reasons for
defending their interests. Only open debate will help them and others
see their concerns in the context of society’s ability to pay.
Not all such education efforts will resonate — think George W. Bush’s
push to convince the public of the need for Social Security reform or the
contentious Town Hall meetings in America in 2009 on health care. But
informed dialogue can make the political environment more amenable
for those seeking to share “the hard truth.”
The Conceptual Phase lays the groundwork for a critical question: What
is to be done?
Answering that question requires first going through the political phase
and crafting a blueprint, a politically workable fiscal roadmap to a
sustainable future.
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“I have said before that as we
deal with the debt crisis we
must take the whole country
with us — and I mean it.
George Osborne [the
Chancellor of the Exchequer]
has said that our plans to cut
the deficit must be based on
the belief that we are all in this
together — and he means it.”
David Cameron, Prime Minister of the United Kingdom

Sustainable government is attainable government
Despite many institutional obstacles, success is possible. A 2010 report by the Organization for
International Cooperation and Development (OECD) called “Restoring Fiscal Sustainability: Lessons
for the Public Sector” highlights that the past 30 years have seen a number of successful fiscal turnarounds and public austerity programs.16 According to the OECD: “Perhaps the most important
lesson of all is that large deficit reduction programmes can be done.” For example, the report
notes that:
“In 1981, Ireland faced a debt-to-GDP ratio of 87 percent and debt service required 8.3 percent
of GDP. After an initial attempt at consolidation failed (the economy did not improve and
political support was lost), a second try was made later in the decade using a tough austerity
programme of cutting spending and widening the tax base accompanied by a sharp devaluation that resulted in a large reduction in the deficit and in the debt-to-GDP ratio.”
Likewise, New Zealand was able to turn things around. Facing “persistent deficits that exceeded
6 percent of GDP in the 1980s, New Zealand accumulated an unsustainable level of government debt…. The government reduced regulations — including wage and price controls — cut
spending by more than 7 percent of GDP, and reduced the number of public employees by half.
From 1986 to 2001, the debt-to-GDP ratio was reduced from 72 percent to 30 percent.”17
In the 1990s, Australia, Finland, Spain, Sweden, and Canada all embarked on fiscal reform initiatives that were at least somewhat successful. In some cases, as in Ireland, successful reforms came
only after previous failed attempts. In others, such as New Zealand (or, as we are now seeing in
Greece), reforms became reality only in the shadow of crisis. While crisis may make reforms easier
to implement, waiting for a crisis generally makes the reforms more wrenching.
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the political blueprint phase
Where does the process stand at the conclusion of the Conceptual Phase? In a best-case scenario,
you will have wide agreement that our current fiscal trajectory is unsustainable. The Conceptual Phase
should generate agreement on the data, as well as a shared set of basic assumptions regarding projections of expenses and revenues. Hopefully, there will also be some agreement that the manner in
which the public sector has been operating, if continued, will fail to address these looming challenges.
Emerging from the Conceptual Phase, it is reasonable to expect that disagreements regarding the reality
of our current situation and projections into the future are relatively small.
However, even such broad agreement regarding the nature of the problem still wouldn’t ensure moving
forward in any particular manner. Agreeing that you have a problem is not the same as agreeing on
what to do about it — not by a long shot. And while the conclusion of the Conceptual Phase is fairly
easy to predict — the unrelenting fiscal reality will eventually impose itself on even the most resistant
mind — it is far less clear what might emerge out of the next phase in which politicians, working in
conjunction with civil servants, will craft a workable political blueprint for moving forward.
In all likelihood, different governments facing a similar set of issues will move in different directions
with varying degrees of success. This stage tends to be much, much harder to navigate, prone to the
unpredictable machinations of electoral and partisan politics. In fact, some observers believe that the
political incentives and ideological positions of various political parties make agreement on any plan
difficult, leading to dysfunctional government. Writes author Thomas Friedman in the New York Times,
“My definition of broken is simple. It is a system in which Republicans will be voted out for doing the
right thing (raising taxes when needed) and Democrats will be voted out for doing the right thing
(cutting services when needed). When your political system punishes lawmakers for the doing the right
things, it is broken.”18
Indeed, crafting the political blueprint features several realities that make progress daunting. During the
2010 UK election, all three candidates were accused of being “vague” on spending cuts. (You might
be vague too if every specific you mentioned would serve to mobilize concentrated opposition.) In
Washington, the cynical old-timer offered this timeless advice for enjoying a long political career: “Vote
in favor of every spending program, vote against every tax increase, and rail against the deficit.” While
at times, political leaders will place the public interest above any electoral considerations, the politics of
democratic governance doesn’t make such choices easy.
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Designing a workable political roadmap

The political incentives and ideological positions
of various political parties make agreement on
any plan difficult.
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The factors working against success in this phase are
numerous:
• Special Interest politics work against dealing with The
Gap. Any change in how things are done represents a threat to
entities that benefit from the status quo. As a practical matter, these
special interests will be steadfast in their opposition to such changes,
even if they are in the general interest.
• Current elected officials at every level tend to have a political incentive
to serve their current constituents rather than future taxpayers. Future
taxpayers do not yet vote, whereas current constituents do. While politicians may be
rewarded at the polls for rhetorically emphasizing their concern for future generations, it is
not as clear that making the difficult choices that remove benefits from constituents is as warmly
embraced by voters. In other words, voters will tend to punish any politician or ruling party that
actually cuts benefits or raises taxes, never mind one who does both. As a consequence, the easiest
time, politically, to deal with The Gap will always be “soon.”
• In general, any party out of power has an incentive to exploit for political gain the hard
choices the ruling party might make toward closing The Gap. The party out of power is generally
seeking to regain power, and as such, it will point out all the negative impacts of actions initiated by
the ruling party. While the long-term benefits to future posterity may be real, they are impossible to
detect in the short term.
• In general, any party in power has an incentive to move incrementally rather than get blamed
for the pain associated with moving boldly to close The Gap.
Public choice theory is built on the assumption that political actors — politicians, bureaucrats, unions,
special interests, voters, etc. — behave just as self-interestedly as economic actors. But in politics, in
contrast to competitive markets, the overall group interest is poorly served by the sum of the pursuit of
these individual self interests. Looking at these factors, observers and participants may be excused for
feeling that democratic politics make successful reforms impossible. These factors aren’t deterministic,
however, and history has shown that success is possible even when it’s hard to come by.
General constituents bring additional political pressures to bear. For those who will either pay the taxes
or receive benefits, any move toward dramatically closing The Gap will generally engender opposition
from those who work in or for government. This includes public employees and their unions, politicians,
companies that work as government contractors, or non-profits who are subsidized by government to
provide social services.
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The application of these observations is universal, whether you are talking about Democrats (proservices) and Republicans (pro-tax-cuts) in the United States, Labour and Conservatives in Britain, or the
Christian Democratic Union and Social Democratic Party in Germany. The protests by public unions and
pensioners in Greece in response to that nation’s announced austerity program — which came only
after decades of rapid budget growth brought the nation to the brink of insolvency — is a cross-border
phenomenon.
Crafting the political journey to fiscally sustainable government is a daunting and complex task. The
strategies on the following pages can help to accomplish that task.

Lessons from California in the politics of rightsizing
Governor Arnold Schwarzenegger took office in California in 2003 dedicated to reining in outof-control state spending. In his first state of the state address, he called the state government
“a mastodon frozen in time” with “multiple departments with overlapping responsibilities.” In
response, he pledged to “blow up the boxes” of state government.19 Soon after the speech,
the new governor launched a major reform initiative, the California Performance Review, whose
goal would be a “total review of government — its performance, its practices, its cost.” The final
report proposed some of the most sweeping and radical reorganization changes ever proposed
in the state. The governor followed up these proposals by sponsoring four major ballot initiatives,
including one to limit expenditures.
When promoting these transformative changes, Governor Schwarzenegger never stopped
warning Californians of the consequences of sticking with the status quo — a future of ever larger
budget deficits and a state government that was becoming virtually ungovernable.
The legislative initiatives backed by the governor lost at the polls, the California Performance
Review generated little change, and the status quo in the legislature prevailed. More importantly,
the grim future predicted for California has come to pass — despite massive federal money, the
state has been reduced to issuing IOUs, and despite large tax hikes and deep service reductions,
the state still faces massive budget deficits and a staggering debt.
The lesson from all this is clear: building the political blueprint for cost reduction can fail even with
the best of intentions and a popular leader willing to spend political capital.
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Strategies for creating a
political blueprint
If a politician or
party wins a large
electoral majority
promising a specific
approach to closing
The Gap, it clearly
enhances the
likelihood that such
a path will be
followed.

1. Alter the politics
A set of strategies for navigating the political phase revolves around
fashioning political mechanisms that allow the hard choices to be made
jointly — with shared blame and credit. One such strategy is the “BRAC”
Base Realignment and Closure Model, which helped depoliticize a
necessary defense retrenchment in America in the 1990s.
Other pain-sharing strategies include semi-independent performance
review units and targeted Blue Ribbon Commissions.
Additional techniques include priority-based budgeting, a technocratic
approach that aligns tough budget decisions with the jurisdiction’s top
priorities (based on political and citizen input), or unilateral political
action due to an explicit electoral mandate or large electoral majority. If
a politician or party wins a large electoral majority by promising a specific
approach to closing The Gap, it clearly enhances the likelihood that such
a path will be followed. Such a mandate is rare, however.
All in all, the track record of the available strategies is decidedly mixed.
Under the right conditions and with the right leadership, however,
change is possible.
2. Change the default status
The sunset process is an action-forcing mechanism to encourage elimination, reform, and merger. Under sunset, a review of the agency must be
done by an independent agency, and the legislature has to pass a new
law to save the entity. In the language of choice architecture, it shifts the
default status to “terminate.”20
The Texas Sunset Commission, the most successful sunset process in
the United States, has resulted in 54 agencies being abolished and 12
agencies being consolidated over the years. For every dollar invested in
the sunset program, the state has earned a return of $31, resulting in
$784.5 million in estimated savings between 1982 and 2007.21
By changing the default from keep to eliminate, the sunset process
provides an ongoing mechanism for government to rethink how agencies
can best fulfill their obligations. Unfortunately, though sunset commissions are common, few have had anything like the success as the one in
Texas. Of the 44 states that passed laws establishing sunshine commissions, 19 have abandoned them entirely. In many states, sunset commissions have themselves become outdated agencies, periodically issuing
timid reports that get ignored by the legislature.
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Another attempt in the United States at controlling budget growth
was the Gramm-Rudman laws, which required automatic spending
reductions if deficits exceeded certain limits. The Gramm-Rudman laws
were intended to produce balanced budgets, and while they may have
prompted some restraint, their impact was short-lived. More recent
attempts at similar restrictions on spending and tax cuts known as
“PAYGO” have had limited impact as well.
3. Show that it’s not all pain
What will taxpayers and lawmakers get in exchange for the pain of tax
increases or deep budget cuts? If it’s all about less benefits, less services,
and a deterioration in service quality, then lawmakers and voters will
soon sour on the reforms. There has to be something positive on the
other side of a political balance sheet that’s more tangible than “deficit
reduction.”
One option is to incorporate the reforms into a broader government
modernization agenda and show how digitization, self-service, and
other cost-reduction strategies can also result in higher quality service.
In the 1990s, for example, when the Clinton administration reduced the
number of federal employees by 275,000, the cuts were accompanied by
major initiatives to improve customer service and cut red tape.
Similarly, when the city of Indianapolis took $500 million out of the cost
base of city government in the 1990s under the leadership of Mayor
Stephen Goldsmith, the savings were very publicly directed toward infrastructure improvements (such as new sewers and roads) and tax cuts.
4. Play the “common sense” card: stress good stewardship
Most voters would rather have a dollar today than a dollar tomorrow,
just as most would prefer to have high services and low taxes. But
when presented with more sensible options, they know from their own
experience (especially given the recent recession) that it’s important for
government to balance the books, to in essence, delay gratification for
long-term benefits. Being open about this can be referred to as playing
the “common sense” card.
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One option is to
incorporate the reforms
into a broader government
modernization agenda and
show how digitization,
self-service, and other
cost-reduction strategies
can also result in higher
quality service.

When Norway started to earn revenues from North Sea oil in 1980, it
made the “common sense” decision to invest in the Government Pension
Fund of Norway,22 which will be worth an estimated $502 billion by the
end of 2010. There is ongoing debate in Norway about when to tap
the fund, but the fact is that the voters accepted less money today in
exchange for stability tomorrow because they were presented with a
“common sense” argument that resonated with their own experiences of
managing family finances.

Tough medicine in Ireland
Ireland is home to some of the most aggressive public sector cost
cutting in the face of the fiscal crisis. From 2008–2010, the country
took the following actions:
•
•
•
•
•

3 percent cuts in payroll
8 percent cut in professional services fees
10 percent cut in politicians’ salaries
5–20 percent reduction in salaries
Reform of state employee pension scheme

Not surprisingly, the government’s popularity plummeted in the
wake of such cuts. While the popularity of the ruling party has since
improved, general confidence in the government remains low. The
next phase of cost reduction is generally expected to leave salary
costs alone — instead, focusing on efficiency and modernization
of work practices, combined with program cuts. It will be led by a
newly appointed Minister of Public Sector Reform.

In 2006, the Australian government established the Future Fund.
Consecutive budget surpluses from increased mining revenues and the
partial privatization of Telstra provided the initial start up funds. The main
objective is to cover the government’s unfunded superannuation liability
(to retired public servants and veterans). From $18 billion in 2006, the
balance now stands at $60 billion.
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Admittedly, it is easier to play the “common sense” card when deciding
how to spend a windfall than when deciding how to make structural
cutbacks, but the lesson is the same: many voters do care for the next
generation and understand, from their own experiences, the importance
of stewardship for their children.
Just as environmental stewardship appeals to this sentiment, so too does
financial stewardship — though we admit that the notion of a world
without polar bears or baby seals has more of an emotional appeal than
a future of unbalanced financial ledgers. In reality, however, the fiscal
gap really does threaten the prosperity, security, and freedom of future
generations. Treat voters like adults and appeal to their desire to pass on
a better world to their progeny.
5. Build a constituency for cost reduction
A challenge for promoting the cause of fiscal sustainability is that it lacks
a readily organized, devoted political constituency. Two mechanisms
can potentially change that: a government commission and third party
political activism.
Following World War II, Congress and President Truman saw the need
for the U.S. federal government to undergo a major reorganization,
but such an initiative lacked a natural constituency. Working together,
Truman and Congress established the bi-partisan Hoover Commission,
with former president Herbert Hoover serving as its chairman. Much of
the structure of today’s federal government is the result of the work of
that commission.
Public involvement played a major role in the success of the Hoover
Commission. With the help of a public relations firm, the Commission
organized a massive outreach effort that included numerous print
advertisements, 50,000 bus cards, radio spots, and articles, making the
Commission a national fad.23 The Commission came up with a simple
message to sell the Commission recommendations: they would “Improve
the economy, make government better and improve its strength in the
world.”24 The truly bi-partisan operation of the commission, combined
with public outreach, helped realize some politically challenging reforms.
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The [Hooover] Commission
came up with a simple
message to sell the
Commission
recommendations: they
would “Improve the
economy, make government
better and improve its
strength in the world.”

In 2010, President Obama launched a bi-partisan commission to address
the issue of fiscal sustainability. There is great question, however,
whether or not such a commission can successfully transcend the
decidedly partisan culture of Washington at this time.
In addition to bipartisan commissions, at times, third parties can
influence political direction even when unsuccessful in their electoral
endeavors. In the 1992 U.S. presidential election, third party candidate
Ross Perot made balancing the federal budget a centerpiece of his
campaign. He was competitive in the polls with both major party candidates in June and eventually won 19 percent of the popular vote, despite
suspending his campaign for most of the summer. That strong showing
was the equivalent of a significant vote of “no confidence” for both
major parties and put deficit reduction on the political map.
In the UK elections of 2010, the presence of a credible third party
candidate in the form of Nick Clegg from the Liberal Democrats blurred
the traditional party lines as well. In the United States in 2010, the
loosely organized “Tea Parties” are exerting political pressure on both
parties to focus on the deficit and the size of government.
There is no silver bullet to navigating the Political Blueprint Phase.
Moreover, even if successfully navigated, this phase can only provide a
blueprint, a plan for moving forward. Carrying out that plan and actually
closing The Gap will be the work of the Transformation Phase.

The Victoria example
When the Kennett Government in Victoria,
Australia came to power in 1992, it inherited
a massive government debt of $32 billion.
Getting back to balance required fundamental
changes in every area of the public sector.
Departments were shrunk and consolidated.
Reporting structures changed, so departmental heads reported directly to the Premier
rather than individual ministers. A shift in
funding placed the emphasis on output, not
inputs. Government-owned utilities were
privatized, including electricity, gas, some
ports, and rail services. The state-owned
betting agency was also sold off. Most of the
public sector was restructured along corporate
lines. By the end of the decade, government
debt had been reduced to approximately $6
billion, and the state’s AAA credit rating had
been restored.
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the transformation phase
Even if the political phase serves up a sophisticated roadmap for what ought to be done, successfully
altering a government’s structures to deliver on that plan represents a daunting execution challenge.
Transforming government and making it more efficient is much harder than launching a new program.
On top of the typical implementation challenges are all the political and cultural obstacles.
Closing the performance gap in government requires a public culture that embraces a relentless
pursuit of innovation — a commitment to adopting new, more efficient ways of creating public value.
Reexamining both mission and methods will be essential for governments seeking to become sustainable in an era of retrenchment.
Such a shift will not come easily. Public bodies throughout the world are rarely designed to be flexible.
They have typically evolved over a number of years around functional areas (e.g. defense, education)
with structures adept at delivering a fixed service within a fixed budget but poor at responding to
change. The bureaucratic barriers to change in the public sector greatly exceed those in the private
sector — not due to mal-intent, but due to a culture of risk aversion and program protection, and as
a systemic consequence of the way government has been organized since the early twentieth century.
Navigating the Transformation Phase is about overcoming these barriers.
Some of the work during this phase needs to happen concurrently with the previous two phases. Much
of the efficiency savings, for example, will need to be mined before all the difficult political issues are
resolved that allow for the really hard choices to be made.
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Implementing the program to achieve real results

Transforming government and making it more efficient
is much harder than launching a new program.
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Strategies for navigating the
transformation phase
Few organizations
are perfectly
efficient. Some costs
can often be reduced
without radically
overhauling the way
the organization
operates. One best
practice tool to
achieve this is
“Lean” process
redesign, a set of
techniques to drive
operational
innovation and
efficiency.

1. Reach clarity on the numbers
Many of us like to use numbers and statistics as the basis of our
arguments. The principle is sound: the numbers don’t lie. However, once
cost reduction hits the Transformation Phase, the number of stakeholders
who will pull the agenda in conflicting directions increases exponentially,
and they will all want to make the numbers speak to their cause.
To succeed, there must be a trustworthy, widely accepted set of numbers
that measure the baseline, the target, and the actual benefits. Absent
these, there will be confusion and obfuscation as different stakeholders
use different metrics and different data sources. Political and public
service leaders must be able to prove that they are indeed closing The
Gap.
At this stage, it is typical for several cost-reduction programs to be run
across government, often in each department or agency. These might
include reviews of efficiency, assets, benefits, entitlements, and organizational structure. Each of these needs financial rigour and clarity about
three factors:
• The financial baseline, against which savings will be measured
• The target — How much does The Gap need to be reduced for the
program to be considered a success?
• The addressable cost base — How big is the cost base the program is
trying to tackle? If there are untouchable areas of spend, then identify
them quickly and declare them out of scope.
2. Identify cost-reduction opportunities
There are hundreds of different ways to reduce costs (See Appendix A
for a more expansive list). These opportunities generally fall within four
broad categories:
Efficiency: Remove the waste from existing processes.
Few organizations are perfectly efficient. Some costs can often be
reduced without radically overhauling way the organization operates.
One best practice tool to achieve this is “Lean” process redesign, a set
of techniques to drive operational innovation and efficiency. Lean tools
identify wasted effort and cost savings opportunities by focusing on how
each business activity works.
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The goal: produce better public value, which means
measuring costs, assessing outcomes, and being open to
alternative means of service delivery.
Other efficiency tools also tend to focus on analysis of processes. The goal: produce better public
value, which means measuring costs, assessing outcomes, and being open to alternative means of
service delivery. A more complete catalogue of efficiency techniques can be found in Appendix A.
Operating Model: Reconfigure bureaucratic structures to achieve the same policy outcomes
in a different way.
The Gap is so big that efficiency savings alone will not suffice. Public bodies need to identify costreduction opportunities that change the shape and the way they do business, allowing services and
policies to be delivered a different way.
This can take many forms, depending on the circumstances of the organization in question. Some
common techniques for reducing costs by changing the operating model include:
• Shared services: Share back office functions (e.g. HR, finance, procurement) with other departments or public bodies.
• Reduce overlap: Adjust the responsibilities of bodies at local, state, and national levels to reduce
overlap and better align behaviors.
• Rationalize: Reduce the number of agencies, units of local government, and “arms length
bodies” involved in delivering public services.
• Redesign: Organizational hierarchies should be adjusted to increase spans of control and
“delayer” middle-management roles (both within government jurisdictions and across federal,
state, and local government).
Changing the operating model is harder than driving out efficiency savings because it forces organizations and people to fundamentally alter their ways of working and to adapt to a larger degree of
change.
Policy choices: Change the policy outcome, or change policy for different outcomes.
Policy choices tend to be the most controversial part of any cost-reduction program because they
will often affect large constituencies external to government. But this also represents the area where
big chunks of most government budgets reside.
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Significant costs, for example, are rooted in
statutes and policies designed in a bygone
era. For example, in the United States, it has
been prohibitively expensive to purchase
health insurance because most group rates are
available only through employer sponsored
plans, which enjoy special tax status. This
means that losing a job often means losing
health insurance as well. This policy is rooted
in essentially accidental tax policy decisions
made during and shortly after World War II.
Policy choices include everything from
decades-ago decisions to provide generous
pension benefits (often in lieu of pay
increases) for public employees to the choice
of which health and dental benefits the
government will pay for and which it won’t.
Similarly, rules regarding the provision of
public education typically rely on a purely
bricks-and-mortar approach, requiring, for
example, physical attendance in a classroom.
Some jurisdictions, most notably the state of
Florida, are experimenting with internet-based
“virtual schools,” but these new mechanisms
of delivering education typically require
changes to existing statutes.
Policy choices are driven by leadership.
Leaders will need to ask some fundamental
questions: What should be the core function
of government? How expansive should
government programs be? Which policy levers
can help contain and reduce program costs?

Policy choices with fiscal consequences
Education

• Extent of non-classroom services
(administrators, counselors, etc)
• Special needs education requirements
• Categorical funding (special dollars for
special purposes)
• Athletic facilities
• Length of school year

Retirement/entitlements

• Retirement age
• Means testing (or not) benefits
• Early retirement for hazardous
occupations
• Number of paid vacation days

Health care/human services

• Children’s health insurance eligibility
levels
• Medicaid options (dental, mental
health services, etc.)

Transportation/infrastructure

• Level of public transit subsidies
• Davis-Bacon Laws
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From struggling government
agency to thriving private
company
QinetiQ is today one of the world’s premiere
defense firms, specializing in technology
based professional services for defense and
security applications. Back in 1998, however,
it was just another struggling agency —
uncompetitive and mismanaged — within the
United Kingdom’s Ministry of Defence (MoD).
It was then that the UK government made the
decision to transfer the “Defence Evaluation
and Research Agency (DERA)” into the private
sector. Three years later, QinetiQ was formed,
constructed in large part from DERA’s 12,000
employees, budget, and equipment.
In subsequent years, 35 percent of the
ownership in the firm was sold to the Carlyle
Group, for a hefty £150 million. Further sales
of shares of QinetiQ on the London stock
exchange earned the government another
£614 million. The company continues to serve
as a special advisor to the MoD, and the
ministry continues to hold a special share in
the firm, giving it necessary influence.

Exit/divestiture: Should the program, board, agency, or unit of
government exist at all? Does the government need to be
involved? Is there another way of carrying out the mission?
This last approach gets to the root of one of the toughest challenges
for the public sector — terminating unneeded activities. Management
guru Peter Drucker contends that successful organizations periodically
reexamine the nature and purpose of everything they do by asking two
questions: "If we were not already doing this, would we now go into
it?” If the answer is yes, they ask the follow-up question: “If we were
to start doing this today, how would we do it?”25 Drucker’s questions
get at a simple but profound truth: in some cases, what is being done
no longer makes sense. In other cases, how it is being done no longer
makes sense. In either case, change is called for. Drucker referred to this
as “sloughing off yesterday” and “purposeful abandonment.” Innovation
brings change, and that entails rooting out the obsolete.
Leading examples of the exit/divestiture strategy include: Texas Sunset
Commission (1977–present); UK privatization (1980s); New Zealand
privatization and corporation (1990s); Victoria, Australia, privatization
(1990s); and New York state asset sales (1990s).
3. Build a balanced portfolio.
To be successful, leaders must build achievable, robust programs that
contain a portfolio of initiatives to reduce costs. The biggest traps include
taking on too many initiatives at once, or constructing a cost-reduction
portfolio that lacks balance and coherence. This can lead to one initiative
diluting the benefits of another, and possibly a wider failure of confidence in the whole program.
We recommend using a “funnel” approach to whittle down a long list
of possible cost-reduction initiatives into a shorter, balanced list that will
actually form the program. The portfolio needs some tactical measures to
deliver visible wins and some strategic measures to make large, sustainable inroads into the underlying cost base.
The “funnel” uses rigorous financial metrics to identify worthwhile initiatives and reject those that cannot be included.
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Figure 2: Slow money and fast money
Tactical improvement

Operations, process
and assets

Strategic redefinition

Rethink local relationship
Optimize processes, and
services across states

Impact

Eliminate duplicate layers of
government
Reshape organizations
Strategic downsizing
Rationalize IT platforms
Outsourcing
Off-shoring
Asset rationalization
Asset divestiture
Eliminate obsolete programs
Assess service scope
Improved vendor management
Redesign workforce
Engage employees
Eliminate hidden costs
Activity-based costing

Increase Productivity

Re-evalute policy
choices

Optimize
assets

Business
simplification/
transformation

Redesign
structure
and governance

Implementation time and cost

There are four main reasons for rejecting an initiative:
1. It is too politically hard to do.
2. It won’t save enough money.
3. It saves money but will have too negative an impact on services,
quality or the organization over the long term.
4. It saves money, but it’s not aligned with the strategy (e.g. it clashes
with the new operating model that the other initiatives are creating).
Cost savings will take a varying amount of time to extract. Think fast
money and slow money. Fast will be those opportunities that are not
particularly complex to implement and where the savings can be realized
more quickly. (See figure 2.) Slower money will come with projects that
are more complex, may require a greater level of attention and management, or have more dependencies with other projects taking place. It
can take years, for example, to extract savings from shared services,
consolidation and other changes in the operating model of government.
Additionally, time may be impacted by the level of risk involved in the
opportunity.

Avoid the overconfidence trap
when sizing the prize
There are several lessons to keep in mind when
building the balanced program:
• Cost savings benefits are normally overstated; implementation costs are dramatically
understated.
• A raw set of initiatives will typically contain up
to 25 percent double counts/errors.
• At least 30 percent more in savings than
actually needed should be identified to
achieve overall target savings.
• If you count planned benefits by anything
other than run-rate savings, you risk
miscounting one-time windfalls as structural
cost reduction.
• Benefits will not be achieved unless driven
through as a key part of the executive team
agenda.
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Develop a score sheet that places political and other risks, complexity,
and time to implement on a scale. Look at the level of cost savings in
comparison to where an opportunity falls on those other scales and
weigh options against each other.
4. Drive downsizing with vigilance
Public bodies are used to delivering policy programs such as taxation
or education schemes. One can argue about how successful the public
sector is at these initiatives (especially when they involve technology), but
it is broadly true that public leaders know how to mobilize and govern
a program whose purpose is to spend public money to deliver a policy
goal.
Cost reduction is completely different — and typically, much harder.
A cost-reduction program needs different skills at the center and a
different approach to control. Program directors need a financially literate
team to ensure rigour and consistency. They need to place less trust in
the progress reports of those who report to them and be more willing to
challenge and demand.
Cost-reduction programs need an activist steering group with authority
over the whole portfolio, where senior people expect to get into the
detail. They need an effective “program office” that facilitates the flow of
information, creating a clear “line of sight” from the board room to the
frontline.
These programs also need the capability to “look under the hood” of
each initiative. It’s not good enough to accept that “the project manager
said it’s on track.” The program must be able to draw on people who
understand the detail of the initiatives so it can get beneath the skin of
the status reporting and validate it.
Leaders need to build a program that is driven and led from the top by
visible executive leadership with a regular steering group that is properly
informed about progress using a dashboard built up from rigorous,
sceptical analysis. Programs that don’t do this run a serious risk of underdelivering against required targets.
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Rationalization: Lessons from
Denmark's municipal reform
On January 1, 2007, Denmark shrunk the
number of municipalities from 275 to 98. County
government was reduced from 13 counties to
5 regional governments. Fully 455,000 local
government employees were involved in the
restructuring, and 30,000 physically relocated
to a new site. The government projects $274
million (1.6 billion DKK) in savings from the
restructuring.
The implementation of this massive reform,
which began in 2002, offers important lessons
as other governments look to achieve big cost
savings through rationalizing local government.
One important lesson: deriving actual, take-tothe-bank savings from rationalizing local government will likely take years. Three years after
the reforms took hold, and seven years after
the effort was launched, Denmark is only now
beginning to extract savings from the reforms.
Why has it taken so long? The political and
administrative complexity of such a huge change
is incredibly daunting. Thousands of people had
to change jobs; IT systems were converted; new
geographical boundaries were set; and hundreds
of powerful mayors, city managers, and other
local officials lost their current jobs in the process.
Uncertainty runs rampant with this scale of
change. Danish government officials believed
that trying to realize large cost savings in the
midst of such change would have caused deep
opposition to the reforms — opposition from
the very people who would be relied upon to
implement them, a risk that could jeopardize
the initiative’s success, both politically and
operationally.

5. Communicate early and often
Cost-reduction programs often involve eliminating sacred cows, shifting
resources, and eliminating jobs — each extremely controversial in its
own right. Communication, therefore, needs to be focused on gathering
support, developing trust, and increasing transparency. This entails
creating a messaging campaign to tell citizens about what you’re doing
and why. Employees should clearly understand the implications of the
efforts on their jobs and benefits. A cost management dashboard, which
publicly indicates the level of costs savings and achievements to date,
can help to achieve high levels of transparency.
The political champion needs to convey the same messages communicated elsewhere. That individual should be given regular updates on the
progress of different activities.
6. Focus leadership
As with all phases, to be successful, the transformation phase requires
strong leadership. Unfortunately, politicians have historically tended
to focus on policy and politics rather than implementation. The new
roadway, the new program, driving legislation, and signing a bill into
law — these are both interesting and politically valuable. On the other
hand, overseeing the details of a portfolio of efficiency measures and
grappling with the bureaucratic challenges are neither inherently pleasurable nor politically beneficial. They are crucial to long term success,
however. A relentless focus on more efficient, streamlined government
from the top is essential.

The political champion
needs to convey the same
messages communicated
elsewhere. That individual
should be given regular
updates on the progress of
different activities.
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conclusion
Fiscally unsustainable policies now threaten governments around the world, and the peace, prosperity,
and freedom that goes with it. While the Western world has successfully overcome grave threats in the
past, that will not help us in the current crisis. It is not clear whether we shall overcome this challenge
or be swamped by a rising tide of red ink.
Dealing with The Gap will be the central challenge of governments around the world for the foreseeable future. The goal: to achieve a sustainable government that is fiscally balanced and structured for
the realities of the 21st century. The future of countries, cities, and states across the globe hang in the
balance. This will be a long journey, one that will require successfully navigating conceptual, political,
and execution issues.
How can cities, states, provinces and nations succeed in closing The Gap? First, by acknowledging the
challenge of navigating the difficult terrain along the road to fiscal sustainability. The Conceptual Phase
requires an open mind, one that acknowledges the hard choices head and looks at the evidence rather
than clinging to preconceived notions. The Political Phase requires overcoming inherent forces that
encourage suboptimal behaviors, creating a new political dynamic that overcomes the forces of the
status quo. The Transformation Phase requires delving into the mechanics of governing, taking seriously
the means by which we execute upon our political choices, and supporting those engaged in that task.
None of this will be easy. Closing The Gap is a critical endeavor, however, and one that deserves serious
attention. We cannot alter the past, but our choices today will determine our future. What that future
will look like depends upon every participant in the grand enterprise of democracy.
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Can we close the gap?
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appendix A: cost-reduction levers
There are no shortage of cost-reduction strategies and tools. We list many of them below, grouped into
10 major levers.
1. Workforce lever
• Close benefit loopholes
• Raise employee contributions
• Employment cap
• Hiring freeze
• Remove unfilled/phantom positions
• Cut extra positions
• Evaluate staffing models
• Reduce costs of retirement
• Curtail abuses of pension inflated benefits
• Adjust pension benefits formula
• Explore other revenue sources to improve pension funding
• Reduce administrative costs by reducing duplication
• Develop and maintain a single pension funding policy
• Establish two-tier pension programs
• Tie cost of living measures to actual inflation rates
• Scale back overly generous early retirement packages
• Remove option of furloughs
• Increase retention and reduce churn of young employees
• Develop programs that foster workforce stability for the best talent
• Proactively grow talent through training and mentoring
• Identify top talent to be retained through downturn
• Rationalize benefits to efficiently match workforce talent
• Accelerate out-counseling of underperforming employees
• Re-balance mix of monetary and nonmonetary incentives
• Pursue contractual labor in functions with highly variable loading
• Review and renegotiate labor contracts
• Increase variable pay component in compensation models
• Consolidate administrative actions, especially for entitlement programs
• Reward employees for ideas that improve efficiency
• Link bonuses to targets
• Implement performance-based pay
• Change span of control of management and leadership in agencies
• Create positions for COO, CIO, CFO to better manage business operations
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2. External spending lever
• Compress cash management cycles
• Reduce material costs through sourcing strategies
• Implement a strategic sourcing program
• Reevaluate contracts (both suppliers and workers)
• Accelerate approval and review process for contracts and procurement process
• Reduce the amount of paper based processing
• Reexamine production costs and materials development such as the printing of pamphlets and
informational materials
• Reduce the amount of mail
• Examine order payment and billing options for contractors; consider prompt payment options
• Evaluate activities that could be conducted by external contractors rather than in-house
• Develop a procurement strategy to better manage purchases throughout the budget cycle and
across the organization
3. Policy lever
• Increase retirement age
• Means test entitlement benefits
• Reduce or eliminate subsidies for public transit
• Shift education spending away from non-classroom services
• Conduct risk stratification and predictive patient modeling
• Focus on preventative health, screenings and education
• Develop chronic care management for type II diabetes, heart disease, depression, asthma and
other conditions
• Develop case management for the frail elderly, recently discharged, and severely disabled
• Integrate care team design and oversight
• Medication management and formulary design
• Develop evidence-based guidelines and process for coverage and denial management
• Implement credentialing, payment and performance reporting
• Change defined benefits
• Develop private contracts with pharmaceutical companies for bulk purchasing
• Implement consumer choice models for health care benefits
• Require copayments
• Use a more targeted approach for medical coverage
• Move to community-based healthcare alternatives
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•
•
•
•
•

Create an integrated care program for dual eligibles
Eliminate optional medical services
Eliminate earmarks and pet projects
Develop priority budgeting
Adopt alternatives to incarceration

4. Asset Management lever
• Turn capital assets into financial assets
• Rationalize real estate space
• Unlock value from underutilized assets
• Encourage more telecommuting
• Consolidate data centers
• Evaluate fleet use and management to capitalize on the effective lifecycle of assets
• Consider rationalizing locations of offices and service centers
• Streamline logistics channels, supply chain, distribution, and purchasing
• Evaluate energy and fuel consumption; conduct cost-benefit analysis of high-efficiency retrofits
to buildings and vehicles
• Charge agencies for use of capital assets
• Register real estate on the tax roles
• Consider selling or leasing enterprises or assets
• Create blue ribbon panels to evaluate options for partnering and privatization
• Create rainy day funds to help smooth consumption
• Consider delivery incentive/disincentive payment tools
• Implement tighter asset management procedures
• Examine the effectiveness of pass-through funding relationships
• Develop better inventory management procedures
• Rationalize service provision along more effective geographies
5. Fraud reduction and accountability lever
• Eliminate earmarks and pet projects
• Cut corporate subsidies
• Eliminate and prevent fraud in current programs
• Reduce Medicaid and Medicare fraud via improved technology
• Adopt better financial controls
• Improve financial management
• Require agencies to pass audits
• Create a government transparency Website
• Communicate goals and objectives of cost management programs and report on progress
• Collect outstanding debts owed to the government
• Require cost estimates for every bill or new policy
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6. Organizational simplification/business process redesign lever
• Evaluate options for a shared services model
• Consolidate agencies and departments
• Reduce the number of local governments and school districts
• Consolidate multiple pension plans
• Remove duplication and overlap
• Drive improvements in program performance
• Review programs for winners and losers
• Simplify the business model
• Challenge value contribution of each business unit/program and reduce/add accordingly
• Establish sunset provisions for policies to vet non-performers
• Coordinate strategic alliances between agencies, develop MOUs and service agreements
• Conduct program evaluation of service delivery to determine effectiveness
• Reevaluate demand for services, consolidate or remove historically underutilized programs
• Implement a shared service model to streamline internal demand for business services
• Optimize offerings for high demand services
• Consolidate customer service and support channels into a shared service
• Eliminate duplicative programs
• Consolidate administrative functions of smaller school districts
• Adopt an enterprise-wide approach to spending for things like IT, supplies, and office
equipment
• Consolidate small agencies
• Accelerate and expand implementation of remaining federal Lines of Business Initiative.
• Outsource what is no longer valuable; evaluate what agencies currently do against what they
should and should not be doing
• Establish governance procedures for IT, Financial Management, Human Resources, and
programmatic areas to create an enterprise wide/consistent approach to services
• Foster competition in service delivery
7. Alternative Service Delivery/market-based government lever
• Recognize short- and medium-term variable rates and credit availability; conduct capital
spending in a way that reduces dependence on variable rate bonds
• Contract externally for specialty services
• Establish buying pools for health care services
• Partner with other agencies, the private sector, and non-profits
• Improve balance sheet flexibility by linking assets and identifying alternate funding mechanisms
• Shift to user fees for provision of public services and goods such as roads/waterways/energy
and fuel consumption
• Generate revenue by selling marketing and advertising space in program materials
• Evaluate fees as they relate to the actual costs of service
• Consider responsibilities that could be privatized or provided in partnership with the private
sector
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•
•
•
•
•
•

Outsource what is no longer necessary to produce in-house
Develop an alternative service delivery program
Conduct competition reviews
Develop a competitive bidding process for project funding in place of blanket grants
Incorporate employee incentives into competition
Develop a programmatic approach to engaging support of the private sector

8. Technological transformation lever
• Implement single point-of-entry systems for Medicaid enrollees
• Implement a medical management information system for program management and quality
control
• Create call centers staffed with nurses to reduce hospital visits and improve care
• Innovate to deliver a customer experience
• Evaluate software license agreements
• Create digital one-stop centers
• Develop/implement an IT architecture and governance
• Complete IT projects so that legacy systems can be fully retired
• Automate time and expense procedures
• Develop green data centers
• Foster multi-core computing tools
• Purchase shelf healing systems
• Automate other basic business processes
• Place purchasing and procurement features online
• Implement self service options for citizens to reduce real estate and personnel costs
• Increase the use of eGovernment
• Consolidate and/or outsource data centers
• Shift to cloud computing
• Halt underperforming IT projects
• Develop shared IT services across governments
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9. Performance lever
• Actively manage risks
• Tighten alignment between strategy, operating plans, and management rewards
• Improve strategic planning disciplines
• Develop early warning systems, contingency planning, and business impact analysis capabilities
• Develop optimization/prioritization metrics for evaluating projects and programs
• Develop charter agencies
• Measure outcomes
• Use results-based fund outcomes rather than inputs budgeting to reduce the number of lowperforming programs
• Establish productivity dividends
• Link strategic plan to savings innovations
• Priority-based budgeting
• Mandate open/public performance measures to be put in place
• Institute enterprise-wide performance management
• Reduce large-scale project failures
10. Long term transformation lever
• Change the culture to one that is proactive and driven by innovation
• Modernize legacy systems
• Modernize tax systems
• Consider shifting to a biennial budget cycle
• Evaluate partnerships with other states for service provision, bundling benefits, sharing cost
burdens for projects
• Develop an approach to manage program growth now and in the future
• Use institutional knowledge to better prepare for the future
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